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Monetary Policy - Important Concepts 

Why should a country need a monetary policy? Who makes it? What is the 

purpose of monetary policy? What are the instruments used for it? 

 

 

In this article, we shall learn and understand all major concepts associated with 

the monetary policy of India. 

What is meant by Monetary Policy? 

Monetary policy refers to the policy of the central bank – ie Reserve Bank of 

India – in matters of interest rates, money supply and availability of credit. 

It is the process of drafting, announcing & Implementing the plan of actions taken 
by the Central Bank of a Country (In India, Reserve Bank) that controls the 
quantity of money in an Economy. 
 
Management of money supply and interest rates, aimed at achieving 

macroeconomic objectives such as controlling inflation, consumption, growth 

and liquidity.It is through the monetary policy, RBI controls inflation in the 

country. 

RBI uses various monetary instruments like REPO rate, Reverse REPO rate, SLR, 

CRR, OMO etc to achieve its purpose. 

In short, Monetary policy refers to the use of monetary instruments under the 

control of the central bank to regulate magnitudes such as interest rates, 

money supply and availability of credit with a view to achieving the ultimate 

objective of economic policy. 
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Expansionary and Contractionary Monetary Policy 

Monetary policy refers to the actions undertaken by a nation’s central bank to 

control the money supply. Control of money supply helps to manage inflation or 

deflation. The monetary policy can be expansionary or contractionary. 

An expansionary monetary policy is focused on expanding (increasing) the 

money supply in an economy. An expansionary monetary policy is implemented 

by lowering key interest rates thus increasing market liquidity. 

A contractionary monetary policy is focused on contracting (decreasing) the 

money supply in an economy. A contractionary monetary policy is implemented 

by increasing key interest rates thus reducing market liquidity. 

How does the Reserve Bank of India get its mandate to conduct monetary 

policy? 

The Reserve Bank of India (RBI) is vested with the responsibility of conducting 

monetary policy. This responsibility is explicitly mandated under the Reserve 

Bank of India Act, 1934. 

Recently there were many changes in the way Monetary Policy of India is 

formed – with the introduction of Monetary Policy Framework (MPF), Monetary 

Policy Committee (MPC), and Monetary Policy Process (MPP).  

What is the main goal of Monetary Policy of India? 

Maintain price stability: -The primary objective of monetary policy is to 

maintain price stability while keeping in mind the objective of growth. Price 

stability is a necessary precondition for sustainable growth. 

To maintain price stability, inflation needs to be controlled. The government of 

India sets an inflation target for every five years. RBI has an important role in 

the consultation process regarding inflation targeting. The current inflation-

targeting framework in India is flexible in nature. 

• In May 2016, the Reserve Bank of India (RBI) Act, 1934 was amended to provide 
a statutory basis for the implementation of the flexible inflation targeting 
framework. 

• The amended RBI Act also provides for the inflation target to be set by the 
Government of India, in consultation with the Reserve Bank, once in every five 
years. Accordingly, the Central Government has notified in the Official 
Gazette 4 per cent Consumer Price Index (CPI) inflation as the target for the 
period from August 5, 2016 to March 31, 2021 with the upper tolerance limit 
of 6 per cent and the lower tolerance limit of 2 per cent. 

• The Central Government notified the following as factors that constitute failure 
to achieve the inflation target: 

o (a) the average inflation is more than the upper tolerance level of the 
inflation target for any three consecutive quarters; or  

o (b) the average inflation is less than the lower tolerance level for any 
three consecutive quarters. 
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• Prior to the amendment in the RBI Act in May 2016, the flexible inflation targeting 
framework was governed by an Agreement on Monetary Policy Framework 
between the Government and the Reserve Bank of India of February 20, 2015. 

Flexible Inflation Targeting Framework (FITF) 

Flexible Inflation Targeting Framework: Now there is a flexible inflation 

targeting framework in India (after the 2016 amendment to the Reserve Bank of 

India (RBI) Act, 1934). 

Who sets the inflation target in India: The amended RBI Act provides for the 

inflation target to be set by the Government of India, in consultation with the 

Reserve Bank, once every five years. 

The Monetary Policy Process: 

Section 45ZB of the amended RBI Act, 1934 also provides for an empowered six-
member monetary policy committee (MPC) to be constituted by the Central 
Government by notification in the Official Gazette.  
 
The first such MPC was constituted on September 29, 2016. The present MPC 
members, as notified by the Central Government in the Official Gazette of October 5, 
2020, are as under: 

1. Governor of the Reserve Bank of India—Chairperson, ex officio; 

2. Deputy Governor of the Reserve Bank of India, in charge of 
Monetary Policy—Member, ex officio; 

3. One officer of the Reserve Bank of India to be nominated by the 
Central Board—Member, ex officio; 

4. Prof. Ashima Goyal, Professor, Indira Gandhi Institute of 
Development Research —Member; 

5. Prof. Jayanth R. Varma, Professor, Indian Institute of 
Management, Ahmedabad—Member; and 

6. Dr. Shashanka Bhide, Senior Advisor, National Council of Applied 
Economic Research, Delhi— Member. 
 
(Members referred to at 4 to 6 above, will hold office for a period 
of four years or until further orders, whichever is earlier.) 

• The MPC determines the policy interest rate required to achieve the inflation 
target. The first meeting of the MPC was held on October 3 and 4, 2016 in the 
run up to the Fourth Bi-monthly Monetary Policy Statement, 2016-17. 

• The Reserve Bank’s Monetary Policy Department (MPD) assists the MPC in 
formulating the monetary policy. Views of key stakeholders in the economy, 
and analytical work of the Reserve Bank contribute to the process for arriving 
at the decision on the policy repo rate. 

• The Financial Markets Operations Department (FMOD) operationalizes the 
monetary policy, mainly through day-to-day liquidity management operations. 
The Financial Markets Committee (FMC) meets daily to review the liquidity 
conditions so as to ensure that the operating target of the weighted average 
call money rate (WACR) is aligned with the repo rate. 
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• Before the constitution of the MPC, a Technical Advisory Committee (TAC) on 
monetary policy with experts from monetary economics, central banking, 
financial markets and public finance advised the Reserve Bank on the stance 
of monetary policy. However, its role was only advisory in nature. With the 
formation of MPC, the TAC on Monetary Policy ceased to exist. 

 

Monetary Policy: Types and Instruments in India 

The primary aim of monetary policy in India is to maintain price stability while 

keeping in mind the objective of economic growth. 

Types of Monetary Policy 

There are three common types of monetary policy. These are: 

- Expansionary Monetary Policy 

- Contractionary Monetary Policy 

- Unconventional Monetary Policy 

Expansionary Monetary Policy 

Expansionary monetary policy is the monetary policy which seeks to increase 

aggregate demand and economic growth in the economy. It involves increasing 

the money supply and lowering the interest rates. The lower interest rate 

encourages the borrowers to buy more which increases the economic activity. 

The increased economic activity leads to more employment opportunities thus 

decreasing unemployment. It also increases the inflation as more money is 

available to buy goods and services. 

It is also known as Easy Money Policy or Loose Money Policy as central banks 

seeks to increase the money supply by lowering the interest rates. 

Contractionary Monetary Policy 

Contraction monetary policy is the monetary policy which is used to fight the 

inflation in economy. It involves decreasing the money supply and increasing 

the interest rates. As reduction in money supply increases the interest rates, 

the borrowers will be reluctant to borrow the money due to higher borrowing 

cost which ultimately reduces the economic activity. It leads to decrease in 

inflation, increase in unemployment and slowdown in economy. 

It is also known as tight money policy as central banks seeks to reduce the 

money supply by restricting credit by increasing interest rates. 

Unconventional Monetary Policy 

Unconventional monetary policy is pursued by central banks when their 

traditional instruments of monetary policy cease to achieve their goals. The one 

such unconventional monetary policy was employed by United States after the 

financial crisis of 2007 in the form Quantitative Easing (QE). 

Instruments of Monetary Policy in India 

The Reserve Bank of India employs various instruments of monetary policy in 

India to achieve the objectives of price stability and higher economic growth.  
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There are several direct and indirect instruments that are used for implementing 
monetary policy. 
The instruments of monetary policy are of two types: Quantitative & Qualitative 

Quantitative Instruments: 

▪ Repo Rate: It is the (fixed) interest rate at which the Reserve Bank provides 
overnight liquidity to banks against the collateral of government and other 
approved securities under the liquidity adjustment facility (LAF). 

▪ Reverse Repo Rate: It is the (fixed) interest rate at which the Reserve Bank 
absorbs liquidity, on an overnight basis, from banks against the collateral of 
eligible government securities under the LAF. 

▪ Liquidity Adjustment Facility (LAF): Under Liquidity Adjustment Facility 
(LAF) the banks purchase money from RBI on repurchase agreements. 
The LAF consists of overnight as well as term repo auctions. Progressively, the 
Reserve Bank has increased the proportion of liquidity injected under fine-
tuning variable rate repo auctions of range of tenors. The aim of term repo is 
to help develop the inter-bank term money market, which in turn can set 
market based benchmarks for pricing of loans and deposits, and hence improve 
transmission of monetary policy. The Reserve Bank also conducts variable 
interest rate reverse repo auctions, as necessitated under the market 
conditions.  

▪ Marginal Standing Facility (MSF): A facility under which scheduled commercial 
banks can borrow additional amount of overnight money from the Reserve Bank 
by dipping into their Statutory Liquidity Ratio (SLR) portfolio up to a limit at a 
penal rate of interest. This provides a safety valve against unanticipated 
liquidity shocks to the banking system. 

▪ Corridor: The MSF rate and reverse repo rate determine the corridor for the daily 
movement in the weighted average call money rate. 

▪ Bank Rate: It is the rate at which the Reserve Bank is ready to buy or rediscount 
bills of exchange or other commercial papers. The Bank Rate is published under 
Section 49 of the Reserve Bank of India Act, 1934. This rate has been aligned 
to the MSF rate and, therefore, changes automatically as and when the MSF 
rate changes alongside policy repo rate changes. 

▪ Cash Reserve Ratio (CRR): The average daily balance that a bank is required to 
maintain with the Reserve Bank as a share of such per cent of its Net demand and 
time liabilities (NDTL) that the Reserve Bank may notify from time to time in the 

Gazette of India. It refers to the cash which banks have to maintain with the 
Reserve Bank of India as percentage of Net Demand and Time Liabilities 
(NDTL). An increase in CRR makes it mandatory for banks to hold large 
portion of their deposits with the RBI. Therefore it reduces their deposit 
available for credit and they lend less which affect their profitability and 
also reduces the money supply in economy. 

▪ Statutory Liquidity Ratio (SLR): Apart from CRR, the banks in India are 
required to maintain liquid assets in the form of gold, cash and approved 
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securities. SLR is the share of NDTL that a bank is required to maintain in safe 
and liquid assets, such as, unencumbered government securities, cash and gold. 
Changes in SLR often influence the availability of resources in the banking system 

for lending to the private sector. The increase/decrease in SLR affects the 
availability of money for credit with Banks. 

▪ Open Market Operations (OMOs): These include both, outright purchase and sale 
of government securities, for injection and absorption of durable liquidity, 

respectively. It is the process of buying and selling of government 
securities, bond or Treasury Bills (T-Bills) to regulate the money supply in 
economy. If government wants to reduce money supply, it issues these 
bonds. The money is consumed to buy these bonds thus it reduced the 
monetary base of the economy. Similarly to increase the money supply, 
the government sells these bonds thereby increasing the monetary base 
of the economy. In India, the open market operations are conducted by 
Reserve Bank of India through its core banking solution e-Kuber. 

▪ Market Stabilisation Scheme (MSS): This instrument for monetary management 
was introduced in 2004. Surplus liquidity of a more enduring nature arising 
from large capital inflows is absorbed through sale of short-dated government 
securities and treasury bills. The cash so mobilised is held in a separate 
government account with the Reserve Bank. 

(For current operative policy rates, please see "Current Rates" section on the home page of rbi.org.in). 

Qualitative Instruments: 

Selective Credit Control 

Under this method, the central influence the credit growth in country through 

following techniques: 

- Specifying the margin requirements and differential rate of interests 

- Regulating the credit for consumer durables 

Moral Suasion 

The central persuades the commercial banks to regulate the credit growth 

through oral and verbal communication. 

RBI’s Monetary Policy Stances 

 

What is Stance? – Definition  

 
1. It is a standpoint. Standpoint basically means an attitude to a particular issue or a 
point of view or perspective/outlook or approach.  
2. Monetary Policy Committee of the Reserve Bank of India meets every two months to 
take key decisions on the Monetary Policy of the Country. 
Monetary Policy Committee comes up with the Monetary Policy statement once in every 
two months also known as Bi-Monthly Monetary Policy Statement in which the 
Committee decides upon the Key Policy Rates such as Bank Rate, Repo Rate, Reverse 
Repo Rate, Marginal Standing Facility, Cash Reserve Ratio and Statutory Liquidity Ratio.  
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3. In the Monetary Policy announcement we have come across the statement that “MPC 
decided to change the stance of monetary policy from neutral to accommodative, or 
kept the same unchanged to accommodative stance etc.” 
4. Monetary Policy Stances are namely Dovish, Hawkish, Caliberated Tightening, 
Accommodative & Neutral.  Now for the upcoming RBI’s Monetary Policy Statements, we 
could well understand the meaning of these Monetary Policy Stances. 
5. There are no strict rules about Monetary Policy rates. We need to understand that 
not always increasing the Interest Rates to a very high extent is good for the Economy. 
It cannot be said that always low or high interest rates are good for the Economy. 
Depending on the performance of the Economy, rates need to be decided and there 
needs to be balanced.  

 

Various Monetary Policy Stances: 

 
I. Hawkish Monetary Policy Stance 

Let’s understand the dictionary meaning first: Resembling a hawk in nature or 
appearance. 
Advocating an aggressive or war-like policy; especially in foreign affairs. The central 
bank of a country (RBI) wants to guard against excessive inflation.  
Meaning in Economic Terms – In order to keep inflation in check, the Hawkish stance 
favours high-interest rates. Because of the high interest rates, borrowing (taking loans 
from banks) will become less attractive. 
Due to the dearth of money, consumers would not purchase or purchase less and also 
would stay away from taking credit (loans) from banks. 
This would lead to low domestic demand for Goods & Services. As a result of low demand, 
prices of Goods & Services would tend to stabilise. This would prevent inflation. This is 
a complete circle.  
So, whenever RBI says that the Monetary Policy Stance is Hawkish, it means there would 
be a rate hike.  
Also, an increase in interest rates can cause a strengthening of the country’s 
currency. When interest rates increase, that will usually cause the value of a currency 
to rise.  
 
II. Dovish Monetary Policy Stance  

Let’s understand the dictionary meaning first: Supporting discussion or other peaceful 
solutions rather than the use of force.  
It can be said more or less the opposite of Hawkish. It is a calmer approach as compared 
to Hawkish. This stance is taken when the economy is not growing and the government 
wants to guard against deflation (decrease in the cost of goods and services). There is 
a need to stimulate the economy.  
Meaning in Economic Terms – This monetary policy stance involves low interest rates. 
Low-Interest Rates would entice consumers to take credit (loans) from Banks and other 
sources. 
Now that people have money in their hands or let’s say money at their disposal, they 
would start spending more and thereby demand the products and services would rise. 
As the demand increases, the prices of Goods & Services would rise/increase. And we 
all know that general rise in prices of Goods & Services is called Inflation. Inflation will 
cause to balance Economic Growth. (Inflation is not always harmful to the Economy, it 
is needed to trigger economic growth).  
Economists who recommend Dovish Monetary Policy Stance, typically believe that 
lower interest rates will lead to a hike in Employment and an increase in Economic 
Growth.  
This stance might also lead to a possible weakening of the country’s currency.  
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III. Accommodative Monetary Policy Stance 

Let’s go by the dictionary meaning first: Willing to fit in someone’s wishes or needs. 
Meaning in Economic Terms – This happens when a central bank (RBI) attempts to 
expand the overall money supply to boost the economy when the economic growth is 
slowing down. The major aim is to increase spending.  
Accommodative monetary policy is implemented to allow the money supply to rise in 
line with national income and the demand for money. This is also known as “easy 
monetary policy”. 
When the economy slows down, the central bank (RBI) can implement an 
Accommodative Monetary Policy to stimulate the economy. It does this by running a 
succession of decreases in the Interest rates, making the cost of borrowing cheaper. 
Accommodative money policy is triggered to encourage more spending from consumers 
and businesses by making money less expensive to borrow through the lowering of short-
term interest rates. 
Presently RBI is maintaining Accomodative Stance for the 5th Straight time. 
 

IV. Neutral Monetary Policy Stance 

Let’s go by the dictionary meaning first: Unbiased, not supporting or helping either side 
in a conflict/ Equilibrium or Neutral rate.  
Meaning in Economic Terms – The policy rates neither stimulates (speed up) nor restrains 
(slowdown) the economic growth by taxation and government spending. Economic 
conditions are just right. The Key Policy Rates are neither increased nor decreased.  
 
V. Caliberated Tightening: 
“Calibrated tightening” means that in the current rate cycle, a cut in the policy repo 
rate is off the table, and RBI is not obliged to increase the rate at every policy meeting. 
"This is a risky move by the RBI since the market was positioned for a rate hike, purely 
as a rupee defence. In its absence, currency and asset markets could see sharper 
corrections. A narrow focus on inflation targets perhaps not desirable in the middle of 

a financial crisis.  
 

Why monetary policy is ineffective in India? 

Main reasons for the instruments of monetary policy to be ineffective are the 
following: 

Monetary policy has an advantage (compared with the fiscal policy) in terms of the 
shorter time lag between its perceived ‘action needed’ and ‘action taken’ time points. 
Reduction in the different rates/ratios (BR/CRR/SLR/RR) are made applicable with 
immediate effect. Such changes are also made any time of the year. But these 
advantages are not realized optimally as evidenced by the ‘inflationary rise in prices’ 
which have frequently taken place. 

i. Higher Proportion of Non-Banking Credit: 

A substantial proportion of credit extended is by the non-banking institutions (NBIs). 
This segment is not affected by the changes in the bank rate and ratios. The linkages 
between the banks and the NBIs are not well developed. Further, the banks have 
largely tapped non- deposit resources by way of call money market and participation 
certificates. The call money rates are generally beyond the purview of the RBI. 

ii. Limitations of Monetary Instruments: 

The frequent changes in the rates of monetary policy instruments are resented on the 
ground that they create an environment of uncertainty for productive investment. 
Further, with the greater integration of the India financial sector with the global 



Monetary Policy By Rakesh Khare Ex-AGM, UBI 

www.yourcareerheights.com khare.rakesh1@gmail.com Mob: 9993170274 

financial system, RBI’s monetary management has to take due note of global trends. 
The effectiveness of the monetary policy instruments is thus clearly constrained in the 
changing environment prevailing in the globalised context. 

iii. Influence of New Financial Institutions: 

Institutions like mutual funds, venture capital companies and the public offers (IPO’s) 
floated in the open market (to raise capital) have an abundant influence in effecting 
the overall liquidity in the economy. Mutual funds, account for nearly 25 per cent of 
the total household savings in the economy. Thus, the new financial institutions 
together account for a significant proportion of overall liquidity besides leading to a 
high degree of disintermediation. The effect of RBI’s interventions is insignificant in 
these segments of the financial system. 

iv. High Currency-Deposit Ratio: 

The banking habit among large proportion of vast rural segments is still weak which 
has kept the currency-deposit ratio high. Influence of RBI’s monetary policy 
instruments touches only the deposit segment. This contributes to the ineffective 
monetary regulation in the economy. 

v. Preferential Rediscount Facilities, Selective Application of Credit Constraints and 
Weak Statistical/Monitoring System: 

The RBI has still maintained the many preferential rediscount facilities for encouraging 
the extension of credit by banks to promote certain sectors like agriculture, small 
industry, export finance, etc. However, there is a lack of the required sound statistical 
and monitoring system to ensure that the preferential segment are duly benefiting by 
such polices. These preferences and gaps have rendered the task of monetary policy 
restrictive in their reach and influence. 

vi. Rigidity in Policy and Growing Fiscal Needs: 

The increasing monetisation of the budget deficits also conflicts the objectives of fiscal 
and monetary policies. To overcome this situation, it is necessary that the monetary 
authority must have a reasonable degree of flexibility for the creation of reserve 
money. However, there are exogenous factors (e.g. movements in the foreign 
exchange assets) affecting the determination of the reserve money requirement. 

vii. Monetary Policy Transmission Mechanism 

It is the process by which monetary policy interventions get transmitted to achieve the 

ultimate objectives like inflation or economic growth. 

The above factors point out to the need for strengthening the institutional 
arrangements governing the functioning of the monetary authority. It is in this context 
that the Sukhmoy Chakravarty Committee pointed out to the need for bridging the 
mismatch between the responsibilities of the RBI to supervise and control the 
monetary system on the one hand and the authority needed to do so on the other. 

For detailed read on Monetary Policy please click on the following link: Monetary 
Policy Decision Making Process 
 
Source: rbi.org.in, Jagran Josh, Clear IAS, https://www.oliveboard.in/blog/monetary-
policy-stances/ 
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