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Monetary Policy 

A) Background: 

Macroeconomic policy consists of  

1) Monetary policy, which involves the Central Bank's use of its policy instruments to affect the 

cost and availability of funds in the economy and  

2) Fiscal policy, which involves alterations in government spending or taxes.  

Changes in monetary policy are triggered by internal and external shocks 

Traditionally, central banks have pursued the twin objectives of price stability and growth. 

Central banks have to keep in view the considerations of exchange rate stability and financial 

stability also in pursuing the basic objectives. Can we achieve these objectives all at a time?  As 

in most aspects of life, the objectives of monetary policy are interrelated, and there are trade-

offs as well. 

A central bank has no direct control over the goals that are the final objectives of the policies. 

The Central Bank with any of its monetary tools (reserve ratio, OMO, repo rate, bank rate etc), 

cannot directly influence such  complex economic variables such as the price of goods and 

services, unemployment rate, foreign currency exchange rate and growth in GDP. The Central 

Bank can affect the rate of growth in the money supply only by means of its control of the 

reserves in the banking system. The central Bank cannot fully determine changes in money 

supply. The change in the money supply depends to a substantial extent on the preferences, 

actions and expectations of numerous banks, borrowers and consumers. 

The central bank seeks to achieve its goals through a form of chain reaction which has the 

following chronology and structure. The central bank first employs one or more of its tools to 

affect what are called operating targets, which are monetary and financial variables whose 

changes tend to bring about changes in the intermediate targets.  Intermediate targets, which 

may include interest rates or monetary aggregates, are variables that have a reasonably reliable 

linkage with the variables, such as output or employment that constitutes the Central Bank's 

goals or ultimate objectives. Thus the central bank's powers over the variables that make up its 

goals is quite indirect and dependent upon the linkages among the various targets and goals. 

 

Central Bank directly controls tools (like OMO), not goals. It can take a year for tools to impact 

the goals.  

Tool ------> Operating Target ---------> Intermediate Target -------------> Goal 
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Operating target: 

The central bank can directly target either short term interest rate or some measure of bank 

reserves. The central bank cannot choose to directly target both variables. If the central bank 

targets reserves, it must allow short term interest rate to fluctuate, so that it can bring the level 

of reserves to its desired level.  If it targets short term interest rate, it must let growth in reserves 

vary, so that it can keep the short term interest at a certain level. 

 

Intermediate target: 

The best known of the intermediate targets is money supply (measured by M1, M2, M3 etc.) In 

the 1970s many countries began to target the growth rates of one or more aggregates. The 

policy was to supply reserves at a pace that would lead to a selected rate of growth in the 

aggregates. The idea behind this policy was that the goals of the central bank's activity-growth, 

stable prices - would be realized if the money supply were to grow at a known and steady rate. 

In recent years many central banks have adopted inflation as a key intermediate variable. The 

reason is that monetary aggregates have not had the kind of reliable and persistent relationship 

either with target variables or with goals that the policymakers require. 

 

The operating procedure:  

Day-to-day implementation of monetary policy by central banks is carried through various 

instruments. These instruments can be broadly classified into direct and indirect instruments.  

1) Typically, direct instruments include required cash and/ or liquidity reserve ratios, 

directed credit and administered interest rates.  

Cash reserve ratio (CRR) determines the level of reserves (central bank money or cash) banks 

need to hold against their liabilities. Similarly, liquidity reserve ratio (like SLR) requires banks 

to maintain a part of their liabilities in the form of liquid assets (e.g., government securities). 

Credit and interest rate directives take the form of prescribed targets for allocation of credit to 

preferred sectors/industries and prescription of deposit and lending rates. 

 

2) The indirect instruments generally operate through price channel which cover repurchase 

(repos) and outright transactions in securities (open market operations), standing facilities 

(refinance) and market-based discount window (bank rate).  For example, if the central bank 

desires to inject liquidity for a short period, it could do so by providing funds to the banks in 

exchange of securities at a desired interest rate, reversing the transaction at a pre-determined 

time. Similarly, if the central bank desires to influence liquidity on an enduring basis, it could 

resort to open market operations (OMO), involving outright purchase (or sale) of securities. 
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While OMO including repo transactions operate at the discretion of the central bank, standing 

facilities provide limited liquidity which could be accessed by the eligible market participants 

(generally banks) at their discretion. Market-based discount window makes available reserves 

either through direct lending or through rediscounting or purchase of financial assets held by 

banks. 

In practice, the choice between direct and indirect instruments is not easy.  While direct 

instruments are effective, they are considered inefficient in terms of their impact on the financial 

market. On the other hand, the use and efficacy of indirect instruments depends on the extent of 

development of the supporting financial markets and institutions. These instruments are usually 

directed at attaining a prescribed value of the operating target. Central banks typically adopt 

either (a) bank reserves or (b) a very short-term interest rate (usually the overnight inter-bank 

rate) as the operating target. 

 

B) Indian Specifics 

Objectives of Monetary Policy:  

The Preamble of the Reserve Bank of India describes the basic functions of the Reserve Bank 

as: 

"...to regulate the issue of Bank Notes and keeping of reserves with a view to securing monetary 

stability in India and generally to operate the currency and credit system of the country to its 

advantage." 

Thus, although, unlike the current trend in many countries, there is no explicit mandate for price 

stability, the twin objectives of monetary policy in India have evolved as those of  

1) maintaining price stability and  

2) ensuring adequate flow of credit to the productive sectors of the economy. 

Of late, considerations of financial stability have assumed greater importance in view of 

increasing openness of the Indian economy and financial reforms. In the Indian context, 

financial stability could be interpreted to embrace three aspects, viz., (a) ensuring uninterrupted 

financial transactions, (b) maintenance of a level of confidence in the financial system amongst 

all the participants and stakeholders, and (c) absence of excess volatility that unduly and 

adversely affects real economic activity. It is the endeavour of the Reserve Bank to ensure all 

these aspects of financial stability. 

 

The operating procedure: 

Till early 1980s: Until the early 1980s, the Indian economy was virtually a closed one. Prices of 

a significant number of commodities were administered in India at that time. To sustain these 
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prices at a steady level, government subsidies were often necessary and this was one of the 

factors that led to a chronic budget deficit. These deficits were either financed through ad hoc 

treasury bills or through indirect borrowings, mostly from nationalised banks. The first led to 

more or less automatic monetisation. Net RBI credit to the government was the dominant factor 

behind reserve money expansion and the consequent expansion in money supply. To control 

the money supply, the RBI had to increase the cash reserve ratio (CRR) from time to time. So 

far as the market borrowing is concerned, to facilitate the process, interest rates were 

administered and were kept at an artificially low level. The entire structure of interest rates was 

complicated and had multiple layers. Thus, the financial markets were highly segmented and 

lacked depth. The administered interest rate regime was an impediment to the use of indirect 

tools like open market operations (OMO). The only way to finance the borrowing programme of 

the government was to increase the statutory liquidity ratio (SLR) from time to time. The 

exchange rate was not market-determined and movements of foreign exchange in and out of 

India were tightly regulated. In short, monetary policy in India during this period was completely 

subservient to the fiscal stance of the central government. 

 

1985 to 1998-99: India formally changed to “monetary targeting with feedback” in 1985.  The 

recommendation for the change was made in the Report of the Committee to Review the 

Working of the Monetary System, popularly known as the Chakravarty Committee Report in 

1985. The concept of “monetary targeting with feedback” recommended by the Chakravarty 

Committee was different from traditional Monetary Targeting (MT) with fixed monetary growth as 

a rule. It recommended that the targeted monetary growth should be modified based on the 

information available on expected increase in output and a tolerable rate of inflation. Thus the 

monetary policy framework in India between 1985-86 and 1997-98 could broadly be classified 

as a “flexible monetary targeting approach”, with broad money (M3) as an intermediate 

target. The aim was to regulate money supply consistent with two parameters, viz., (a) the 

expected growth in real income, and (b) a projected level of inflation. On the basis of estimates 

of these two crucial parameters, the targeted monetary expansion could be set.  In practice, the 

monetary targeting framework was used in a flexible manner with feedback from developments 

in the real sector. 

Under this approach M3 (broad money)  growth was the nominal anchor (intermediate 

target), reserve money was the  operating target and bank reserves was the operating 

instrument. 

 

Since 1998-99: India changed its monetary policy framework to Multiple Indicator Approach 

(MIA) in 1998-99. Internationally a more familiar term for this approach perhaps would be an 

implicit nominal anchor approach. The two central banks that are often benchmarks for the 

rest of the world, the Federal Reserve in the USA and the European Central Bank (ECB), both 

seem to follow this approach. 
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In the MIA approach, interest rates or rates of return in different markets (money, capital and 

government securities markets), along with data such as on currency, credit extended by banks 

and financial institutions, fiscal position, trade, capital flows, inflation rate, exchange rate, 

refinancing and transactions in foreign exchange available on high-frequency basis, are 

juxtaposed with output for drawing policy perspectives.  In the MIA framework, the RBI mentions 

its own projections with respect to the mandated tasks in any given year. None of these 

projections, including that on inflation, are worded as “targets”. 

The switchover to a multiple indicator approach provided necessary flexibility to respond more 

effectively to changes in domestic and international economic environment and financial market 

conditions. 

In the current monetary policy framework, with growing inter-linkages in the financial market, 

reliance on direct instruments has been reduced and liquidity management in the system is 

carried out through OMO in the form of outright purchases/sales of government securities and 

daily reverse repo and repo operations under Liquidity Adjustment Facility (LAF). 

 

Instruments of Monetary Control in India: 

In its monetary operations, the Reserve Bank uses multiple instruments to ensure that 

appropriate liquidity is maintained in the system so that all legitimate requirements of credit are 

met, consistent with the objective of price stability. Towards this end, the Bank pursues a policy 

of active management of liquidity through OMO including LAF, MSS and CRR, and using the 

policy instruments at its disposal flexibly, as and when the situation warrants. In this operating 

environment, changes in reverse repo and/or the Bank Rate have emerged as interest rate 

signals. 

 

 

LAF: Liquidity Adjustment Facility 

Under LAF, Reverse Repo auctions (for absorption of liquidity) and Repo auctions (for injection 

of liquidity) are conducted on a daily basis. 

Participants:  All commercial banks (except RRBs- Regional Rural banks) and Primary Dealers 

(PDs) having current account and SGL account with RBI. 

Eligible securities: All SLR eligible transferable Government of India dated securities/Treasury 

bills 

The LAF has enabled the Reserve Bank to modulate short-term liquidity under varied financial 

market conditions, including large capital inflows from abroad. In addition, it has enabled the 

Reserve Bank to set a corridor for the short-term interest rates consistent with the policy 
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objectives. This has also facilitated bringing down the CRR of banks without engendering 

liquidity pressure. 

MSS:  Market Stabilization Scheme 

Market Stabilisation Scheme (MSS), was introduced in April 2004. Under the MSS, the RBI was 

allowed to issue government securities as part of liquidity sterilisation operations in the wake of 

large capital inflows and surplus liquidity conditions. Under the scheme, RBI issues bonds on 

behalf of the government and the money raised under bonds is impounded in a separate 

account with RBI. 

While these issuances do not provide budgetary support, interest costs are borne by the 

government; as far as Government securities market is concerned, these securities are also 

traded in the secondary market, on par with the other government stock. 

The intention of MSS is essentially to differentiate the liquidity absorption of a more enduring 

nature by way of sterilisation from the day-to-day normal liquidity management operations. The 

issuances under MSS are matched by an equivalent cash balance held by the Government in a 

separate identifiable cash account maintained and operated by the Reserve Bank. 

The operationalisation of MSS to absorb liquidity of more enduring nature has considerably 

reduced the burden of sterilisation on the LAF window. 

 

Prepared by Mr. Pushkal Pandey. 

 

Note: extensive use has been made of  

1) Speeches of governors of RBI / other documents at RBI web site.  

2) Foundations of financial markets and institutions: Fabozzi, Modigliani, Jones, Ferri. 

Pearson Education 

 

 


