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Introduction 

What is Monetary Policy? 

Monetary policy is the policy adopted by the monetary authority of a country that controls either the 

interest rates payable on very short-term borrowing or the money supply, often inflation targeting or 

the interest rates to ensure price stability and general trust in the currency. Central bank controls the 

monetary policy.  

Types of Monetary Policy 

• Expansionary monetary policy (increase growth of the economy). 

• Contractionary monetary policy (decrease growth of economy). 

Three Goals of Monetary Policy 

• Maximum sustainable development 

• Stable prices 

• Long term interest  

The tools of monetary policy are its instruments both quantitative and qualitative to name a few; Bank 

rate, CRR, SLR, Open market operations, Repo-rate and Reverse Repo rate, etc.  The monetary policy 

plays a key role in the development of underdeveloped countries by controlling price fluctuations and 

general economic activities. This is done by making proper adjustment between demand for money and 

the supply of money. As the economy develops, there is continuous increase in demand for money.  

 

Inflation and its Measurement 

How is Inflation Measured? 

Inflation is an increase in the level of prices of the goods and services that households buy. It is measured 

as the rate of change of those prices. Typically, prices rise over time, but prices can also fall (a situation 

called deflation). The most well-known indicator of inflation is the Consumer Price Index (CPI), which 

measures the percentage change in the price of a basket of goods and services consumed by households. 

In Australia, the CPI is calculated by the Australian Bureau of Statistics (ABS) and published once a 

quarter. To calculate the CPI, the ABS collects prices for thousands of items, which are grouped into 

87 categories (or expenditure classes) and 11 groups. Every quarter, the ABS calculates the price 

changes of each item from the previous quarter and aggregates them to work out the inflation rate for 

the entire CPI basket. 

Calculating Inflation – An Example 

To better understand how inflation is calculated we can use an example. In this example we calculate 

inflation for a basket that has two items in it – books and childcare. The formula for calculating inflation 

for a single item is below. 
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The price of a book was $20 in 2016 (year 1) and the price increased to $20.50 in 2017 (year 2). The 

price of an hour of childcare was $30 in 2016, and this increased to $31.41 in 2017. 
 

Items 2016 2017 Inflation 

Books $20 $20.50 2.5% 

Childcare $30 $31.41 4.7% 

 

Using the formula, inflation for each of the individual items can be calculated. 

• For books, annual inflation was 2.5 per cent 

• For childcare, annual inflation was 4.7 per cent 

To calculate inflation for a basket that includes books and childcare, we need to use the CPI weights 

that are based on how much households spend on these items. Because households spend more on 

childcare than books, childcare has a greater weight in the basket. In this example, childcare accounts 

for 73 per cent of the basket and books account for the remaining 27 per cent. 

 

Inflation Measurement in India 

There are two main set of inflation indices for measuring price level changes in India – the Wholesale 

Price Index (WPI) and the Consumer Price Index (CPI). The WPI, where prices are quoted from 

wholesalers, is constructed by Office of Economic Affairs, Ministry of Commerce and Industries. In 

the case of CPI (prices quoted from retailers), there are several indices to measure it: CPI for industrial 

labourers (CPI-IL), agricultural labourers (CPI-AL) and rural labourers (CPI-RL) besides an all India 

CPI. 

In addition, Gross Domestic Product (GDP) deflator and Private Final Consumption Expenditure 

(PFCE) deflator from the National Accounts Statistics (NAS) provide an implicit economy-wide 

inflation estimate. 

1. Consumer Price Index Two Ministries – Ministry of Statistics and Programme Implementation 

(MOSPI) and Ministry of Labour and Employment (MOLE) are engaged in the construction of 

different CPIs for different groups/sectors. CPI inflation is also called as retail inflation as the 

prices are quoted from retailers. Following are the various CPIs. 

(a) CPI for all India or CPI combined. 

(b) CPI for Agricultural Labourers (AL) 

(c) CPI for Rural Labourers (RL); and 

(d) CPI for Industrial Workers (IW) 

(i) CPI by MOSPI (CSO) 
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The CSO, which comes under MOSPI, is constructing the rural, urban and the combined CPIs. They 

are published from 2011 onwards. Of these, the CPI combined is the most important of all the CPIs as 

it is relevant for all categories of people. 

In April 2014, the RBI has selected the all India CPI (of CSO) as the inflation index to target inflation 

under its new inflation targeting monetary policy framework. RBI’s decision has made the CPI as the 

prime inflation index. 

 (ii) CPIs by MOLE (Labour Bureau) 

The Labour Bureau, Ministry of Labour and Employment (MOLE) is preparing different indices 

for various categories of people. These were CPI for Rural Labourers (CPI-RL), CPI for 

Agricultural Labourers (CPI-AL) and CPI for Industrial Workers (CPI-IW). There was a CPI For 

Urban Non-Manual Employees (CPI-UME), but it was discontinued from April 2010.Since these 

CPIs were for specific categories of workers, it lacked the quality of an all India index. 

 

Inflation Targeting  

Inflation targeting is a monetary policy where the central bank sets a specific inflation rate as its goal. 

The central bank does this to make you believe prices will continue rising. It spurs the economy by 

making you buy things now before they cost more. 

Most central banks use an inflation target of 2%. That applies to the core inflation rate. It takes out the 

effect of food and energy prices. These prices are volatile, swinging wildly from month-to-

month. Monetary policy tools, on the other hand, are slow-acting. It takes six to 18 months before an 

interest rate change impacts the economy. Central banks don't want to base slow-acting actions on 

indicators that move too quickly. 

The Federal Reserve uses the Personal Consumption Expenditure price index to measure inflation. 

Before January 2012 it used the Consumer Price Index. The Fed believes the PCE index is a better 

gauge of inflation. 

The Fed has targets for economic growth and unemployment rates as well. The ideal GDP growth 

rate is between 2% and 3%. The natural rate of unemployment is between 4.7% and 5.8%Inflation 

targeting is a monetary policy where a central bank follows an explicit target for the inflation rate for 

the medium-term and announces this inflation target to the public. The assumption is that the best that 

monetary policy can do to support long-term growth of the economy is to maintain price stability. The 

central bank uses interest rates, its main short-term monetary instrument. 

An inflation-targeting central bank will raise or lower interest rates based on above-target or below-

target inflation, respectively. The conventional wisdom is that raising interest rates usually cools the 

economy to rein in inflation; lowering interest rates usually accelerates the economy, thereby boosting 

inflation. The first three countries to implement fully-fledged inflation targeting were New Zealand, 

Canada and the United Kingdom in the early 1990s, although Germany had adopted many elements of 

inflation targeting earlier. 

How Inflation Targeting Works? 

Why would the Fed or any central bank want inflation? You'd think the economy would do better 

without any price increases whatsoever. After all, who wants higher prices? But a low and managed 

inflation rate is preferable to deflation. That's when prices fall. You'd think that would be a good 

thing. But people will put off purchasing homes, automobiles, and other big-ticket items if prices will 

https://www.thebalance.com/what-is-monetary-policy-objectives-types-and-tools-3305867
https://www.thebalance.com/what-is-a-central-bank-definition-function-and-role-3305827
https://www.thebalance.com/core-inflation-rate-3305918
https://www.thebalance.com/volatility-definition-and-types-3305968
https://www.thebalance.com/monetary-policy-tools-how-they-work-3306129
https://www.thebalance.com/the-federal-reserve-system-and-its-function-3306001
https://www.thebalance.com/personal-consumption-expenditures-3306107
https://www.thebalance.com/consumer-price-index-cpi-index-definition-and-calculation-3305735
https://www.thebalance.com/what-is-economic-growth-3306014
https://www.thebalance.com/unemployment-rate-3305744
https://www.thebalance.com/what-is-the-ideal-gdp-growth-rate-3306017
https://www.thebalance.com/what-is-the-ideal-gdp-growth-rate-3306017
https://www.thebalance.com/natural-rate-of-unemployment-definition-and-trends-3305950
https://www.thebalance.com/what-is-inflation-how-it-s-measured-and-managed-3306170
https://www.thebalance.com/what-is-deflation-definition-causes-and-why-it-s-bad-3306169
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be lower later. The difficulty is in creating the right economic climate to create rising prices. That's 

where inflation targeting comes in. The federal government spurs economic growth by adding liquidity, 

credit, and jobs to the economy. If there's enough growth, then demand outstrips supply. When prices 

rise, that's inflation. There are two ways to create growth. The RBI does it through expansionary 

monetary policy to lower interest rates. The government does it with discretionary fiscal policy that 

reduces taxes or increases spending. If they had to choose between inflation and deflation, mild 

inflation is best. 

The dangers of deflation are illustrated by the housing market collapse in 2006. As prices fell, 

homeowners lost equity and even the home itself. New potential buyers rented instead. They were afraid 

they would lose money on a home purchase. Everyone, including investors, waited for the housing 

market to recuperate. 

As this happened, the lack of demand forced housing prices into a downward spiral. Buyers didn't 

become confident in the housing market until they knew prices would go higher. That's the case for any 

other market where deflation has taken hold.  

Why Inflation Targeting Works? 

Inflation targeting works by training consumers to expect future higher prices. A healthy economy does 

better when they think prices will always rise. Why? When shoppers expect prices to rise in the future, 

they will buy more now while prices are still low. That "buy more now" philosophy stimulates 

the demand needed to drive economic growth. 

Inflation targeting is the antidote to the stop-go monetary policy of the past. In 1973, inflation went 

from 3.9% to 9.6%. The Fed responded by raising the fed funds rate from 5.75 points to 13 points by 

July 1974. But then politicians asked for lower interest rates. By January 1975, the Fed had lowered 

rates to 7.5 points. Inflation returned, reaching double-digits by April 1975. 

By changing the interest rates so much, the Fed confused price-setters about its policy. Businesses were 

afraid to lower prices when the interest rate went down. They weren't sure the Fed wouldn't just turn 

around and raise rates again. In 2012, Federal Reserve Chairman Ben Bernanke introduced inflation 

targeting in the United States. 

The 1970s experience taught Bernanke that managing inflation expectations was a critical factor in 

controlling inflation itself. It lets people know the Fed will continue expansionary monetary policy until 

inflation reaches that 2% target. 

As prices rise, people buy more now because they want to avoid higher prices for consumer products. 

For investments, they buy now because they are confident it will give them a higher return when they 

sell later. If inflation targeting is done right, prices rise just enough to encourage people to buy sooner 

rather than later. Inflation targeting works because it stimulates demand just enough. 

Inflation Targeting in India 

Inflation targeting is a monetary policy strategy used by Central Banks for maintaining price level at a 

certain level or within a range. It indicates the primacy of price stability as the key objective of monetary 

policy. The argument for price stability stems from the fact that rising prices create uncertainties in 

decision making, adversely affecting savings and encouraging speculative investments.  Inflation 

targeting brings in more predictability and transparency in deciding monetary policy.  If the central 

banks could ensure price stability, households and companies can plan ahead, negotiating wages on the 

basis of expecting low and stable inflation. Various advanced economies including United States, 

Canada and Australia have been using inflation targeting as a strategy in their monetary policy 

https://www.thebalance.com/liquidity-definition-ratios-how-its-managed-3305939
https://www.thebalance.com/how-are-interest-rates-determined-3306110
https://www.thebalance.com/discretionary-fiscal-policy-3305924
https://www.thebalance.com/inflation-and-deflation-definition-causes-effects-3306106
https://www.thebalance.com/what-is-demand-definition-explanation-effect-3305708
https://www.thebalance.com/fed-funds-rate-history-highs-lows-3306135
https://www.thebalance.com/fed-funds-rate-definition-impact-and-how-it-works-3306122
https://www.thebalance.com/federal-reserve-chairman-ben-bernanke-3306152
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framework. The case for inflation targeting has been made in India as the country has been experiencing 

a high level of inflation till recently. 

The Reserve Bank of India and Government of India signed a Monetary Policy Framework 

Agreement on 20th February 2015. As per terms of the agreement, the objective of monetary policy 

framework would be primarily to maintain price stability, while keeping in mind the objective of 

growth. The monetary policy framework would be operated by the RBI. RBI would aim to contain 

consumer price inflation within 6 percent by January 2016 and within 4 percent with a band of (+/-) 2 

percent for all subsequent years. 

The central bank would be seen as failing to meet the targets, if retail inflation is more than 6 per cent 

for three consecutive quarters from 2015-16 and less than 2 per cent for three consecutive  quarters from 

2016-17. If this happens, RBI will have to explain the reason for its failure to meet as well as give a 

timeframe within which it will achieve it. RBI will publish the operating targets as well as operating 

procedure for the monetary policy though which the target for the monetary policy will be achieved. 

The RBI will also be required to bring a document every six months to explain the sources of inflation 

and forecast for inflation for next 6-18 months. 

RBI has been using headline CPI (Combined) inflation as the nominal anchor for monetary policy stance 

from April 2014 onwards.   

RBI in its Monetary Policy Report in April 2015 stated that this flexible inflation targeting (FIT) 

framework greatly enhances the credibility and effectiveness of monetary policy, and particularly, the 

pursuit of the inflation targets that have been set. The commitment of the Government to this framework 

enhances credibility significantly since it indicates that the Government will do its part on the fiscal 

side and on supply constraints to reduce the burden on monetary policy in achieving price stability. 

Management of monetary policy and the express objective of inflation targeting has been enshrined as 

the responsibility of RBI by amending the preamble of the RBI Act, 1934 through the Finance Act 2016 

(Chapter XII). Thus, ensuring price stability through inflation targeting is a legal responsibility of RBI 

since 2016. A new Chapter (Chapter IIIF, Section 45Z) was introduced in the RBI Act, through this 

Finance Bill, 2016, for detailing the operation of a Monetary Policy Committee (MPC), which would 

be the institutional arrangement at the disposal of RBI for targeting inflation. 

 

Hyperinflation  

Hyperinflation is a rapid and often uncontrollable currency devaluation causing the price of goods and 

services to skyrocket in a short period of time. There is no precise threshold for hyperinflation, normally 

it describes an inflation rate that exceeds 50%. It starts when a country’s government begins printing 

money to pay for its spending. As the government increase the money supply prices rise as in regular 

inflation, with too much currency around, prices touch sky and cause hyperinflation. 

Effect of Hyperinflation:  

Hyperinflation quickly devalues the local currency in foreign exchange markets. In an attempt to avoid 

paying for higher prices tomorrow due to hyperinflation, individuals typically begin hoarding durable 

goods such as equipment, machinery, jewelry, etc. However, the practice causes a vicious circle- as 

price rises, people hoard more goods, in turn, creating a higher demand for goods and further increasing 

prices. It can also destroy the financial system as banks become unwilling to lend money. 

https://www.finmin.nic.in/sites/default/files/MPFAgreement28022015.pdf
https://www.finmin.nic.in/sites/default/files/MPFAgreement28022015.pdf
https://rbi.org.in/scripts/PublicationsView.aspx?id=16216
http://www.arthapedia.in/index.php?title=Monetary_Policy_Committee_(MPC)
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Famous example of hyperinflation in the world 

Zimbabwe is one country that experienced significant hyperinflation in the past. The Zimbabwean 

dollar is no longer actively used nowadays it is officially suspended by the government due to rampant 

hyperinflation A decade ago, during a financial crisis, Zimbabwe recorded the second highest incidence 

of hyperinflation in history and month over month inflation rate had reached 2600.2%. Hyperinflation 

in Zimbabwe spiraled out of control, causing a foreign currency (such as the United States dollar) to be 

used as a medium of exchange instead of Zimbabwean dollar. 

Exchange Rate 

The rate at which currency of one country can be exchanged from currency of another country is called 

the Rate of Foreign Exchange. Exchange rates can be either be fixed or floating. Fixed exchange rates 

are decided by central banks of a country where as floating exchange rates are decided by the 

mechanism of market demand and supply. 

For example: - if any US dollar is worth 10,000 Japanese yen, then exchange rate of dollar is ¥10,000. 

if something costs ¥30,000, it automatically costs 3 US dollars. Thus, the exchange rate is the 

conversion factor, a multiplier or a ratio, depending on the direction of conversion. 

Exchange rates are determined in a foreign exchange market, which is open to a wide range of different 

types of buyers and sellers, and where currency trading is continuous 24 hours a day except weekends. 

The spot exchange rate refers to the current exchange rate. The forward exchange rate refers to an 

exchange rate that is quoted and traded today but for delivery and payment on a specific future date. 

Types of Exchange Rate: 

1) Nominal exchange rates are established on currency Financial markets called forex markets, which 

are similar to stock exchange markets. Central banks may also fix the nominal exchange rate. 

2) Real exchange rates are nominal rate corrected somehow by inflation measures. For instance, if a 

country A has inflation rate of 10%, country B an inflation rate of 5% and no changes in the nominal 

exchange rate took place, then country A has now a currency whose real value is 10%-5% =5% higher 

than before. 

3) Bilateral exchange rates clearly relate to two countries’ currencies. They are usually the results of 

matching of demand and supply on financial markets or in banking transaction. 

4) A multilateral rate is the value of a currency against more than one other currency. Economists 

calculate multilateral rates to understand what is happening to the exchange rate, on an average. 
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Advantages of Fixed Exchange Rate: 

a) Providing greater certainty for importers and exporters, therefore encouraging more international 

trade and investment. 

b) Helping the government maintain low inflation, which can have positive long-term effects such as 

keeping down interest rates. 

c) With a fixed exchange rate, there will be no speculation if people believe that the rate will stay fixed 

with no revaluation or devaluation. 

d) The firms will always know the exchange rate and this makes trade and investment less risky. 

Disadvantages of Fixed Exchange Rate: 

a) Preventing adjustments for currencies that become under or overvalued. 

b) Limiting the extent to which central banks can adjust interest rates for economic growth. 

c) Requiring a large pool of resources to support the currency if it comes under pressure. 

d) The fixed exchange rate may not be compatible with other economic targets for growth, inflation and 

unemployment and this may cause conflict of policies. 

e) Fixed exchange rate system is required large foreign exchange reserves and there can be international 

liquidity problems as a result. 

 


