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Monetary policy 
 
M onetary policy is the attem pt by the governm ent or central bank to m anipulate the m oney 
supply, supply of credit, interest rates or any other m onetary variables to achieve the 
fulfilm ent of policy goals such as price stability. 
 
The governm ent has four key m acroeconom ic policy objectives; to have low  and stable 
inflation, low  unem ploym ent, high and stable econom ic grow th and to m aintain a current 
account equilibrium . 
 
To achieve these objectives in the U K econom y the Bank of England m anipulates interest rates 
and the m oney supply. 
 
The im pact of low  interest rates on the econom y 
 
Aggregate demand, in the short run: 
Consum ption increases as credit is m ore available, discretional incom e increases and saving is 
less attractive to consum ers. Investm ent w ill also increase as the opportunity cost of 
investm ent is low er. Governm ent spending is likely not to 
change as m uch spending is planned in advance how ever 
low  interest rates m ake paym ents on the national debt 
low er so w ill give the governm ent a budget surplus. 
 
If the rate of interest in the U K is low er than in other 
econom ies hot m oney w ill flow  out of the U K w hich w ill 
cause depreciation in the value of the pound. This w ill 
m ake exports m ore expensive and exports cheaper abroad. 
This w ill cause net exports to increase, although im ports 
are likely to decrease by a proportionally sm all value as 
im ports to the U K are price inelastic. 
 
Aggregate supply, in the long run: 
A s investm ent becom es m ore attractive in the short run 
for businesses in the long run the econom y should benefit 
from  this by increasing the productive capacity of the 
econom y.  
 
Link betw een econom ic grow th and interest rates 
 
Since 1997 the goal of m onetary policy has been solely 
price stability. The target of 2.5%  inflation ±  1%  is the goal 
the governm ent sets the Bank of England. 
 
D uring the U K’s tim e in the ERM  the goal w as to m aintain the exchange rate w ithin the 
restrictions of the ERM . Before the ERM  the m ain goal w as to m aintain the availability of credit. 
To do this the governm ent can lim it the proportion of their funds banks can lend out. 
 
H as the econom y been m ore stable since the Bank of England took over m onetary policy 
in 1997? 
 

Year G D P 
G row th 

Base rate of 
interest 

1985 3.6 12.5 

1986 3.9 11.0 

1987 4.5 9.3 

1988 5.2 9.1 

1989 2.2 14.0 

1990 0.8 13.9 

1991 -1.4 11.9 

1992 0.2 8.4 

1993 2.5 5.6 

1994 4.7 5.6 

1995 2.9 6.4 

1996 2.6 5.9 

1997 3.4 6.7 

1998 2.9 6.9 

1999 2.4 5.4 

2000 3.1 5.8 

2001 1.9 5.0 

2002  4.0 

2003  3.6 

2004  4.0 
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The goal the Bank of England has been set by the governm ent is price stability – to control 
inflation has been achieved. W hereas w hen the governm ent w as in control of interest rates 
typically an expansionary fiscal policy w ould be used before an election to im prove political 
popularity during the governm ents term  a deflationary policy w ould need to be im plem ented 
to curb the inflation resulting from  the earlier policy this is no longer true. It has been 
suggested that the governm ent control caused instability in the business cycle how ever now  
interest rates are controlled by an independent body this should not be the case. 

Low er darker line represents year on year increase in G D P per annum, upper lighter line represents base rate of interest. 

 
 

GD P and interest rates
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