Monetary Policy

Origin, Objectives, Urjit Patel Committee Recommendations, and Formation of
the Monetary Policy Committee (MPC)

Introduction to Monetary Policy

Monetary policy refers to the macroeconomic policy implemented by a nation’s central
bank to regulate the money supply, control inflation, stabilize the currency, and achieve
economic growth. It primarily involves managing interest rates and liquidity conditions in
the economy. In India, the Reserve Bank of India (RBI) is responsible for formulating and
executing monetary policy. The primary tool used by the RBI includes the repo rate,
reverse repo rate, open market operations, and cash reserve ratio (CRR).

Monetary Policy vs. Fiscal Policy

While monetary policy is managed by the central bank and focuses on regulating money
supply and interest rates, fiscal policy is formulated by the government and involves
taxation and public spending to influence economic activity. The key differences are:

Feature Monetary Policy Fiscal Policy
Implementing Authority Central Bank (RBI) Government (Finance
Ministry)
Tools Interest rates, money supply, Taxation, government
credit regulations spending, public borrowing
Focus Inflation control, liquidity Economic growth,
management employment generation
Flexibility Can be changed frequently Changes require legislative
approval
Impact Lag Faster impact Longer implementation time

Both policies work together to achieve macroeconomic stability, with monetary policy
addressing short-term inflation and liquidity concerns, while fiscal policy focuses on long-
term economic growth and public welfare.

Origin of Monetary Policy

Monetary policy refers to the process by which a central bank, such as the Reserve Bank
of India (RBI), controls money supply and interest rates to achieve macroeconomic
objectives like inflation control, economic growth, and financial stability. The concept of
monetary policy traces back to classical economic theories, where economists like John
Maynard Keynes emphasized the role of money supply in influencing economic activity.
In India, the RBI Act of 1934 provided the statutory basis for the central bank to regulate
monetary policy.



Objectives of Monetary Policy

The primary objectives of monetary policy in India are:

1.

2.

Price Stability - To control inflation and maintain a stable price environment.

Economic Growth - To ensure adequate credit flow to productive sectors.

. Exchange Rate Stability - To stabilize the currency and maintain confidence in

the financial system.

. Employment Generation - To promote sustainable economic expansion

leading to job creation.

. Financial Stability - To prevent asset bubbles and maintain a robust banking

system.

Urjit Patel Committee Recommendations

In 2014, the Urjit Patel Committee was constituted to review and strengthen India’s
monetary policy framework. The key recommendations of the committee were:

1.

Adoption of Inflation Targeting (IT): The committee recommended shifting
from a multiple-indicator approach to a flexible inflation-targeting (FIT)
framework, with Consumer Price Index (CPI) inflation as the nominal anchor.

. Target Inflation Rate: The committee proposed a 4% inflation target with a

tolerance band of £2% (i.e., between 2% and 6%).

. Formation of Monetary Policy Committee (MPC): To make monetary policy

decisions more transparent and participative, it recommended setting up a
Monetary Policy Committee (MPC).

. Accountability Mechanism: If inflation exceeds the prescribed target for three

consecutive quarters, the RBI must explain the reasons and suggest corrective
measures.

. Policy Transparency and Communication: The committee suggested

improving communication strategies to guide market expectations.

. Phased Reduction of Fiscal Deficit: Fiscal discipline was recommended to

complement monetary policy in achieving macroeconomic stability.

Formation of the Monetary Policy Committee (MPC)



The Monetary Policy Committee (MPC) was established in 2016 through an
amendment to the RBI Act, 1934. It is responsible for setting the repo rate and
formulating India’s monetary policy.

Composition of MPC
The committee consists of six members, with equal representation from the RBI and
the Government:

1. RBI Governor - Acts as the Chairperson.

2. Deputy Governor of RBI (in charge of monetary policy).

3. One RBI official nominated by the Central Board.

4. Three external members appointed by the government, selected from experts

in economics, finance, or banking.

Decision-Making Process

The MPC meets at least four times a year.

Each member has one vote.

In case of a tie, the RBlI Governor has the casting vote.

The decisions are published with detailed minutes, including individual
member votes and rationales.

Impact of MPC on India’s Monetary Policy

Enhanced transparency and accountability in decision-making.

Clear focus on inflation targeting, making monetary policy more predictable.

Reduced political interference in monetary decisions.

Strengthened credibility of RBI, improving investor confidence.

Conclusion

The introduction of the Monetary Policy Committee (MPC) and the adoption of



inflation targeting have significantly improved India’s monetary policy framework. The
recommendations of the Urjit Patel Committee played a crucial role in shaping this
transformation. Going forward, continued coordination between fiscal and monetary
policies will be essential to achieving sustained economic stability and growth in India.
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