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Structure
16.0 Objectives

16.1 Introduction

16.2 Monetary Policy Types

16.3 Goals and Targets of Monetary Policy
16.4 Credit Control Measures

16.4.1 Quantitative Credit Control Measures
16.4.2 Qualitative Credit Control Measures

16.5 Monetary policy In India
16.6 Transmission Mechanism of Monetary Policy
16.7 Let Us Sum Up

16.8 Answers/ Hints to Check Your Progress Exercises

16.0 OBJECTIVES

After going through the unit you will be in a position to:

e distinguish between goals and targets of monetary policy;

e cxplain various credit control measures under monetary policy;
e identify the instruments of monetary policy and their role; and
e identify and explain the monetary transmission channels.

16.1 INTRODUCTION

In Unit 5 of this course we learnt that in an open economy with flexible exchange
rate, monetary policy is effective in bringing about economic growth. You can
appreciate the importance of monetary policy in view of the fact that most
economies these days follow a flexible or floating exchange rate.

You may recall that the Classical Economists assumed money to be neutral in the
sense that it does not have any effect on prices and economic growth. They
believed that there is duality in the economy such that monetary and real
variables do not influence one another. It was Keynes who suggested that money
supply affects real variables. According to him increase in money supply leads to
a decline in rate of interest, which in turn leads to greater borrowings by firms
thereby leading higher investment. Higher investment leads to higher output and
income of the country through a multiplier effect. Thus he visualized a greater
role for the government. According to him economic policy should be
countercyclical — it should neutralize the effects of business cycles. The New
Classical economists attempted to justify the Classical views on the neutrality of
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money and brought forth the ‘policy ineffectiveness proposition’. According to
the New Classical economists, it is best for the government to stick to certain
‘policy rules’. Governments in all the countries, however, see an important role
for monetary policy in the economy and actively pursue a monetary policy.

In this Unit we will discuss the types of monetary policy that a government
pursues, the objectives of monetary policy, and the policy instruments available
to policy makers. In addition, we will discuss how monetary policy works. We
will bring out certain important channels; the effect of an increase in money
supply on other economic variables.

16.2 MONETARY POLICY TYPES

The macroeconomic policy set by the central bank or the monetary authority of a
country is known as monetary policy. It is concerned with the management of
money supply in an economy. The change in money supply usually results in a
change in rate of interest. The objective of monetary policy is to fulfill the
objectives of inflation, growth, consumption and liquidity in the economy.
Monetary policy also aims at maintaining exchange rates with other currencies in
order to benefit trade, international confidence and policy stability in the country.
There are certain instruments of monetary policy as we will learn later in this
Unit.

Monetary policy could be of two types: expansionary and contractionary. With
an expansionary monetary policy, the monetary authority tries to stimulate the
economy using the policy instruments. In contrast, the monetary authority
attempts to restrict money supply and control inflation with a contractionary
monetary policy. In an expansionary monetary policy, either a lower than usual
rate of interest is maintained or money supply is abnormally increased. This is
done with the hope of providing cheaper credit to the firms so that investment in
the economy increases. Increase in investment is expected to further increase
employment and output. Expansionary monetary policy, however, often leads to
deterioration of the exchange rate of the country with other currencies. If
increases in money supply lead to higher inflation in the economy, depreciation

of the domestic currency in the foreign exchange market may take place.

Under contractionary monetary policy, the instruments of monetary policy aim at
a different set of results. If the economy is passing through a very high
inflationary condition (if the economy is over-heated), the monetary authority
usually resorts to a higher than usual rate of interest or abnormally low money
supply. If contractionary monetary policy is implemented too vigorously, there
may be decrease in production, increase in unemployment, and fall in aggregate

demand leading to recessionary stage of the business cycle.



16.3 GOALS AND TARGETS OF MONETARY
POLICY

You should note that there is a difference between the goals and the targets of
monetary policy. Goals of monetary policy are the objectives it aims to achieve,
that is, reducing inflation, achieving full employment or maximising economic
growth. On the other hand, targets of monetary policy are the variables targeted
such as money supply, bank credit, and short term interest rates through the
instruments of monetary policy.

Monetary policy is one of the instruments of the overall economic policy of a
country; hence its objectives are no different than the overall economic policy
objectives of the economy. As per the prevailing economic, political, historical
and international conditions, there are changes in the priorities given to the
objectives of the monetary policy. Hence, they differ amongst developed and
developing countries. The significant objectives of monetary policy are

e to ensure price stability, that is, containing inflation,

e to promote economic growth,

e to ensure stability of the exchange rate of the currency,

e to achieve full employment,

e toreach equilibrium in the balance of payments account, and
e to reduce economic inequality.

Let us explain below these objectives in some detail.
a) Price Stability

Controlling inflation is generally considered to be the foremost objective
amongst developing economies as high inflation has an otherwise negative
impact on growth and distribution. Price stability means relative price stability,
depending on the prevailing conditions in the economy. Hence, by maintaining
relative price stability there is a considerable check on the fluctuations in the
business cycle leading to stability in the economic growth process as a whole.

Price stability does not mean that prices should not increase at all. There should
be a reasonable rate of inflation in an economy so that there is incentive for
production and economic growth. There is no consensus among economists,
however, on an ideal rate of inflation; it varies across countries and over period
of time. In countries like the US, an inflation rate of around 2 per cent is targeted.
In India, an inflation rate of 4 per cent with a tolerance band of 2 per cent is
considered as ideal (it implies that inflation should not be outside the range of 2
per cent to 6 per cent).

Many countries have faced episodes of abnormally high inflation. In 2019, for
example, some countries are experiencing exceptionally high inflation —
Venezuela has an inflation rate of about 10 million per cent per year! Argentina,
Iran and Sudan are facing inflation rate of above 25 per cent per year.
Abnormally high inflation leads to rise in the cost of living of the poor, makes
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exports more expensive, lowers the rate of savings which further hampers
economic growth and encourages unproductive investment such as jewelry, real
estate, etc. During abnormally high inflationary scenario, contractionary
monetary policy is used. In period of relatively stable inflation, the monetary
authority pursues a monetary policy such that price stability with economic
growth and employment generation are maintained.

b) Economic Growth

Promoting economic growth is another important objective of both developed
and developing countries. Economic growth implies growth in the productive
capacity of the economy so that real national income increases. To achieve
economic growth, the rate of savings and investments need to increase. Monetary
policy can help produce favorable effects to the requirements of economic
growth by directing the banking sector towards priority sector lending or making
appropriate changes in interest rate to incentivize people to save.

With the openness of the economy and floating exchange rate, the goal to achieve
increased economic growth through instruments of monetary policy may
contradict with the goal of exchange rate stability. In order to prevent the
depreciation of the currency, a tight monetary policy need to be maintained but
the higher rate of interests will reduce liquidity in the banking system. This
reduction in liquidity results in increased cost of lending and lesser production
and increased unemployment in the economy. These contradictory objectives
result in a trade off in the policy circles and considering the other political, social
and economic objectives, a final decision is reached.

¢) Exchange Rate Stability

Almost all major economies of the world have started following the flexible
exchange rate system under which the exchange rate of the currency is
determined by the demand for and supply of foreign exchange. Whenever there is
disequilibrium in the demand and supply of foreign exchange, the external value
of the currency changes. The domestic investors demand foreign currency when
there is profitable investment possible abroad whereas they demand home
currency more when there is profitable investment at home.

Under floating exchange rate the central bank or the monetary authority
intervenes to avoid sharp fluctuations in the exchange rate. In order to prevent
depreciation of rupee, the central bank can release more foreign currency from its
foreign exchange reserves. Also the central bank can increase the short term
lending rates and increase the required cash reserve ratio (CRR) in order to
reduce the demand for the foreign currency.

d) Full Employment

In order to achieve maximum social welfare it is imperative that the economy
attains full employment. Any country will prosper when all its people get the job
that they desire to do at the prevailing wage rate. With a tight monetary policy,
the objective of full employment and growth contradicts. Hence, in order to
increase the level of employment the central bank or the monetary authority will
have to adopt expansionary monetary policy.



¢) Balance of Payments Equilibrium

Abnormally high current account deficit (CAD) is financed through increase in
nominal capital inflows which is achieved through the depreciation of the home
currency. Thus, imports become very expensive and there is increase in inflation
in the economy. A tighter monetary policy helps reduce these effects through
high cost of credit and lower availability of money with the importers, thus
curbing imports.

Hence, monetary policy plays a significant role in maintaining the current
account deficit at the reasonable level. Balance of Payments equilibrium implies
exchange rate stability.

f) Economic Inequality

There is increased income inequality amongst the developed and developing
countries. This increased inequality leads to reduction in social welfare and
increased frustration amongst the masses. Monetary policy as an economic
instrument aims to achieve equitable distribution of income and wealth through
priority sector availability of credit to the weaker sections of the society at very
low rate of interests.

The targets of monetary policy are generally the following three parameters:

e toregulate the supply of money/ credit
e to maintain a reasonable rate of interest or cost of money/credit
e to conveniently avail money/ credit

a) Supply of Money

The currency issued by the monetary authority and the demand deposits with the
commercial bank comprise the supply of money. The issue of currency by the
central bank needs to be flexible enough depending on the inflationary or
recessionary stages prevailing in the economy. The banking system also needs to
play a progressive role in facilitating demand deposits with the banks.

b) Rate of interest or Cost of Money

Underdeveloped economies generally adopt an expansionary monetary policy in
order to promote sectors like agriculture and industry. Policy of discriminatory
rate of interests is often followed in order to promote priority sector lending. For
example, lower rate of interest is charged from the priority sectors such as micro,
small and medium enterprises (MSME). Simultaneously, higher rates of interest
may be charged from unproductive and luxurious spending so that higher credit
is made available to the priority sector.

During inflationary stage of the business cycle, the monetary authority keeps the
rate of interest at a higher level to curb money supply in the economy. In
contrast, during the recession phase, the monetary authority may decide to keep
the interest rate at a lower rate. It is expected that lower interest rate will provide
incentives for higher production, employment and growth.
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¢) Availability of Credit

The ease with which credit is available in the economy is an important factor for
economic growth. The eligibility and norms to avail credit from the financial
system are set by the central bank or monetary authority of the country; hence,
these norms are part of the monetary policy.

164 MONETARY POLICY INSTRUMENTS

The various instruments of monetary policy to control credit are divided in two
categories, namely, Quantitative and Qualitative measures. Quantitative credit
control measures are non-discriminatory in nature, say for example, when a
certain interest rate is set by the central bank of a country, that rate applies to the
banking system of the country as a whole. In contrast, Qualitative / Selective
credit control measures vary from one section of the society to the other.

16.4.1 Quantitative Credit Control Measures

The important quantitative credit control instruments of the monetary policy are
as follows:

e Bank Rate

e Open Market Operations

e Change in Minimum Reserve Ratio
e Change in Liquidity Ratio

a) Bank Rate

The most noticed and significant instrument of monetary policy is the rate of
interest on borrowing and lending set by the central bank or monetary authority
of the country. Bank rate is the rate of interest at which the central bank provides
loans to commercial banks and other financial institutions. Increase in bank rate
has the effect of increasing the rate of interest in the economy. Similarly,
decrease in bank rate lowers the rate of interest in the economy. Higher bank rate
lowers the extent of credit creation in the economy which leads to a decline in
aggregate demand and hence lower prices. On the other hand, in a recessionary
phase a lower bank rate is propounded. Borrowing from the central bank, usually
for short period, by the commercial banks is done through the ‘repo rate’.
Similarly, commercial banks can deposit their excess liquidity in the central bank

for which the ‘reverse repo rate’ is applicable.
b) Open Market Operations

Purchase and sale of securities in the open market by the central bank or the
monetary authority is popularly known as open market operations. In order to
contract the credit in the economy, the central bank sells securities in the open
market. This leads to fall in aggregate demand and reduction in price level.

Whereas, when credit is to be expanded, there is purchase of securities by the



central bank in the open market. This leads to increase in money supply which

leads to increase in aggregate demand and production level in the economy.
¢) Cash Reserve Ratio

The commercial banks are required to keep a certain percentage of their total
deposits as cash with the central bank of the country. If the aim of the central
bank is to reduce supply of money in the economy, it will raise the cash reserve
ratio (CRR). An implication of higher CRR is that commercial banks are required
to keep a higher percentage of their deposits in the form of cash with the central
bank. Thus a lesser amount is left for lending purposes. In contrast, reducing the
CRR would increase the credit creation in the economy as commercial banks
have larger availability of funds with them for the purpose of lending and

creating credit.
¢) Statutory Liquidity Ratio

Statutory liquidity ratio (SLR) requires every bank to keep certain proportion of
its total deposits in the form of liquid (or near liquid) assets. When the central
bank needs to reduce credit, it raises the SLR. On the other hand, when the

objective of the central bank is to expand credit, it reduces the SLR.
16.4.2 Qualitative Credit Control Measures

Very often the monetary authority in a country controls the supply of credit in the
economy. Thus financial institutions may not extend credit to a borrower even if
he/she has a demand for credit. These measures are selective in nature (because
of it, they are often called selective credit control measures also) such that these
measures target certain sectors of the economy or certain sections of the society.
Secondly, it is discriminatory in the sense that different segments get differential
treatments. Thirdly, there is a market failure in the sense that supply and demand
for credit are not taken into consideration. Fourthly, there is disequilibrium in the

credit market — supply and demand do not match.
We can classify qualitative nature can be classified in the following types:

e Change in margin requirement
e Credit rationing

e Direct action
a) Margin Requirement

Margin requirement is the margin between the value of goods pledged as security
and the amount of loan. If the central bank finds that traders of any particular
area are stock piling certain commodities which leads to an increase in prices of

those commodities in the market, then the margin requirements of those
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commodities are increased. This way credit is contracted and those defaulting

traders are punished.
b) Credit Rationing

May a time the central bank resorts to credit rationing. Through rationing of
credit, the central bank can perform the following tasks:

e [t can decline loan to a particular commercial bank

e [t can reduce the total amount of loan to all the commercial banks in
general.

e [t can fix a certain quota for different banks.

Hence, through the above selective credit rationing methods, the central bank can
increase or reduce the credit in the market.

¢) Direct Action

Central bank can take extreme actions against those commercial banks that
disobey its directives. One such extreme action is directly imposing harsh
restrictions on the credit of those commercial banks.

16.5 MONETARY POLICY IN INDIA

Reserve Bank of India (RBI) is the institution responsible for monetary policy
framework in India. The policy targets and instruments of RBI have changed
over the years in tandem with the domestic and global structural changes. Hence,

in brief we discuss the evolution of monetary policy in India.
16.5.1 Early Years of Monetary Policy
Post Independence; say from 1950 to 1970, the RBI provided support to the

government’s plan expenditure using deficit financing. It was the
industrialization phase when large scale public sector investments were financed
by borrowing from the RBI. The RBI then focused on selective credit control
check inflation while making sure that credit flowed to priority sectors. Since
1971, up to mid 1980s, the Indian government relied more on fiscal policy
measures compared to monetary policy as Statutory Liquidity Ratio (SLR) and
Cash Reserve Ratio (CRR) were increased. The high level of inflation in the
1980s led to the adoption of monetary targeting framework on the
recommendations of the Sukhamoy Chakravarty Committee in 1985.

After the economic reforms of 1991, the RBI’s role underwent a significant
change. Steps were taken to curb the monetization of fiscal deficit. Say for
example, by 1997 the ad-hoc treasury bills were completely phased out.
However, monetization of fiscal deficit continued through primary issue of public
debt in auctions. Since April 2006, the RBI is not allowed to subscribe to the
primary issue of public debt.



16.5.2 Liquidity Adjustment Facility

Multiple indicator approach was adopted by RBI in 1998 in which high
frequency financial market rates and fortnightly/ monthly indicators were tracked
along with the output data for monetary policy purposes. In April 1999, on the
recommendations of the Narasimham Committee (second committee), Interim
Liquidity Adjustment Facility (ILAF) was introduced. Repo and reverse repo
rates emerged as the primary policy rates of the RBI and the significance of CRR
and SLR as instruments of RBI to manage liquidity got reduced. However, the
ILAF suffered from non-existence of a ceiling rate and no unique policy rate.
Hence, since May 2011 the repo rate has become the only independently varying
rate under the Revised Liquidity Adjustment Framework (RLAF). In September
2014 the RLAF was fine-tuned following the recommendations of the Urjit Patel
Committee. In May 2016, the Monetary Policy Framework Agreement (MPFA)
was signed between the Government of India (GOI) and the RBI to regulate
inflation and bring it below 4 percent in financial year 2016-17. In case of failure
on the part of the RBI to comply with the above targets, it is accountable to the
GOI and suggest reasons and remedies to achieve the same in future by a
specified date.

Since February 2019 the RBI has followed an accommodative monetary policy in
order to provide stimulus to the ailing economy. The RBI, however, realized that
the Scheduled Commercial Banks (SCBs) do not transmit the rate cuts to the
general public. In view of the above, the RBI in August 2019 decided to
formalize the linkage between repo rate and bank lending rates.

16.6 TRANSMISSION MECHANISM OF MONETARY
POLICY

As mentioned in the beginning of the Unit, monetary policy affects several key
economic variables in the economy. Monetary policy decision, particularly on
money supply and interest rate, sets in motion a sequence of effects.
Transmission mechanism means the process or the channels through which
monetary policy affects economic variables.

It is difficult to make a complete list of variables which get affected by a
monetary policy decision. Economists have attempted to make a comprehensive
list of the channels. There are differences amongst economists, however, on the
importance of various channels. We have tried to compile the various channels
(See Table 18.1) based on the studies of Mishkin (1995), Taylor (1995) and
Boivin et al. (2010). Second, the impact of monetary policy on all variables is not
uniform — while certain variables get influenced by a particular monetary policy
decision to a great extent, the impact is negligible on certain other variables. It
depends on the policy decision and its target variables. Third, some of these
effects are visible immediately while certain others are noticeable with a lag.
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Fig. 18.1: Monetary Transmission Mechanism

CHANNEL CAUSATION CHAIN
Interest Rate
Channel
(a) Nominal Money T — Interest Rate | — Investment 1 — Aggregate Demand 1
Variant

Money T — Expected Price T — Expected Inflation T — Real Interest
(b) Real Variant | Rate | — Investment T — Aggregate Demand 1

Open Economy

Channel
Money T — Interest Rate | — Exchange Rate 1 (Depreciates) —
Exchange Rate Exports T — Net Exports T — Aggregate Demand
Channel
Credit Channel
(a) Bank Money T — Deposits T — Bank Loans 1 — Investment T — Aggregate
Lending Demand 1
(b) Balance Money 1 — Price of Stocks (Net Worth) 1 — Adverse Selection | —
Sheet Moral Hazard | — Lending 1 — Investment T — Aggregate Demand
Money 1 — Interest Rate | — Cash Flow 1 — Adverse Selection | —
(c) Cash Flow Moral Hazard | — Lending 1 — Investment T — Aggregate Demand 1
Money 1 — Unanticipated Price of Stocks 1 — Adverse Selection | —
(d) Unanticipated | Moral Hazard | — Lending 1 — Investment 1 — Aggregate Demand 1

Price Level

Money 1 — Price of Stocks 1 — Value of Financial Assets T —

(e) Liquidity Likelihood of Financial Distress | — Consumer Durables and Housing
Effects Expenditure T — Aggregate Demand 1

Other Channels

(a) Wealth Effect | Money 1 — Price of Stocks 1 — Wealth T — Consumption T —

(b) Tobin’s q

(c) Expectations

Aggregate Demand 1
Money 1T — Price of Stocks 1 — Tobin’s q 1 — Investment 1 —
Aggregate Demand 1

Money 1 — Expected inflation T — Consumption/Investment 1 —
Aggregate Demand 1

We now elaborate on some of the above transmission channels.




a) Interest Rate Channel

Nominal Interest Rate: When there is an increase in money supply it leads to a
decline in nominal interest rate which further raises the incentives for investment.

An increase in investment has obvious impact of increase in aggregate demand.

Real Interest Rate: An increase in money supply increases the expected price
level, that is, it raises the rate of inflation in the economy leading to fall in the
real rate of interest. The fall in interest rate raises investment and as a
consequence the aggregate demand. The increase in expected price also provides

an incentive to firms to increase production.

We know from rational expectations hypothesis that the average of short term
rates is the long term rate. Therefore, transmission from short term rates to long
term rates is essential for this transmission channel to be effective. For a
developing economy like India, the costs of funding does not decrease in short
term as substantial segment of the deposits in banks are long term in nature.
Developing countries generally have an underdeveloped bond markets, less
competition in the banking sector, and existence of a large informal sector for
credit. These factors make the transmission mechanism through this channel

extremely weak.
b) Open Economy Channel

Exchange Rate: An increase in money supply leads to fall in interest rate. Fall in
interest rate leads to outflow of funds, as investors find it more profitable to
invest abroad. This leads to decrease in supply of foreign currency which leads to
depreciation of the domestic currency. Depreciation of domestic currency leads

to increase in net exports leading to an increase in aggregate demand.

After the economic reforms of the 1990s, the Indian economy gradually opened
up to the external sector. Therefore, the importance of this channel in monetary

transmission in India is on the rise.
¢) Credit Channel

Bank lending: An increase in money supply leads to an increase in bank deposits
which enhance bank lending. Increase in bank lending leads to further

investments; leading in turn to increase in aggregate demand.

Banks may be reluctant to lend despite the growing cash reserve due to depressed
economic conditions, and some borrowers should be completely bank dependent
in order to make this channel of transmission really effective. In countries like
India, where financial markets are not fully developed as yet, this could be a
significant channel of transmission. Balance Sheet: An increase in money supply

raises the prices of the stocks as people invest money in stocks. This reduces the
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drawbacks of asymmetric information which boosts confidence of the lenders
and borrowers on each other. There is increased lending and thus investments in

the growing economy which ultimately raises the aggregate demand.

Cash Flow: An increase in money supply leads to fall in interest rate and increase
in cash flow in the economy. This again reduces the drawbacks of asymmetric

information and increased investment and aggregate demand follows.

Unanticipated Price level: An increase in money supply raises the otherwise
unexpected rise in price level of stocks in the economy. The drawbacks of
asymmetric information are reduced with further raises lending, investment and

aggregate demand.

Liquidity Effects: An increase in money supply raises the prices of stocks and
value of other financial assets. This reduces the risk of financial distress further
leading to increased consumption of consumer durables and hence increased

overall aggregate demand.
d) Other Channels

Wealth effect: An increased money supply raises the price of stock and thus
raising the wealth of the people. This increased wealth raises consumption and

aggregate demand.

Tobin’s Q Effect: 'Q' represents the ratio of the market value of a firm's existing
shares (share capital) to the replacement cost of the firm's physical assets (thus,
replacement cost of the share capital). An increase in the money supply raises
the price of the stocks and thus raises the ‘Q’ value leading to increased

investment and aggregate demand.

Expectations: An increased money supply raises the expectations of increased
inflation in the economy which enhances present consumption and investment

leading to increased aggregate demand.

16.7 LET US SUM UP

Monetary policy is the macroeconomic policy implemented by the central bank
of the country in order to regulate credit through its various instruments. The
credit control measures are classified into quantitative and qualitative. The
quantitative measures are interest rates, open market operations, reserve
requirements and liquidity ratio conditions. The qualitative measures are changes
in margin requirements, rationing of credit and direct action. The transmission of
monetary policy takes through various channels. These channels include interest
rate channel, open market channel, credit channel and other channels such as

expectations, Tobin’s q and wealth effect. Every channel shows that an increased



money supply through various channels ultimately increase the aggregate
demand in the economy. In developed countries the dominant channel of
transmission is the traditional interest rate channel, whereas in developing

countries the exchange rate and bank lending channel play a significant role.

16.8 ANSWERS/ HINTS TO CHECK YOUR
PROGRESS EXERCISES

Check Your Progress 1

1) By monetary policy we mean a deliberate change in the interest rates and
money supply by the central bank or monetary authority of the country.

2) The goals and targets of monetary policy are different and ultimately move
towards the overall objective of economic policy in general.

Check Your Progress 2

1) There are two types of credit control measures of monetary policy, namely,
Quantitative and Qualitative measures. The Quantitative measures are non
discriminatory in nature and apply to the entire country, while the
qualitative measures are selective or discriminatory in nature.

Check Your Progress 3

1) There are various channels of transmission of monetary policy.
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