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Meaning and Introduction of Monetary Policy

Monetary policy refers to the policy adopted by a country's central bank to regulate the 

supply of money, the availability of credit,  and the rate of interest in the economy. Its 

main purpose is to maintain price stability,  promote economic growth, control inflation, 

and support f inancial stability.

In India, the Reserve Bank of India (RBI) is responsible for formulating and 

implementing monetary policy. The RBI uses various instruments to influence liquidity,  

borrowing costs, and credit  conditions in the economy.

Definition: Monetary policy is the process by which a central bank controls the supply 

of money and the cost and availability of credit to achieve the economic objectives of a 

country.

Example: When inflation is high, the RBI may increase the policy interest rate to make 

borrowing more expensive and reduce excessive demand in the economy.



Objectives of Monetary Policy

The major objectives of monetary policy are explained below.

1. Price Stabil i ty

● Price stabil ity  means controll ing excessive increases or  decreases in the general  pr ice level .  

The RBI attempts to keep inflat ion under control  so that  the purchasing power of money 

remains reasonably stable.

2. Control of Inflation

● Inflat ion refers to a sustained increase in the general  pr ice level.  When inflat ion r ises  

excessively,  the central  bank may adopt a contract ionary monetary policy by increasing 

interest  rates and t ightening credit  condit ions.

3. Economic Growth

● Monetary policy supports economic  growth by influencing the availabil i ty and cost of credit .  

Lower interest rates may encourage businesses to invest  in factories,  machinery,  technology,  

and other productive activit ies.



4. Employment Generation

● An appropriate monetary policy can encourage investment, production, and business 

expansion. These activities may increase employment opportunities,  although 

monetary policy alone cannot guarantee full employment.

5. Exchange Rate Stability

● Monetary policy can influence the demand for domestic currency and international 

capital flows. The central bank may take suitable measures to reduce excessive 

exchange-rate volatil ity,  while considering other economic objectives.

6. Financial  Stability

● The RBI seeks to support a stable financial system by managing liquidity conditions 

and using monetary and regulatory measures. Financial stability helps maintain 

confidence in banks and financial markets.



7. Regulation of Credit

● Monetary policy regulates the availability and cost of loans. It seeks to prevent 

excessive credit expansion while ensuring that productive sectors of the economy can 

obtain finance.

8. Balance of Payments Considerations

● Monetary policy may influence imports, exports, capital flows, and foreign exchange 

demand through its effects on interest rates,  inflation, and economic activity. 

However, the balance of payments is also affected by fiscal policy, trade policy, and 

international conditions.



Tools or Instruments of Monetary Policy

The RBI uses quantitative and qualitative instruments to influence money supply, 

l iquidity,  interest rates, and credit .

A. Quantitative Instruments

● Quantitative instruments affect the overall volume or cost of credit  in the economy.

1. Repo Rate

● The repo rate is the policy rate at which the RBI provides short-term funds to eligible 

banks against eligible securities under the applicable framework. Changes in the repo 

rate influence lending and deposit  rates in the banking system.

● - Increase in repo rate: borrowing generally becomes more expensive.

● - Decrease in repo rate: borrowing may become cheaper.



2 .  Cash  Reser ve  Rat io  ( CRR)

● CR R i s  t he  pro por t io n  o f  a  ba n k 's  n e t  dem an d a n d t im e l i a b i l i t ies  (NDTL)  t ha t  i t  m ust  m ain t a in  as  ca sh  bala nces  w i th  

t h e  R B I .

● -  I n c r ea se  in  CR R :  r educes  t h e  fun ds  a v a i la b le  t o  ba n k s  fo r  l en d in g .

● -  Decr ease  in  CR R :  r e l ea ses  m o re  fun ds  fo r  l en d ing ,  o t h er  t h in g s  r e m a in in g  equa l .

3 .  S ta tu to ry  L iqu id i ty  Rat io  ( S LR)

● S LR  is  t h e  pr es cr ibe d  pro por t ion  o f  a  ban k ' s  N DTL  t h a t  m ust  be  m ain t a ined  in  spec i f ied  l iqu id  assets ,  such  as  cash ,  

g o ld ,  a n d  e l ig ib le  un en cum bered  secur i t i es .

● I t  i n f l uen ces  ba n k s '  l iqu id i t y  m a n a g emen t  a n d  t h e  fun ds  a v a i la ble  fo r  l en d in g .

4 .  O pen  M a r k et  O per a t ion s  ( O M O)

● O M O  r e fe r s  t o  t h e  pur ch a se  a n d  sa l e  o f  g o vernmen t  secur i t ies  by  t h e  R B I  t o  m a n a g e  l iqu id i t y  in  t h e  ba n k in g  sys t em .

● -  Pur ch a se  o f  secur i t i es :  g en era l ly  in j ec t s  l iqu id i t y  in t o  t h e  ba n k in g  sys t em .

● -  S a l e  o f  secur i t ies :  g en er a l ly  a bso rbs  l iqu id i ty  f r o m t h e  ba n k in g  s ys t e m.



5. Standing Deposit  Facility (SDF)

● The SDF allows eligible banks to deposit funds with the RBI without providing 

collateral . It serves as the floor of the RBI's liquidity adjustment facility interest-rate 

corridor and helps absorb surplus liquidity.

6. Marginal Standing Facility (MSF)

● MSF enables eligible scheduled commercial banks to obtain overnight funds from the 

RBI under specified conditions and against eligible securities. It helps banks manage 

short-term liquidity shortages and forms the upper end of the policy-rate corridor.



Qualitative Instruments

Qualitative instruments influence the direction and purpose of credit rather than only 

its total volume.

1. Margin Requirements: The RBI may use regulatory measures relating to lending 

against securities and collateral to influence credit  availability.

2. Credit Rationing: Credit limits or other restrictions may be used to regulate lending 

to particular sectors or activities.

3. Moral Suasion: The central bank communicates with banks and encourages them to 

follow appropriate lending and credit  policies.

4. Selective Credit Control:  Measures may be used to restrict excessive credit for 

particular commodities, sectors,  or activities.

5. Directives and Regulatory Measures: The RBI may issue directions within its legal 

authority to guide or restrict lending practices and maintain financial stability.



Types of Monetary Policy

T h e r e  a r e  t w o  p r i n c i p a l  t y p e s  o f  m o n e t a r y  p o l i c y .

A .  E x p a n s i o n a r y  M o n e t a r y  P o l i c y

● E x p a n s i o n a r y  m o n e t a r y  p o l i c y  i s  a d o p t e d  w h e n  t h e  c e n t r a l  b a n k  s e e k s  t o  s t i m u l a t e  e c o n o m i c  a c t i v i t y ,  s u p p o r t  i n v e s t m e n t ,  a n d  e a s e  f i n a n c i a l  c o n d i t i o n s .

● M a i n  f e a t u r e s :

● -  R e d u c t i o n  i n  p o l i c y  i n t e r e s t  r a t e s .

● -  R e d u c t i o n  i n  r e s e r v e  r e q u i r e m e n t s ,  w h e r e  a p p r o p r i a t e .

● -  P u r c h a s e  o f  g o v e r n m e n t  s e c u r i t i e s  t o  i n j e c t  l i q u i d i t y .

● -  E a s i e r  c r e d i t  c o n d i t i o n s .

● O b j e c t i v e s :

● -  E n c o u r a g e  i n v e s t m e n t  a n d  c o n s u m p t i o n .

● -  S u p p o r t  p r o d u c t i o n  a n d  e m p l o y m e n t .

● -  I m p r o v e  a c c e s s  t o  c r e d i t .

● -  H e l p  r e v i v e  e c o n o m i c  a c t i v i t y  d u r i n g  a  s l o w d o w n .

● E x a m p l e :  D u r i n g  a n  e c o n o m i c  s l o w d o w n ,  t h e  R B I  m a y  r e d u c e  t h e  r e p o  r a t e .  B a n k s  m a y  t h e n  l o w e r  s o m e  l e n d i n g  r a t e s ,  e n c o u r a g i n g  f i r m s  a n d  h o u s e h o l d s  t o  b o r r o w  a n d  s p e n d .

● L i m i t a t i o n :  I f  d e m a n d  b e c o m e s  e x c e s s i v e ,  e x p a n s i o n a r y  p o l i c y  c a n  c o n t r i b u t e  t o  i n f l a t i o n  o r  f i n a n c i a l  i m b a l a n c e s .



B. Contractionary Monetary Policy

C o n t r a c t i o n a r y  m o n e t a r y  p o l i c y  i s  a d o p t e d  w h e n  t h e  c e n t r a l  b a n k  s e e k s  t o  r e d u c e  e x c e s s i v e  d e m a n d  a n d  c o n t a i n  i n f l a t i o n  b y  t i g h t e n i n g  m o n e t a r y  a n d  

c r e d i t  c o n d i t i o n s .

● M a i n  f e a t u r e s :

● -  I n c r e a s e  i n  p o l i c y  i n t e r e s t  r a t e s .

● -  I n c r e a s e  i n  r e s e r v e  r e q u i r e m e n t s ,  w h e r e  a p p r o p r i a t e .

● -  S a l e  o f  g o v e r n m e n t  s e c u r i t i e s  t o  a b s o r b  l i q u i d i t y .

● -  T i g h t e r  c r e d i t  c o n d i t i o n s .

● O b j e c t i v e s :

● -  C o n t r o l  i n f l a t i o n a r y  p r e s s u r e .

● -  R e d u c e  e x c e s s i v e  b o r r o w i n g  a n d  s p e n d i n g .

● -  P r e v e n t  a n  u n s u s t a i n a b l e  e x p a n s i o n  o f  c r e d i t .

● -  S u p p o r t  p r i c e  a n d  f i n a n c i a l  s t a b i l i t y .

● E x a m p l e :  W h e n  i n f l a t i o n  r e m a i n s  p e r s i s t e n t l y  h i g h ,  t h e  R B I  m a y  i n c r e a s e  t h e  r e p o  r a t e .  H i g h e r  b o r r o w i n g  c o s t s  c a n  m o d e r a t e  c o n s u m p t i o n  a n d  

i n v e s t m e n t ,  h e l p i n g  t o  r e d u c e  d e m a n d - s i d e  i n f l a t i o n .

● L i m i t a t i o n :  H i g h e r  i n t e r e s t  r a t e s  m a y  a l s o  r e d u c e  i n v e s t m e n t ,  s l o w  e c o n o m i c  g r o w t h ,  a n d  i n c r e a s e  t h e  c o s t  o f  b o r r o w i n g .



Importance of Monetary Policy in India

Monetary policy is important for the Indian economy for the following reasons:

1. It  helps maintain price stability and protect purchasing power.

2. It  influences the cost and availability of loans for businesses and households.

3. It  supports orderly economic growth.

4. It  helps manage liquidity in the banking system.

5. It  influences saving, consumption, and investment decisions.

6. It  contributes to financial stability and confidence in the banking system.

7. It helps anchor inflation expectations and improve the predictability of economic 

conditions.



Limitations of Monetary Policy

Despite its importance,  monetary policy has certain l imitat ions :

● - Time lag: Its effects on inflat ion,  output,  and employment may take t ime to appear.

● - Limited control  over  supply-side inflat ion:  Higher interest  rates cannot directly increase the 

supply of food, fuel,  or other scarce goods.

● - Weak credit  demand: Lower interest  rates may not  stimulate borrowing i f  businesses lack 

confidence.

● - Confl ict ing object ives :  Controll ing inflat ion may sometimes slow economic  growth in the 

short run.

● - External  factors :  International  oi l  pr ices,  global  f inancial  condit ions,  and exchange-rate 

movements can affect domestic  inflation.

● - Uneven effects:  Changes in interest  rates may affect  borrowers,  savers,  businesses,  and 

households differently .



Conclusion

Monetary policy is an important instrument of economic management. In India, the RBI 

uses interest rates, reserve requirements, open market operations, and other measures 

to influence liquidity and credit conditions. Expansionary monetary policy seeks to 

support economic activity,  while contractionary monetary policy aims to contain 

excessive demand and inflation. An effective monetary policy must balance price 

stability with the need to support sustainable economic growth and financial stability.
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