Why PBI's Monetary Policy
e Matters

Writer- Udit Misra (Editor)

This article is related to General Studies-

Paper I1I (Indian Economy) Indian Express 8 Aug, 2019

"It influences the interest rate in the economy — which is the cost of money when

you don’t have it, and the reward with it when you have it."

In its monetary policy review We olicy Committee of*the RBI decided to cut the repo rate
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Monetary policy

essentially answers that HIGH REAL INTEREST RATE
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known as the “interest rate” in the economy. While various factors make it difficult for a central bank to exactly dictate
interest rates, as a thumb rule, RBI’s decision on the repo rate sets the markers for the rest of the economy. In other words,

the EMI for your car or home is determined by what the RBI decides.
What is the repo rate?

Repo and Reverse repo are short for repurchase agreements between the RBI and the commercial banks in the economy.
In essence, the repo rate is the interest rate that the RBI charges a commercial bank when it borrows money from the
RBI. As such, if the

repo falls, all interest AN AEMIC GRUWTH

rates in the economy
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In the real world, th i ease) is not a hundred per cent. And that is why,
even though when the rs may only receive a much lower reduction in
the interest rate on tliei ings. This i —but primarily, it has to do with the health of the
concerned commerci

Over the pasf fe x lic seeweir rofits plummet
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across the economy.
So, how does RBI decide the interest ra

Any central bank has a few main con€ern
The first is to ensure price stability in the eco y. Think of how chaotic life would be if there was no predictability
about the prices of everyday items. The interest rate anchors the prices in an economy. The RBI continuously maps prices,
inflation (which is the rate of increase in prices), and expectations of inflation (of households) to decide if it should
increase or decrease interest rates.

For instance, the RBI announced some years ago that it would like the inflation rate to be 4%. So, every time the retail
inflation rate rises above the 4% mark, the RBI realises that there is too much cash chasing too few goods in the economy.
To set the matter right, it raises the cost of money — that is, the interest rate. When it does that, some people find it more
advisable to put the cash out of the market and into banks. This way, inflation falls. The reverse process applies when

the inflation is below the 4% mark.

The other related concern for a central bank is to take care of economic growth. For instance, economic growth is
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anaemic at present (see charts), and partly as a consequence, the inflation rate has been below 4% for several months

now. The RBI is, therefore, cutting interest rates to incentivise people to consume more and businesses to invest more.
Will the rate cut bring investments?

Investments depend essentially on the “real” interest rate. The real interest rate is the difference between the repo
rate and retail inflation. When making an investment decision, it is this interest rate that matters. As a variable, it allows
an investor to compare the attractiveness of different economies. As can be seen in the third chart, real interest rates in
India have been rising, and that is one of the biggest reasons why investments are not happening. The RBI’s move on

Wednesday would reduce the real interest rate and hopefully attract more investment.
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Why in the News?

o The Reserve Bank of India (RBI) on Wednesday
announced the third monetary review for the
financial year 2019-20. After the Monetary Policy

@ Monetary Policy Committee; Determines important
policy rates like repo rate, reverse repo rate,
marginal standing facility rate, bank rate, etc. for
the development of different regions of the country.

o A 6-member Monetary Policy Committee (MPC)j|
is constituted as per Section 45ZB of the RBI Act,

Rt sisiing, (s TEUE e GO s i oy 1934, as amended by the Central Government. The

0.35% or 35 basis points.

o Now the repo rate has come down from 5.75 per

first meeting of the Monetary Policy Committee was
held on October 3, 2016.

cent to 5.40 per cent. This is the lowest in 9 years. D e IBkal s i oty Loy IDggeiimi

o At the same time, the reverse repo rate has come (LHD)) esmsls s MG iin Hommleiny momsy)

policy.

down to 5.15 percent. The lowest rate was 5.25% L .
Organizing committee

in April 2010.

o o The Monetary Policy Committee (MPC) consists of]
o After the cut in interest rates by the Reserve

, ) a total of 6 members, including the Chairman.
Bank, along with the loan becoming cheaper, the ) _ i ) . _
, @ This committee takes various policy decisions whic
expectation of home loan and auto loan EMI has
are related to repo rate, reverse repo rate, MSF an
come down.

o RBI has lowered its GDP growth forecast to 6.9%

for the current financial year (2019-20).

o Anestimate of 7% was released after the June meeting.
At that time the growth projection was reduced from
7.2% to 7%.

liquidity adjustment facility etc.

Instruments of monetary policy

1. Quantitative Instruments: General or Indirect
(Cash Reserve Ratio, Statutory Liquidity Ratio,
Open Market Operations, Bank Rate, Repo Rate,
Reverse Repo Rate, Marginal Standing Facility and]
Liquidity Adjustment Facility (LAF).

2. Qualitative Instruments: Selective or direct (change
in margin money, direct action, moral pressure)

o It is noteworthy that all the above mentioned tools of]
monetary policy are used according to the requirement
of the economy.

o These instruments maintain the flow of money supply]
in the economy so as to stabilize the rate of inflation to
ensure the growth of the economy.

What is monetary policy

o The RBI has expected the retail inflation rate to be
3.1% in the July-September quarter of this year.

o In the second half (October-March) of the current
financial year, the retail inflation is estimated to be
3.5-3.7 percent. After the meeting of June, it had
released the estimate of 3.4-3.7 percent.

What is it?

o The Monetary Policy Committee (MPC) is

. o Monet li ibes the policy of the R
constituted by the Central Government under onetary policy describes the policy of the Reserve

Bank of India through which the monetary policy

Section 457B.
: of the country is regulated in such a way that the
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cconomic development of the country can be Stability, cCconomic growth, cconomic equality, soma:l
justice, promoting and nurturing new monetary an:

financial institutions are important objectives of]

promoted without increasing inflation in the
country.
o RBI; The Reserve Bank of India is authorized to monetary policy in India.
make monetary policy under the Act, 1934. o The RBI always tries to reduce the rate of inflation|
o Therefore, monetary policy refers to the debt or keep it within a sustainable range, while the
control measures adopted by a country's central Indian government on the other hand focuses on|

bank.
Its objectives

accelerating the country's GDP growth.

o According to the Chakravarti Committee; Price
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Consider the following statements-
1. Repo rate is the rate at which Reserve Bank of India lends money to commercial banks.
2. The Monetary Policy Committee (MPC) of RBI has total 6 members, including the chairman.
Which of the above statements is/are correct?
(a) Only 1 (b) Only 2
(c) Both 1 and 2 (d) Neither 1 nor 2

Expected Questions (Mains Exams)

«Q.1 Whatis Repo Rate and Comment on the role of repo rate in the monetary Policy of RBI .
) (250Words)
] Q. 2 Evaluate the role of Reserve Bank of India (RBI) in stabilising Indian economy.

(250Words)
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Note: Answer of Prelims Expected Question given on 7 Aug. is 1 (¢), 2 (¢).
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