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ABSTRACT 
In response to the inflationary pressures, the Reserve Bank began to reverse its accommodative 
monetary policy from October 2009. Monetary policy is being criticized by the critics on the 
stance that it has no role in checking inflation because inflation is a result of imported 
commodity prices. Besides monetary policy tightening is hurting growth. Under this backdrop 
this paper is an attempt to highlight that these criticisms would have been valid if the increase in 
commodity prices was a pure and transient supply shock or if there were no demand pressures 
which clearly was not the case in India. 
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1. INTRODUCTION 
The global economy experienced a sustained period of growth with moderate fluctuations coupled with 
low inflation, a phenomenon popularly termed as the ‘great moderation’ till the onset of the recent global 
crisis. However, what remained hidden within these overall signs of prosperity were the extremely 
complex financial systems and the risks they entailed (Mohanty, 2010). 
Until the emergence of the global crisis, the Indian economy was passing through a phase of high growth 
driven by domestic demand where growing domestic investment had been financed mostly by domestic 
savings.  Inflation was also low and stable. Sequential financial sector reforms, forward looking monetary 
policy and rule-based fiscal policy together contributed to the improved macroeconomic performance. 
The phased liberalization of the economy to trade and capital flows along with a broadly market-driven 
exchange rate regime no doubt, enhanced the role of external demand in supporting the growth process, 
but it also exposed the economy to the forces of globalization. India, initially remained somewhat 
insulated to the global developments, but ultimately was impacted significantly through all the channels – 
financial, real and more importantly, the confidence channel (Subbarao, 2009). The Reserve Bank of 
India adopted accommodative monetary policy but when inflation gripped the economy, then RBI had to 
revert its easy monetary policy. 
Under this backdrop this paper is an attempt to highlight the role of monetary policy in an open economy 
like India. For this the monetary policy has been analyzed in two parts ; first Pre 2009 i.e. before the 
global financial crises and secondly post 2009 i.e. when Indian economy was wrapped up by double digit 
inflation. At the same time it also tries to throw some light on the challenges which the central bank has to 
face while framing & implementing monetary policy in an open economy like India. 

2. WHAT IS MONETARY POLICY? 
Monetary policy is that part of economic policy in which central bank controls the cost and supply of 
money and credit by applying different techniques. Monetary policy is also known as the 'credit policy' or 
called 'RBI's money management policy' in India where the central bank, regulates the money supply and 
interest rates in order to control inflation and stabilize currency. By impacting the effective cost of money, 
the RBI can affect the amount of money that is spent by consumers and businesses.     
During recession, an expansionary monetary policy is followed. Expansionary monetary policy is a type 
of monetary policy implemented by central bank that increases the money supply of an economy and thus 
makes money and credit more accessible to individuals and businesses in an effort to encourage more 
spending. However, if a central bank implements expansionary monetary policies for too long and 
commercial banks continue to expand the money supply through loans, there will be a time when too 
much money is available and inflationary pressures will start to build. This is the point when a central 
bank would start to consider contractionary monetary policy actions. If a central bank takes too long to 
implement contractionary monetary policies, inflation and possibly hyperinflation, will take hold of the 
economy. Contractionary monetary policy is a type of monetary policy implemented by central banks that 
decreases the money supply of an economy and thus makes money and credit less accessible to 
individuals and businesses in an effort to fight inflation. The primary duty of a central bank is to ensure 
price stability i.e., to protect the value of the currency that is issued. So, whenever a central bank 
implements expansionary monetary policy actions enormously, the money supply of an economy 
eventually becomes greater than the demand for money and thus inflation becomes the result.  Once 
inflation becomes elevated, a central bank would have to start to consider implementing contractionary 
monetary policies. 



IJRFM Volume 2, Issue 5 (May 2012) (ISSN 2231-5985) 

 

 International Journal of Research in Finance & Marketing 12 
 http://www.mairec.org  

3. INDIA’S MONETARY POLICY 
The same thing happened in India. Keeping in view the global recession, the topmost priority of the 
Reserve Bank of India was to limit the impact of the adverse global developments on the domestic 
financial system of the economy. For this, RBI swiftly introduced a comprehensive range of measures. 
The Reserve Bank, like most central banks, took a number of conventional and unconventional measures 
to expand domestic and foreign currency liquidity, and sharply reduced the policy rates. The policy stance 
clearly reflected the forward-looking undertone, particularly the expectations of more prolonged adverse 
external conditions in the face of no visible risks to inflation. While the magnitude of the crisis was global 
in nature, the policy responses were adapted to domestic growth, inflationary and financial sector 
conditions. 
Following steps were taken by RBI between October 2008 and April 2009  

(i) the cash reserve ratio (CRR) of banks was reduced by a cumulative 400 basis points of their 
net demand and time liabilities (NDTL) to 5.0 per cent, 

(ii) the repo rate was reduced by 425 basis points to 4.75 per cent,  
(iii) the reverse repo rate was reduced by 275 basis points to 3.25 per cent,  
(iv) statutory liquidity ratio (SLR) was reduced in by 1 percentage point of banks’ net demand 

and time liabilities (NDTL) to 24 per cent; (RBI Bulleten, November 2010) 
All these measures were taken in accordance with the easy money policy of RBI. India recovered from 
the crisis soon, but inflation too caught up the economy sooner than elsewhere. 
Inflation, as measured by the wholesale price index (WPI), which actually went into negative for a brief 
period in mid-2009, started rising in late 2009. It has remained around 9-10 per cent since January 2010, 
reflecting both supply and demand pressures. Supply pressures stemmed from increased domestic food 
prices and rising global prices of oil and other commodities. The source of demand pressures was an 
economy with low per capita income which recovered sharply from the crisis. (Nominal GDP growth was 
the strongest since the early 1970s, Business Line, 4th Sept, 2011)     
 The supply pressures and demand pressures collided triggering a wider inflationary process. In response 
to the inflationary pressures, the Reserve Bank had to reverse its accommodative monetary policy 
although it was not easy to exit from the excessively accommodative monetary policy stance (Mohanty, 
2011).The exit process began in October 2009. 
The Reserve Bank decided to sequence the exit in a calibrated way so that while the recovery process was 
not hampered, inflation expectations remained anchored. The exit process thus began with the closure of 
the special liquidity facilities instituted during the crisis. This amounted to withdrawal of potential 

liquidity to the tune of   1.7 trillion. (RBI Bulletin, November 2010)  
In this paper the impact of the withdrawal of the easy monetary policy on inflation has been analysed. For 
this, the evolution of the inflation process since the beginning of the exit of accommodative monetary 
policy in October 2009, has been characterized into four different phases: Phase I - October 2009-March 
2010; Phase II - April-July 2010; Phase III - August-November 2010; and Phase IV - December 2010 
onwards. The Changes in Key Policy Rates during 2009-11and their impact on the inflation rate have been 
analysed in the four phases separately. 
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i) Changes in Key Policy Rates during 2009-11  
During October 2009-October 2011, changes made in the key policy rates have been depicted 
in table 1 

Table1: Changes in Key Policy Rates 

Period Repo Rate (%) Reverse Repo Rate(%) CRR (% of NDTL)  

 
 
 
 
 

Magnitude Frequency Magnitude Frequency Magnitude Frequency Systemic 
Liquidity*

(  
billion) 

 1 2 3 4 5 6 7 

I. Oct 09 to 
March 10 
(Phase I) 

25 25 bps X 1 25 25 bps X 1 75 50 bps X 1 
25 bps X 1 

(+) 783 

II. April  to 
July 10 
(Phase II) 

75 25 bps X 3 100 50 bps X 1 
25 bps X 2 

25 25 bps X 1 (-) 10 

III. August 
to Nov 10 
(Phase III) 

50 25 bps X 2 75 50 bps X 1 
25 bps X 1 

 - -  (-) 465 

IV. Dec 10 
to July 11 
(Phase IV) 

175 50 bps X 2 
25 bps X 3 

175 50 bps X 2 
25 bps X 3 

 -  - (-) 705 

October 09 
to July 11  

325 50 bps X 2 
25 bps X 9 

375 50 bps X 4 
25 bps X 7 

100     

* Systemic liquidity measured by daily average liquidity in LAF; positive indicates surplus (reverse repo) and 
negative indicates deficit (repo).  NDTL: Net Demand and Time Liabilities of Banks. 

Source: RBI monthly Bulletin, November 2010 
Since October 2009, the cash reserve ratio (CRR) has been raised by 100 basis points. The policy repo rate has 
been raised by a cumulative 325 basis points. As the liquidity in the system transited from surplus to deficit, 
the effective tightening has been of the order of 475 basis points.  Thus, the cumulative monetary policy action 
would have the desired impact on inflation. It is expected that inflation would moderate towards the later part 
of 2011-12 and come down to around 7 per cent by the end of the year. The current monetary stance remains 
anti-inflationary.  

ii) The impact of the changes made in the key policy rates on the inflation 
The impact of the changes made in the key policy rates on the inflation during different phases has been 
explained in table 2. 

Table 2: Weighted Contribution to increase in WPI 

 From To Y-o-Y Inflation Increase in WPI (%) 

From To 

Phase I Dec. 
2009 

March 
2010 

1.8 10.4 4 

Phase II April 
2010 

July 2010 10.9 10.0 3.4 

Phase III Aug. 
2010 

Nov. 2010 8.9 8.2 2.0 

Phase IV Dec. 
2010 

onwards 9.4 9.2 7.1 

              Source: RBI monthly Bulletin, October, 2011 
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During phase I, the year-on-year headline WPI inflation accelerated from under 2 per cent in October 
2009 to above 10 per cent by March 2010. The headline WPI inflation after remaining negative during 
June-August 2009 not only turned positive beginning September 2009 but accelerated thereafter, 
reflecting increase in prices of food articles on account of weak monsoon. 
During phase II, year-on-year WPI inflation remained stubborn around 10 per cent and the index 
advanced by 3.4 per cent. In this phase, the challenge for monetary policy was to support the recovery 
process without compromising price stability. With the headline inflation remaining in double digits for 
consecutive five months from March to July 2010 and the inflation process becoming more generalized, 
the balance of policy changed from ‘managing the recovery’ to containing inflation and anchoring 
inflationary expectations. 
Phase III was marked by slowing down of price pressures as headline inflation declined to 8.2 per cent by 
November 2010 from above 10 per cent in the preceding phase. The increase in WPI during this phase by 
just 2.0 per cent was also moderate compared to the previous two phases.  
The moderately declining trend in inflation changed course significantly during Phase IV. The inflation in 
this group reached a high of 8.5 per cent in March 2011 and remained at or above 7 per cent thereafter 
indicating generalized price pressures. 

4.  MONETARY POLICY DILEMMAS: SOME RBI PERSPECTIVES 
The Reserve Bank reversed its accommodative monetary policy to fight the inflationary pressures. 
However the govt. has been criticized for its anti-inflationary stance, ironically from two different 
directions.  
From one side, it has been criticized for being hawkish on inflation. The argument has been that inflation 
in India is driven largely by supply shocks, particularly, since mid-2010, by high oil and other commodity 
prices, and that monetary policy should not respond to such inflation. The criticism from the other side 
has been that the Reserve Bank has been soft on inflation, the baby step approach it followed was not 
deterrent enough, and that the persistence of inflation is a result of its delayed response.  
It is a fact that Monetary policy is best suited when the inflationary pressures is stemming from the 
aggregate demand side. The policy prescription is - tighten monetary policy if inflation is high, and loosen 
monetary policy, if inflation is low. And if the inflation is stemming from the aggregate supply side, then 
monetary policy need not react as monetary policy options in the face of supply shocks are less straight 
forward. But this premise is based on two assumptions; first that the supply shocks are purely temporary, 
and second that supply shocks are the only ones driving inflation. However these assumptions do not 
always hold good. In the real world, sometimes supply shocks lead to a permanent upward shift in prices 
(Subbarao, 2011) And, sometimes, demand pressures combine with supply shocks to stoke inflationary 
pressures. 
For example, International crude oil prices recorded an annual average increase of around 17 per cent 
during the 2000s as against only a modest increase of 2 per cent during the 1990s and a decline of 3 per 
cent during the 1980s. This obviously is the outcome of structural changes in supply and demand for oil. 
Monetary policy has to recognize these underlying trends and respond to them. If it looks upon these 
trends as pure transient supply shocks and ignores them, it runs the risk of destabilizing inflation 
expectations.  
Even the second assumption i.e., the supply shocks are the only ones driving inflation, also does not hold 
good always. The shifting drivers of inflation in India over the past year and a half offer a good 
illustration. The increase in global commodity prices coincided with rapidly rising demand at home. GDP 
grew at 8.5 per cent in 2010-11, faster than the trend growth rate which is now estimated to be of the 
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order of 8 per cent. (Subbarao, 2011) In an environment of rapid growth and high capacity utilization, 
corporates regained pricing power and were able to pass through the increase in input prices to higher 
output prices thus fuelling generalized inflationary pressures. Similar dynamics were at play on the food 
front. Rising incomes, especially toward protein-based foods, have resulted in a shift in dietary habits 
away from cereals and toward protein-based foods. This is a structural change and monetary policy will 
be misled if it treats this as a one-off supply shock. Given the high share of food in the various consumer 
price indices (46%-70%), persistent supply pressures on the food front can fuel inflation expectations; and 
in the face of growing demand pressures, rising inflation expectations can trigger a wage-price spiral. 
Recent reports that real wages of rural labour have gone up significantly, suggest that such a wage-price 
spiral may already be under way.  

5. SUMMARY & CONCLUSION  
To summarize, the inflation that India has experienced over the last two years is a result of a combination 
of supply shocks that had a trend impact on prices as well as demand pressures. Given the nature of the 
inflation drivers and their combined impact, clearly there is a significant role for monetary policy in 
fighting inflation. The argument that monetary policy has no role because inflation is a result of imported 
commodity prices would have been valid if the increase in commodity prices was a pure and transient 
supply shock or if there were no demand pressures. That clearly was not the case in India.  
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