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Change in Normal Equilibrium
Let us first consider what will happen if 4 "
money is increnased in the economy bv the consumers a
mvestors. It means rise in the drm:{nd'nf gmds and sc. : '
in the market and thereby, it causes an outward ghiftin :
curve, where inerease in demand of goods and services €4
to the shift in IS curve from 1S, 015,

1t will be seen from dingram below that with the
remaining unchanged, the new IS, curve jntersects
curve at point £,. :Thus. in 1S-LM model, the (.quilibm"“
moves from point E, (initial) to E, (New) and with this, the

rate of interest rises from Or; to Or; and income Jevel from
OY, to OV,
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Monetary Policy

Monetary policy is an important instrument with which the
objectives of macro economic policy can be achieved. It is
the central bank of a country, who formulates and
implements the monetary policy in a country. In India, the
Reserve Bank is the central bank of India, who works on
behalf of the government and acts according to its
directions and broad guidelines.

Monetary policy is a policy which employ’s apex bank’s
control over the supply, cost and use of money as an
instrument for achieving certain given goals of economic
policy. :

Since, the common goals of economic policy are the
artainment of full employment, price stability, balance of
payments, equilibrium and rapid economic growth, the
effectiveness of monetary policy depends upon the degree
to which it succeeds in achieving these objectives. The
Central Bank influences the total amount and the cost of
credit primarily by affecting the cash reserves of the
commercial banks in economy.
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+ Statutory Liquidity Ratio (SLR) Commercial baps
fiave to mvest certain percentage of its time and deman;
liabilities in _government “approved securities. The

o um———

reduction in SLR enhances the liquidify of commercig]

banks.
+ Liquidity Adjustment Fag:ll.ity (LAF) It consists of daily
Tnfusion or absorption of liquidity on a repurchase basi,

. e
t"}TrOLfgl} repo (]lqu.ldltyw yl_r_\}gnc"t_ggn) and r.eyg_:rse repo
(liquidity ~absorption) ~auction operations, _ using

--------

W%&s—%%@ﬂl«c N
(2) Repo Rate G- the Tate a?‘w'i)h‘i_gﬁlfitrhgl RBI, lends

short-tefm money to the banks against securities,
-~ ‘When the repo rate increases, borrowings frgg‘B_B]

becomes more expensive R A
(b) Re P \00d) = 508
verse Repo rate It is the rate apﬁ,ﬂh!?h,~~

bprrowr from commercial banks.
b S -

Selective/Qualitative Measures
. &t}_jling on Credit

* Margin Reguirem
gin Requirements

* Discrimi
timinatory Rates of Interest




— T —

Monetary Economics

Monetary policy play multifaceted rof
economic policies.
Some of e roles of monctary poliy are as follows
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Under these circumstances, the economy is said to have
fallen in a liquidity trap. A liquidity trap occurs when under
conditions of depression, the economy finds itself in a
situation, where people hold all the increments in the stock
of money so that demand for money becomes absolutely
elastic and therefore, money demand curve M, takes a
horizontal shape.

Monetary Policy to Control Inw '

The following monetary measures which constitute tight money policy

are generally adopted into control inflation

* The Central Bank sells the government securities to the
banks, other depository institutions and general public

chiefly from commercial banks,
increase in reserves of the banks or
en— 1

with the general public.

« The Central Bank may lower the bank rate or what is also
called discount rate, the rate of interest charged by the

entral Bank of a country on its loan to commercial
banks. ' T

At a lower bank rate, the commercial banks will be
induced to borrow more fromthe Central Bank and will
be able to issue more credit at the lower rate of interést €6

which Tead to the
amount of currency

businessman and investors.
+ The Central Bank may reduce the Cash Reserve Ratio

CRR and the SLR to be kept by the commercial banks. In

the developing countries like India, this is a more effective

and direct way of expanding credit and increasing money

supply in the economy by the Central Bank.

With lower reserve requirements, a large amount of funds

TSR

is released for providing loan to businessman and
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investors. Consequently, credit é?FP,an§ and investment

increases in the economy which has an expansionary
effect on output and employment.

Liquidity Trap

During depression, current rates of interest may fall so low
that most of the people expect the interest rate to rise in
future and therefore, they hold onto their money for the
present. This makes the demand for money absolutely
lastic at a low rate of interest as shown in the figure.
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- Fiscal policy deals with the taxation

through open market operations. This action will reduce
the reserves with the banks and liquid funds wiﬂe
general public. With {ess reserves with the banks, their
lending capacity will be reduced. Hence, the money
supply in the economy will sh_rir_\_k.

+ The bank rate may also be raised, which will
discourage the banks to take loans from the Central
Banks. This will tend to reduce their liquidity and
als6"induce them to raise their own lendifig tates: Thus,.
this will reduce the availability of ¢redit and also raise
its cost. N e e o

« “The most important anti-inflationary measures is the
raising ‘of Statutory Ratio ot Cash Reseive Ratio (CRR).
To meet the new higher reserve requirements, banks will
reduce their lendings. This will have a direct effect on the
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_ and expenditure
decisions of the government. These include, tax policy,
expenditure policy, investment or disinvestment strategies
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and debt anid surplus management.

During the 1930s, when a severe depression took place in
the western capitalist economies and also the evidence of
post World War II period imply that there was no
automatic mechanism which works to bring about stability -
in the economy.

Thus, Keynes argued for intervention by the Government to

cure depression and inflation by adopting appropriate tools
of macro economic policy:

~ According to Keynes, monetary policy was ineffective to

lift the economy out of depression. He emphasised the

role of fiscal policy as an effective tool of stablising the
economy.
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of the modern economists both ﬁ!;C i
policies play a useful role in stablising

: y deals in govemment spending and revenue

Dy way of tax, whereas monetary policy is & process
controls the demand and supply of money.

Policy relates to economic position of a nation, whereas
ary policy focuses on the strategy of banks.

Measures/Tools of Fiscal Policy

* Public Revenue/Income Under the theory of public
revenue, we study alternative sources of state income. It
discusses and analyses comparative advantages _@9
disad\'antages of various forms of revenue : agg‘ﬁ?iqgjples
which should govern the choice between them.

* Public Expenditure Under the theory of public
expenditure, we deal with various principles, on the basis
of which the direction of government expenditure is
governed. Theory of public expenditure is a major tool for
implementing welfare, growth stabilisation and ‘ggher
policies of the government. 4

* Public Debt Theory of public debt deals with all the
loans and other liabilities of the government and all the
principles related with debt.

* Financial Administration All financial activities
involving issues of financial administration include
public_budget, its passing, auditing and similar othet
matters. "

* Economic Stability/Budgetary Policy Under the

theory of economic stability, we study various policies
and principles of finance to bring economic stability in
the country. Fiscal policy of the government is studied
under the theory of economic stability.
Budget comes under this policy. The budget is an
extensive account of the government’s finances, in which
revenues from all sources and expenses of all activities
undertaken are aggregate.

Discretionary and Non-discretionary Fiscg|
Policy for Stabilisation :

Fiscal policy is of two types, namely, discretionary fiscy]
policy and non-discretionary fiscal polif:y. By discretionary
policy, we mean deliberate change in the governmen
expenditure and taxes to inﬂuer.\ce the .level of nationg]
output and prices. Discretionary fiscal policy generally aimg
at managing aggregate demand for goods and services,
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Monetary and Fiscal pO'icy

onetary and fiscal policy are intended ¢,
o the economy. Their working

Changesin

The changes in MON
restore equilibrium 1
discussed below.

Response toa Change in Monetary Policy

The figure below describes the response of charlge in outpyt
and interest rate to an increase in .the‘ money supply. In the
beginning, the economy is in equilibrium for poth tht? good.s
market and the market for money at point E, ie. the
intersection of IS, and LM, .

Suppose at the resulting level of aggregate output Y, the
economy is suffering from an unemployment rate of 10%
and the Reserve Bank of India decides, it should try to raise
output and reduce unemployment by raising the money
supply.

The increase in money supply causes the LM Curvé to shift
rightward to LM

2 and the equilibrium point for both the

%f)ods ma.rket and the market for money moves to point E
Intersection of IS, anq LM,). As a result of an increase n
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Response of Aggregate Output and the Interest
Rate to an Expansionary Fiscal Policy

The resulting increase in aggregate demand causes aggregate
output to Tise. The higher level of aggregate output raises
the quantity of money demanded, creating an excess

rise.

Change in the Value of Money

The change in the value of money can take the following forms
Inflation

It is defined as a sustained increase in the general level of
prices for goods and services. It is measured as an annual

percentage increase. Inflation is the percentage change in

the value of the Wholesale Price Index (WPI) or, a year
basis. ’

Causes of inflation in India are
* Increase in public expenditure
* Deficit financing
* Ematic agricultural growth
* Agricultural price policy of government
* Upward revision of administered price
: Inad‘iquate rise in industrial production
€ main causes or inflation are either eXCess. aggregate

tmand (economic grOWth too fast) or cost push factors -

(supply side factors).

demand for money, which inturn causes the interest rate to
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Reflation

A fiscal or monetary policy, designed to expand a country's
output and curb the effects of deflation. Reflation policies

can include reducing taxes, changing the money supply
and lowering interest rates.

The term ‘reflation’ is also used to describe the first phase of -
tconomic recovery after a period of contraction. It is an

attempt to bring back inflation in an economy, which is in
deflation so as to induce growth.

Stagflation

When you have a slow economy with high inflation and
uncmployment rates, then stagflation is usually the result.
YVhen the economy does not grow and prices continue to
Tise, you havea stagflation cycle in the economy.

Disinflation

This is a reduction in the rate of inflation over time, even
h h . ﬂ . . ., .
though inflation itself may be positive.

Deflation

A general decline in prices, often caused by a reduction in
the supply of money or credit”Deflation can be also caused
by a decrease_in_government, personal or_investment
S.E.Sflql?g The opposite of inflation, deflation has the side
effect of increased unemployment, since, there is a lower

level of demand in the economy, which.can lead to an
economic depression.

Phillips Curve Analysis

The Phillips curve represents a stable relation between
inflation and unemployment overtime, which provided a
menu of policy choices for the policy makers. An economy
could choose whether to have a combination of relatively
low unemployment and relatively high inflation o
combination of relatively high unemployment an
relatively low inflation.
AW Phillips in 1958, published the findings of t
~ empirical work on the relationship between the average Iz
of unemployment and the average rate of change of nomi
wages in the business cycle. Phillips interest was in test
the hypothesis that, lower the rate of unemployment,
more rapidly firms would have to increase wages in orde
attract new worker and retain existing ones.

Working of the Phillips Curve

As we know that the wage costs constitute the backbc
the price structure, in recent decades economists sk
interests in the study of supply analysis and focuse:
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