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6.0 OBJECTIVES 

After studying his uiiit, you should he ahle to: 

explain the meaning of macro economic policy. 

e mplaiil the meaning and oljectives of fiscal policy. 

0 slate the iiistrullleiits of fiscal policy. 

e explain the illeaiiiiig and oh,jectives of inonetary policy. 

e state the ~lleaililig ilild f~~iictions of a Cenkal Bank. 

e explain the coilcepL,of ~lloiiey supply in India. 

distinguish belweeil quanlitative and qualitative instruments of llloiietary policy. 

0 explain thc rolc of Reserve Bank of lildia. 

6.1 INTRODUCTION 

The Lerm macro in economics llleaiis 'relaling to a nation'. Macro ecoilonlic policy t11~1s 
mealis a policy ahoul economic aspects of a comitry. A na~ional level policy is framed by 
Lhe central goveriinleiit of the counlry. It is iinl~lemented by its various departul~ents or by 
the specialized ilisLitutioils created for Lhis purpose. 



Tlw ce~itral government of a coui~t r )~  follows specific policies 'with respect to agriculture, 
industry, services, enlployment, inoney supply, credit, taxes, government expendil~ue, 
borrowings, elc. ,411 these are macro economic policies. These policies affect particular 
eco~ioinic sectors in some cases and the entire econoiny cutting across all seclors of the 
econon~y in other cases. For example, any ecorion~ic policy about agriculture is desiglied to 
regulale n~aiiily the'development of agricultural sector . Take another example say of 
tmiitio~i policy. It nlay affect all ecoiioiilic sectors of ~ l l e  economy: i.e. the entire economy. 
SUCII policy is truly a national level policy. Other exanlples 01' national lcvel policies are 
policies re.garding money supply, credit, employme~il, etl~~cation, etc. 

I11 Lhis unil you will study two nalional lcvel policies popularly known as fiscal and 
l~~oiictary policies. The fiscill policy aiins at r~q,iilaling the f~iiictioniiig and developmeill of 
rlificrc~il sectors of an econoiny through affectiiig changes in poverumcnl expeitdlture niid 
taxation s)lstcm. Monetary policy tries to f~ilfill the saiile aim through regulating money 
slipply and through this the credit and investnlc~it coiidilioiis in the economy. 

6.2 MEANING OF MACRO ECONOMIC POLICY 

A iilacro economic policy refers Lo  he deliherale measures lal<cii at naLiunal levd to 
regulslte the f~~iiclionirig, growth and development ol' the cconomy and its scclors. The  
policy is lraiued hy Goverliment and implemented throng11 iiistitu~ions controlled or 
spousorcd by b e  Governme~it. Out of Lhe various iiiaao economic policies the two crucial 
ones are fiscal and nionetary policies. 

Flscal policy is the inconle and expenditure policy of the governnieiik. Governinelit needs 
money to run Lhe country's administration, Lo provide facilities to Lhe people and Lhc 
bus~ness, lo undertake developmental activities and so 011. Tax is ~ h c  illail1 SoLIrce of 
income for any govcrnmcnt. The lype of laxes government iillposes has a great hearing on 
developmcnl of' Lhe various sectors of Llle economy, Gover~il i lc~~l uses taxalion as a tool for 
regulating economic activilies in the country within thc framework of over all policy 
ohjeclives. Goveriiinenl expenditure is another tool . Governn~ent's spciidjiig has a bciuing 
on Lhe slandard of living of llie people, the husiness environnieiit, the growth of various 
sectors. elc. The F~scal policy of a counlry finds its ex1)ressioii in governmeill budgel. 

Mouelary policy of' a country broadly aims at rcgulaling the ~iloiicy supply i n  the counlry. 
Regulation ol' money supply in the country has ils al\ti.ct 011 ililcrcst s~ructurc, crcdit 
slruclure, investmcnl slrusturc, prices, flow ol' I'orcign cxchange ctc. The policy is preptued 
hy the celltrill bank of Ilic counlry and implcmeiited niainly tlirt\ugli the com~nerciaI banks. 
Resavc Bank of Iildia is the ce~ilrsl hilnlc in 'India. Stalc B;ink of India, Funjab National 
Bank, Canara Baiilc. TTnion Baiilt of Inrlia, UTI Bank, Times Qaiik, clc. are the exunples of 
commercial banks. I11 practice nearly all Lhc l'inaiicial institulions, banking or  non - banking 
are involvcrl in Lhc iiilplenlcritation of the 1no1iet;ry policy, dircclly or indirectly. 

Mosl ol' Llie oljeclives of molietary ;uid fiscal policics are common. The ultimalc aim ol' 
hoth policies is cconoillic growth and development ol' Lhc country. 111 the following sectiolls 
we will have il look'inlo Lhe various ob.jectives, iiistrumenls and Ihe govenlment agencies 
respollsible fi)r implen~enlation of fiscal and monetary policies in India. 

6.3 MEANING OF FISCAL POLICY 

The acljeclive 'Iiscal' is derived froill Lhe nouil "fisc" (from L a t ~ n  fiscus). Fisc means a 
stale or slale Lreasury. The word fiscal, thcrcf'ore, rcli'rs Lo ;dl illatlers pcrlailiiilg to stalc 
Lrcasury, particularly ils source of rcvcnucs and its patlcrns of cxpc~idilures. Accordjngly 
fiscal policy deals wilh goveriimcnl's power Lo tax and spend for Lllc purpose of achieving 
ccrlaiii declared policy ol1jeclivcs which generally relale ro priccs. oulput and employment. 

There are two S~indamcntal issues ol' fiscal policy. First, sliould laxcs be raised or lowered? 
Scconcl. should govcrilnlcnl spending be reduced or ~ncreascd'? Lowering Laxcs and raising 
goveriimcill cxl~endilure raises demand and helps in thc expansion of economy. Raising 
taxcs and culling gover~lnleilt expenditure reduces denlalid and has the cflect of ~~~~~~acliug 
lllc economy. The nlain concern of the liscal policy thus is Lhe ways in which the 
goveriililcill raises and spends money. Govcr11mci11 raises moiiejl through Laxalion, 
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Rusi~~ess nut1 Govenln~ent borrowing and printing new money. Each source has its own iniplication. Government 
spends money on public works and transfer payments. Public works iiiclude roads, parks, 
bridges, governme111 buildings, water supply, electricity supply, educational institutions etc. 
Tr;ulsfer payinelits are in the forn~ of old age pensions, interest payments, etc. 

Fiscal activity call be discretionary and non - discretionary. A discretionary fiscal- 
activity means'deliherate actions by the goveriinlent in spending and taxing to influelice the 
nation's output and emplo~~ment. or to correct the sit~~ation arising from inflatio~iary or 
deflatioilary te~~deiicies in the economy. A non - discretionary fiscal activity means 
changes in government spending u ~ d  taxes taking place automatically without any explicit 
decisions by the fiiliuice minister. For exanlple, during inflatioou-y situation an already 
existing progressive iuconle tax policy has the effect of reducing people's power of 
spending. The distinction hetween discretioiiary and 11011 - discretionary I-iscal activities can 
h e  used to state the ~llea~iillp of fiscal policy a little more precisely.' 

To be more precise, fiscal policy in the modern sense refers to the deliberate actions by 
the government in its spellding and taxing activities to achieve certain objectives like 
that of price stability a~id raise output a~ id  employment to the desired levels. Thus the 
modern fiscal policy is essentially a cliscretio~ixy fiscal policy. 

6.4 INSTRUMENTS OF FISCAL POLICY IN INDIA 

As i ~ e n t i o ~ ~ e d  ahove, fisclll policy refers to the delihcrate actions by the goveriiment in its 
spencling and taxing activities. Broadly, fiscal policy in the Indian context i ~ i v o l v ~ s  the 
ways in which .the central government raises a ~ ~ d  s p e ~ ~ d s  money. Let us explain these two 
aspects in detail. 

6.4.1 Ways of Raising Money 

How the government chooses to raisc money? The ways of raising money are technically 
ternled as 'sourccs of reveni~e' in public finance. These sources of revenue are one set of 
instruinents of fiscal policy. Basically, a government has three sources of reveillie : a) 
taxation, h) borrowing and c) printing new money. In India there is iu additional source in 
the forin of non - tax revenue. Out of tllese the printing of new inoney is generally Ihe last 
resort. In the Indian context there are three ways of raising moliey (sources of revenue). 

1) Tax revenue 

2) Nou - Lax reveuue 

3) Capital receipls 

Let us briefly describe each source of revenue. 

1) Tax revenue: A Lax is a ct:mpulsory payillent to goveriin~ent, Taxes can be levied 
and classil'icd iu many ways. There are threc principal types of taxes in any system: 
taxes on incomes? wealth, and activities of production, consumption etc. Main taxcs 
levied by central government are: 

1. Corporation tax 

2. Iiicome tax 

3. Interest tax 

4. Expenditure tax 

5. Wealth tax 

6. Gift tax 

7. Customs 

8. Union excise duties 

9, Service tax 

10. Othcr taxcs and duties 



OL~L of the ahove the principal taxes in order of importance in the hi~dget of the year 1997- 
98 ;UC union excise duties (34%), customs (34%): i~icanle tax (14%) and corporati011 tax 
(14%). These four taxes together constitute nearly the entire gross tax revenue of the 
celltral goveriiment. The taxes, other than these four, constihlte o~ily about 3% of gross tax 
revenue. Income tax is the tax on income of the individuals. Corporation tax is also ;m 
illcoinc tax but on the profits of companies, i.e. before these profils are distributed to the 
owners of the conlpanies. These two together constitute ahout 28% of gross Lax revenue. 

Incoille tax is a useful tool of reducing ineqtialities in the distributiori of income, Union 
excise duties are taxes on manufacturing of goods. Custo~ns are the taxes 011 imports and 
exports of goods, in India mai~ily on imports. More than two third of the total tax revenue 
conies from iuiion excise duties and customs. 

2) Non - tax revenue: It coniprises of (i) interest on loaiis to slates and illiio~l 
terrilories (ii) iliterest payable by goverilmelit eulerprises (iii) dividends and profits 
from public sector enterprises (iv) external grants (v) receipts from union territories. 
Out of the total non-tax revenue over 60% is ll-0111 interest (i.e. (i) and (ii) (ahove). 
Dividends and profits from puhlic sector enterprises constitute nearly 15%. 

3) Capital receipts: The main items of caI,ital receipts arc loa~is raised by the 
goverliinent froin public which are called lilarkcl loans: borrowings hy gc~vernment 
from Reserve Bank'and other parties through sale of treasury hills, loans received 
froni foreign governments and hodies and recovery uf  loans granted by Central 
Governme~it to the State ;uid U~iioii territory gover~imenu and other pilrties. Broadly 
capital receipts constitulte fresh loaiis made and loa~is recovered. Out oS Lhe tolal 
borrowings the loaiis Lrom the RBI coristitute 'deficit fiiii~.n~ilig'. The inlplicntion 01' 

deficit financing isyhat this directly leads to printing of notes leading 10 net 
additions to inoney supp1.y in the economy. In 1997-98 hudget il is to the tune of 
Rs. 16,000 crores representing nearly 114 of total fiscal deficit. Another source of 
capital receipts is the resale of the share of puhlic sector undertakings. 

The comparative positio~i of the three categories of receipts in 1997-98 budget of the 
Central Government is summed up in the Table 6.1 

Table 6.1 : Receipts of Cc~rtral Governnlalt of India 
(Budget Estinlates 1997-98) 

Clearly the govcrnnlent is dependent on borrowings (Capilal receipts) to the tune of iiearly 
29%. It iuealis to ineel every one rupce of its expcildil~~re governmen1 has to borrow 29 
paise, This is the real burden for the government in Lhe for111 of future liability of 
r:epayment of loans and interest. 

6.4.2 Ways of Spencling Money 

(Perceiltage of toti~l) 

56% 

15% 

29 70 

100% 

Source of revelll~e 

1 .  Tax revenue . 
2. Nun-tax revenue 

3. Capital receipts 

Total 

This is the secoiid aspect of fiscal policy. The bndgct of the central government cliissil'ie~ 
public expenditure into (a) plan expenditure tuid (h) lion-plan cxpendilure. Each in turn is 
sub-divided into (i) revenue and (ii) capital expenditures. 

Amount (Ks. Crores) 

153143 

39750 

79033 

271926 

Plan expenditure includes provision of expeiidilurc I'or various projects, progrmnles a ~ l d  
scheiues included in the Central plan for the fivcn year. Non-plan expenditure covers all 
expenditures of government ~ io t  included in the plan. It iiicludcs (a) cxpendit~ue obligatory 
in nature, for example, i~itercst payments, expenditure on defence and internal security, etc; 
(b) expenditure on maintaining the assets created i11 the previous pians and (c) expenditure 
on co~ilinuiiig services and activities at lcvels already reiiched in il plan period. Thus as 
Inore plans are compleled the iicin-plan expeuditure increases. 

Revenue expenditnl-e is the expenditu~e which does not resull in creation nS assets. It is 
for thc nornlal ruiiuing of government degartments a~id vilri~us scrviccs, illlerest chargcs on 
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Business :nld Government debt incurred by government, subsidies, grants to state goverllments aiid other parties. 
Capital expenditul-e consists of expenditure on acquisition of assets like land, buildings, 
machinery, equipnlent, shares, etc. 

The relative position of plat1 and lion - plan expenditure in 1997-98 Budget estimates of 
the central government i s  given in Table 6.2 

Types of expeilditure ( Amount (Rs. Crores) I Percentage of total expenditure 

1. Non - Plan Expenditure I 1 
a. Revenue Expelldituve 1 14814  1 63 % 

b Capital Expencl~ture 23470 10% 

Total ( a  + b) 169324 73 % 

2. Plan Expendituie 

c. Revenue Expenditure 37554 16% 

d. Capital Expenclitul e 25298 11% 

Total (c + (I) 62,852 27 % - 
3. Total Expenditure 

(Plan + Non Plan) 232176 100% 

Plan expenditure is 2,7% of total budget expenditure. Nearly 314 of total expenditure is non 
- plan. This is because we hdve col~lpleled eight five year plalls which illeans a totaI of 46 
years of planlii~~g period and as niore plaiis are conlpleted, non - plan expenditure 
increases, 

Capital expe~iditure is nearly 115 of total expenditure. Remaining 415th is routine revenue 
expenditure. A good part-of expenditure is on transfer payments like pensions, interest 
payments, subsidies etc. It will help In creation of income and employillent if spent on 
goods and services by the recipients, 111 any case transfer payments is a very useful 
instrument of redistrihutiiig i~icoille in favour of the poor sectiol~s of the society. Capital 
expenditure, on the other hand. sllinu~lates capital for nation, provides socially useful g ~ o d s  
such as parks, roads, schools, hospitals etc, and provides jobs. It is a very good instrument 
of enhancing capital hase of h e  nation, creating i~lfrastructure facilities, and stimulating , 
incoille eilmlng capacity of the society. 

Check Your Pr~gress A 

1. What is a lnacro ecoiionlic policy? 

.......................................................................................................................................... 
, 

........................................................................................................................................ 
......... ..................................................................... ........................ 

2.  N a n e  the three ways of raising money by the Government of India. 

........................................................................................................................................... 

.......................................................................................................................................... 

.......................................................................................................................................... 

6.5 BUDGETARY FRAMEWORK IN INDIA 

6.5.1 Summary Format of Budget 
A sumnlary format of the budget estmates of the Central Government of India for the 



year 1997-98 is given helow (Table 6.3). This format aims at highlighting deficit position Macro Econor~lic Polides 

during the year. There are many concepts of deficit e.g. revenue, hudgetuy, fiscal and 
primary deficit. Of these fiscal deficit is considered a con~prehensive measure of deficit as 
compared to other. Let us explain the meaning of each type of deficit. 

Table 6.3 : nudget Esti~l~ates of Governllle~~t of India for the year 1997-98 

Other Receipts 

Borrowings and other liabilities (including 
9 1 -clays T~easury Bills) 

Total Receipts (1+ 4) 

Non-Plen Expeuditure 

On R e v e ~ ~ u e  Account Of which 

Inlciest Paymenls 

011 Capital Account 

Plan Expeilditure 

On Revenue Account 

On C:~pitnl Account 

Total Expeocliture (9+ 13) 

Revenue Expenditure (lo+-14) 

Capital Expcnditum (12 + 15) 

Reve~lue Deficit (1 - 17) 

Bndgetary Deficit (8-16) 

Fiscal Deficit (I + 5 + 6)- 1 6  

1. Revenue Receipts 

2. Tax Revenue (Net to Centre) 

3. Non-Tax Revenue 

4. Capital Receipts 

5. Recoveries of Loans 

Amount in (Rs. Crores) 

153 143 

113394 

39749 

79033 

8779 

6.5.2 Measures of Deficit 

22. Mo~letised Fiscal Deficit $ 

23. Primary Deficit (21 - 11) 153143 

A deficit is said to occur when budget expenditure exceeds budget receipts. There are 
various concepts of deficits depending upon the type of expenditures and receipts take11 
into considwation. In the central government's budget of India three types of deficits are 
recorded. These are revenue deficit, gross fiscal deficil and gross primary deficit. 

16000 

-2546 

1. Revenue Deficit : Revenue deficit equals the excess of revenue expenditure (both 
plan and non-plan) and revenue (both tax and non-tax) receipts. This deficit represents 
only part of the hudget. Revenue receipts are the receipts of routine nature and do not lead 
to any addition to the liabilities of the government. Revenue expenditure, is the 
expenditure of routine nature not involving creation of any assets. As such the revenue 
deficit indicates the extent to which the current receipts are insufficient to meet the current 
m e i ~ d i t ~ ~ r e .  

# With the discontinuimcc of the ad-hoc Tresury bills and tap 91  thy^ Tkeasury bills the 
concept ol' co~iveiiti~lial butlget deficit loses its 'elevance. 

$ Expected levcl of RBI support to Central Government bon.owi11g. 

Sonrce : Budget At A Glmlce : 1397-98, Ministry of Finance, Government of India. 



R~~siilcss nnd Gove~m~nent  2. Budgetary Deficit : Budgetuy deficit equals the excess of total expenditure over total 
receipts. This includes both revenue and capital items. In the 1997-98 budget onwards total 
expen(1iture iind total receipts ire ~lccessarily equal and for all practical purposes the 
concept of budget deficil becomes irrelevant. 

3. Gross Fiscal Deficit : It equals excess of total expenditure over total receipts excluding 
horrowings a~id other liahilities. Iu the 1997-98 hudget it equals borrowings and other 
1iahiIities (including 91 days treasury bills). It is a measme of total borrowing requirements 
of the ce~itral government. During 1997-98 it was Rs. 64454 crores. 

Fiscal deficil is the most relevanl of all the meamres of deficit. It is a measure of real 
volume of problem of finailcing expenditure. It also indicates increase iu 1iabiIities during 
the year and increase in liabilities during coining years on account of interest payments. 

4. Primary Deficit : Pri~nary deficit equals gross fiscal deficit less gross interest payments. 
Gross fiscal deficit equals borrowings u ~ d  other liabilities. So primary deflcit equals 
borrowiiig less interest payments. This is a measure of horrowing requirerilents other than 
to meet the iiiterest obligations. I~itercst payments are the result of past liahilities. Primary 
deficit is il measure of liabilities arising a fresh on account of' current expenditures. 

6.5.3 Sources of Financing Gross Fiscal Deficit 

From 1997-98 budget esliniates gross fiscal deficit (Gm3) for all practical purposes equals 
'borrowing and other liabilities'. CiFD is most relevant concept of deficit indicating the 
volume of problenl of financing deficit before Llle central government. The lnaiii sources of 
borrowing, arranged in order of inlportance are : 

1) Other (i.e, other than market loan) long term and medium term borrowings: The 
loans comprise conversion of treasury bills. 

2) Small savings, PPF and other deposit schemes for retiring government employees: 
This incIudes deposit mobilization lhrough post office saving schemes, public provident 
fund, and the schei~xes for retired goverlinlent employees. 

3) Special deposit schemes: This is in the forin of investments by non - goveriiment 
provident funds, super at~nuatiun and gratuity fluids of Life Insurance Corporation, 
Employee's State Insura~ice Corpor'ation, etc. 

4) Market loans : These loans ire raised by selling government securities. 

5) Short term borrowings : These are in the form of 364 days treasury bills offered to 
the financial instihitions and other parties. 

6) State provident funds : This source includes provident fillids of governmalt 
employees. 

7) Gold bonds : These bonds mobilize idle gold resources of ordinary citizens to 
suppIement the official reserves. 

8) External assistance : This constitutes borrowiilgs from foreign countries. 

The relative ilnporta~ice of the above sources is given in Table 6.4. 

Tallle 6.4 : Sources of filla~lcilig fiscal deficit - Budget estilllates 1997-98 

Sources of fi~laiicil~g 

1. Other short-term, medium 
term and lolip Lwrn hoi~owings 

1 3. Special deposit sdiernes I 10,006 I 15.3 i 
2. Small Savings, PPF and other deposit 

schemes for retuecl gavcrnrnent employees 

( 4. Market borrowings I 4,070 1 6.2 I 

A ~ l l o u ~ ~ t  (Rs. Crores) 

29750 ' 

14,000 1 21.4 I 
5. State provident funds 

6. External assistance 

Percentage of total 

45.5 

7. Other receipts 

Total 

2,643 

65,454 

4.0 

100.0 
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Of the above source 1-5 and 7 are internal borrowings and 6 is cxternal borrowings. So Mncro Eeononiic Policies 

nlore than 96% of financing is Erom within the country and about 4% from foreign 
countries. Total accumulation of public debt and other liabilities of the central government 
since 1950-51 is shown in Table 6.5. 

Fable 6.5 : Accrrl~~ulated pul~lic dcbt and other lial~ilities of Govcrl~ntent of' India I 

Fiscal policy deals with government's power to tax and spend for the purpose of achieving 
certain declared policy objectives. It refers to deliberate actions by the government in its 
spending and taxing activities to achieve certain objectives. The three basic objectives of 
fiscal policy are promoting economic growth, enlployment and price stability. There are 
other objectives also. Let us have a. look at these objectives. 

Source 

Internal 
4 

Externd 

Total 

(1) Promoting economic growth I 
1 Ecoitomic growth means raising the level of real output. Goverllment promotes econolni~ 

growth in many ways. It creates conditions suitable for raising productions. For this 
purpose the goveri~ment follows ils expenditure pattern in such a manner that there is 
effective administration, proper insfi-astructural facilities, etc. It illso provides subsidies and 
tax concessions to encourage production activity. Government also participates in 

I produclion directly by opening public sector enterprises. + 

The ~nain short term i~nplication of the above debt is the payaw~t of huge sum 01 llloiley 
as il~terest every year. In the 1997-98 budget estimates the interest paylnents amounted to 
Rs. 68,000 crores. This mounts to nearly 30% or total expenditure during the year. 

6.6 OBJECTIVES OF FISCAL POLICY 

1950-51 

Al~iou~i t  Percelrtagc 
(Rs. crores) 

2830 99 

30 1 

2860 100 

(2) Creating employment opportunities 

Goven~mnent creates employlnent opportunities directly by opening public enlerprises and 
undertaking pnhlic works programmes like building of roads, bridges, government 
buildings, etc. Government of India has launched many enlploymen t generation scheilles, 
Governnlelit creates employment opportunities indirectly also by pursuing policy of 
encouraging labour intensive industries through subsidies and lax concwdons. Government 
of India gives such tax conceSsions to small scale and collage industries in India. 

- 1997-98 
- -  

An~olmt Percartage 
(IZc. crorcs) 

677290 92 

56000 8 

733920 100 

(3) Ensuring stability in prices 

Fiscal policy can play and actually plays an i~l~portant role in avoiding fluctuations in 
prices. Undue rise in prices causes fiardships to common man while undue fall in prices 
leads to fa11 in production and e~nployment in the country. Government ensures some 
stability in prices, at least of essential goods for consumption and production, through fair 
price shops, keeping buffer stocks, giving fiscal incentives to raise production in the form 
of tax concession, subsidies, etc. 

(4) Reducing inequalities of incomes 

Only government intervention through deliberate fiscal measures can be helpfill in reducing 
inequalities. On the taxation side government follows a progressive tax rate policy of 
taxing higher incomes and taxing production of goods consumed by the rich at a higher 
rates. On the expenditure side, government spends money so collected on welfare schemes 
meant for the poor, 

(5) Regulating foreign trade and foreign exchange 

Governlnent encourages or discourages imports and exports by varying custoill duties from 
lime to time. For the past few years Government of India is following a policy of 4 1 



I { ~ t a i ~ l c s r  ; i r ~ d  Govcrnlnent liberalization of imports Ly lowering import duties with s view to step up production 
acUvity, attracting foreign investments, make the domestic market more competitive ;~nd 
encouraging exports. Liheraliziltion of foreign trarlc also increues the il,ow of foreign 
exchange. This may ultinultely he helpful in solving the balance L ~ f  payment"rob1ems of 
the country. 

Check Your Progress B 1 
1. ~istinguish between plan and non-plm eepe~diture of government. 1 

2. Define the concept of gross fiscal deficit as used in the central govcrnmenl's 
budget. 

......................................................................................................................................... 

......................................................................................................................................... 
3 Define fiscal policy. 

6.7 MEANING OF MONETARY POLICY 

Monetary policy is the deliberate exercise of the monetary authority's power to induce 
expansions or contractions in the money supply with the objective of influencing 
investment, income and elnployment and nlaintaining price stability in gerieral witbin the 
broad framework of econolnic policy objectives of governn~ent. The central bank of a 
country is the monetary authority of the country. India Reserve Bank of India (RBI) is 
the central bank of the country. Each country has a ccntral bank known by differen1 names. 

The objectives of monetary policy are nearly the sanle as that of fiscal policy. However the 
nature of measures adopted and the agencies responsible for inlplementation are different. 
Fiscal policy is operated by government while the monetary policy by Ule central bank (i.e. 
RBI). Fiscal policy illvolves changes in taxes and governlnent spending, Monetaxy policy 
involves variations in money supply, interest rates, lending by cornmerciiil hanks etc. 

To understind the meaning of monetuy policy let us firs1 explain the meaning of thc 
concept of money supply and the institution of centrd bank. 

6.7.1 What is a Central Bank? 

Banking structure of a country comprises of central hank and the carnnlercial banks. The 
commercial banks are engaged in accepting deposits from public and lending. In addition 
they provide many services to their depositors like cash withdrawls tuid trarisfer of funds 
from one bank to another etc. 

The central bank is the supervisoq hank over the commercial biulh.  It reglllates the 
activities of these banks particularly the banking functions. If you have visited some banks 
YOU must have observed that d l  banks have nearly the sane  rules of making deposits and 
similar lending rates. It is because all such rules *re framed by the RBI. The central balk, 
however, does not dedl with the public directly. It deals with government and con~mercinl 
banks only. 

Following are the main functions of the ce~ltral bank. 

1. Sole authority to issue currency. 

2. Looks after government accounts and advises government on economic matters. 



3. Regulates deposits and lending activities of conlnlercial hanks. 

4. Lends nloney to the commercial bank in times of need (Lender of the last resort 
ti~nction). 

5 .  Organizes inter-bank transfers (clearing house function). 

6. Regulates the tlow of foreign exchange. 

7 .  Conducts research on econonlic matters. 

6.7.2 Concept of Money Supply in India 

The public holds money either in the forin of cash or in the form of demand deposits with 
b d s .  We make payments either by paying cash or writing a cheque on the bank where 
we hold our deposits. The sum total of money public holds and can be used for settling 
transactions, to buy and sell things and make other payments constitutes the money 
supply of a nation. The general definition of inoney supply has the follawirlg conlpolients 

Money supply - - Notes and coins with public 

+ Demand deposits with con~mercial banks. 

The above measure of money supply is a general measure and labelled as MI. In India RBI 
I'ollows four concepts of money supply MI,  M,, M, iuld M,. These are 

MI 
- - Currency with the public + demand deposits of 

public with conlnlercial 
banks. 

M* 
- - MI + Post office saving deposits, 

M3 
- - M, + Time deposits of public with comnlercial 

banks. 

M4 
- 

! 
- M, + Total post office deposits. 

Out of these foar concepts RBI generally uses M, and M,. The basic difference is that 
anlong bank deposits MI includes only demand deposits i.e, deposits withdrawable by 
writing cheques while M, i~lcludes all deposits i.e, also time deposits or fixed deposits etc. 

6.8 INSTRUNIENTS OF MONETARY POLICY IN INDIA 

Essentially the central bank relies on five i~lslrulnents to influence money supply, interest 
rates etc. and in turn influences the course of entire economy. They are : 

Reserve ratios 

e Ope11 market operations 

Margin requirements 

0 Moral suasion 

The ahove list is not an exhaustive list. The central bank may adofit other measures as RBI 
does in India depending upon the purpose 8t hand. The first lhree are the general 
instrulneilts because they influence the nation's money supply and general avilahility of 
credit. These are called quantitative instruments. The fourth and fifth are selective or 
qualitative instruments. These are a i m g  at affecting changes in the availability of credit 
with respect to p;uticular (i.e. selective) sectors oS tlle economy. Qualltitative instruments 
are called 'quantitative' because they affect Ule total volulne ( or quantity) of money 
si~pply and credit in the country. Selective instnin~ellts are called selective hecause they are 
aimed at the nlovement of credit towards selective sectors of the econonly. Lel us explain 
each set of instruillents. 

6.8.1 Quantitative Instruments 
I) Variations in reserve requirements 

The central hank inakes it legally obligatory for the commercial bulks to keep :I certain 



R ~rsincss m d  (;oven~a~enl nlinirnulll percentage of deposits in reserve. They are of two types: a) cash reserves ui 
liquidity reserves. Cash reserves are kept hy coinn~ercial hanks with central bulk. 
Liquidity reserves are in the form of liquid assets such iis cash, gold, securities, etc. 2 

iUe kept by co~~l~nercitll hanks with themsdves. Their mini~nunl ratios as fixed by the 1 
are called Cash Reserve Ratio (CRR) and Statulory Liquidity Ratio (SLR) in India. 

How does it work? Suppose a commercial banlt has a total deposit of Rs. 100 crores. 
Furtller suppose the CRR and SLR together come to 20 pe~cent. It llieilns that the bank 
has to legally keep Rs. 20 crores as reserves. 11 also 11lea11s that the bank has the capac 
to grant loans upto Rs. 80 crores. Now iT thc minimum reserve requirements is 30 perc! 
the bank's capacily to grant loilns falls to Rs. 70 crores. So if h e  central bank wants 
contraction of creclil in the eoonomy it can rase legal reserve requirements. 

2) Bank rate 

The central bank lends nioney on interest to the co~nnlercial banks just as the comnierci, 
hanks lend money on interest to public. The rate of interest charged by the central 
bank on their loans to commercial banks is called hank rate (or discount rate). 

Variation in bank rate influences credit conclitions in the country. A1 increase i n  bank rat 
makes it more expeilsive for conmlercial banks to borrow. This exerts pressure to bring 
about a rise in interest rates (called lendill& rates) charged by the coniniercial banks on 
their lending to puhlic. This leads to a general tightening of credit in the economy. The 
decrease in bmk rite has the opposite effect and leads to general easing of credit in the 
economy. Infiiltionilry conditions in the economy need tightening of credit while 
deflationary tendeucles need general easing of credit. 

3) Open market operations 

These operations refer to the buying and selling of government securities by the central 
bank in the open market. When the RBI sells securities to the coillniercial banks or to the 
public the money flows out of commercial banks and inlo RBI. This reduces deposits of 
commercial banks and consequently their capacity to create cred~t. The buying of securitia 
has the opposite effect leading to out flow of nloney from the RBI and into commercial 
banks leading to rise in deposits and credit creating capacity of these hanks. 

6.8.2 Qualitative (or Selective) 111strument.s 

Qualitative instru~lle~~ts intluence the direction of credit rather than total volun~e of crddlt. 
Margin requirenlents i ~ l d  moral suasion are the two principal instruments. RBI uses more 
selective ~nstruments in additioi~ to these two. 

1) Margin requirements 

~onlinercial banks lend dgainst securlty in the form of property, merchandise or financial 
illstnllllents like shares, bonds, debentures etc. While lending against a security banks keep 
a margin as a safeguard against iluctuations in the lllarket value. For example if the 
current market value of security is Rs. 10 lakhs, the bank nlay glve loan ooly uplo 80% of 
the value and keep a mxgln of 20% as a safeguard. The central hulk uses this margin 
requiremellt as ail instrument of regulation of credit. It has the power to fix the nlinimum 
margin. Higher the nlluim~~ln ~nargi~i less is the credit granted against il security. Higher or 
lower mininltull nlargiils may he fixed on selection hasis to d~scourage or encourage 
borrowings. 

2) M d  suasion 

It implies the central bank exerting pressure on banks by using oral and written appeals to 
expand or restrict credit in line with its credil policy. No writtell rules are enforced. Banks 
are only advised and persuaded to discouragra cir encotuage lending. Moral suasion .is a 
psychological device which relies on personal talk and public opinion. 

3)  Ceilings on credit 

To check undue expansion of credit in certain directions, the RBI puts ceiling on granting 
of credit for certain purposes. This iilstrunle~lt can also be used to ensure equitable flow of 
credit towards all sectofs of the economy. 

4) Discriminatory rates of interests 
4 3 RBI is e~llpowered to direct colnnlercial balks to charge different interest rates for 
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Eralitil~g credil Lo different sectors. Priorily sectors are galerally given loans at lower rates. Macro Econo~r~ic Policies 

The scope of the priorily sectors nlay be determined in accordance with overall economic 
policy of the governmenl. A1 prcserit agriculture, sn~all industries, smdl traders, self- 
elllployed professionals, educated unemployed are some exa~llples of priority sector. 

6.9 0B.TECTIVES OF MONETARY POLICY 

The main objectives of monetary policy of RBI s i ~ ~ c e  the iiitroductioii of planning in India 
have been speeding up econon~ic developmenl and to control inflationary tendencies. 
Economic development is not a single ohjeclive hut a mix of illany objectives like 
economic growth, employment, ecoilo~nic equality ctc. With the ever rising volume of 
foreign trade RBI regulates the flow of foreign exchange. Ttlese objectives are explzined 
below. 

Econonlic growth implies,rise in real inconle or output. It requires investment. The 
banking system is a big source of credit for investn~ent. By regulating the flow of credit in 
the desirable directions the RBI contributes a lot to the economic growth of the country. 

2) To colttrol fluctuations irt prices 

Both inflation and deflalion are not good for [he health of the economy. Inflation causes 
hardships to connuners and causes decline in exports. Deflation causes unemploynient and 
reduces real oulput. Money supply is an iillportanl [actor causing inflation. More money in 
the hands of people nleans nlore demand. If the real output lags behind money supply the 
prices are bound to rise. The RBI plays a ~isef'ul and important role in controlling thc 
unrestricted growth of money supply tllt.ough its moaetxy poiicy measures. 

More iavestnlent creales Inore employment opportunities. Bank loans are a very ilnportant 
source of financing investment in modern limes. The Ioiul granting capacity of commercial 
balks is deter~llined by the RBI's credit regulatiorl measures, boll1 quantitative and 
qualitative. RBI can raisc this capacity by lowering reserve requirenlents, lowering bank 
rate, buying goverrlmenl securities from the market and so oa. In this lnanner RBI plays ik 

very useful role in expanding e~nplovment opportunilies in the country. 

4 )  Ecorzornic equality 

Inequality in the distrihuliol~ of incomes is an ccono~nic and social ill. All governments 
show dcterminalioli in c~lsuring a more equitable distribuhou of income. RBI plays a11 

important role in illis respect. I1 tries to ensure adequate flaw of credit towards priority 
sectors like small scale and cottagc industries imd other less privileged seclions of the 
soclety Lhrough selective credit controls. These sectors get loans at lower rates or  interest 
and on easy terms. It hlocks the uilrestricted flow to the large industries by putting ceilings 
on hank credit. 

Fluctuations in  exchange ra la  may adversely affcct foreign tradc. Tllese may reduce home 
currency value of exports and increase value of i~llporis. This n1ay put exporters and 
inlporters into losses. RBI plays a very usefill role in controlling Lhcsc ilucl~rations. It puts 
certain conditions on i~iilow and outflow of foreign cxchange al~d titke other measures to 
enslue somc stability in exchange rates. 111 India RBI is thc sole authority of foreign 
exchange management. 

ROLE OF RESERVE BANK OF INDIA 

RBI plays three types of roles : 1)  The traditional role that a central bank is expected to 
play; 2) Lhe supervisory role i.e, regulation of the functioning of commercial hailks in 
India and 3) pronlotiona1 role i.e. helping the devcloplnental process i n  thc country. 
The three roles arc described below . 

1' Traditiorznl role 

Traditionally, like any other central b i ~ i k  in rhc world, RB1 perfornu the folIowing 



Business sntl Governme~~t  functions : 

- Sole authority to issue currency notes and coins in India. 

- Handles all accounts of government. 

- Advises governmelit on economic matters. 

- Regulates bailkilig activities of commercial hanks who are required to keep a 
certain ratio of deposits as reserves with the RBI. Ln return RBI gives loans to 
these banks in times of need. 

- Regulates lendir~g hy collinlercial banks to keep a check on money supply, 

- Regulates all foreign exchange transactions to ensure smooth flow of foreign 
exchange a~ld stability in exchange rates. 

2) Supervisory role 

Although RBI wiis established in India in the year 1934 to perform the traditional hnctiol 
stated above, the Bankilig Regulation Act, 1949 gave RBI the powers of supervision and 
control over commercial hanks. These powers concern granting licenses to new banks, 
permission for opening more branches, fraxning rules for management and working etc. 
This role is to ensure smoothlless in  day to day working of commercial banks in India. 

3) Promotional r o b  

a) Rural credit 

RBI takes direct interest i n  rural credit. Before 1982 it usedJo provide loans to the 
agricultural sector through cooperative institutioils and state governments. Later this 
function was transferred by RBI to National Bank for Agriculture and Rural Development 
(NABARD) which was set up in 1982. After doing so RBI has not washed off his hands 
from its promotional function. It has opened lip a new department called the Rural 
Planning and Credit Dep;utn~ent to look after the prohlems of rural credit. 

b) Industrial finance 

The RBI has played a do~lli~iaiit role in setting up of credit institutions to finance industry. 
Main examples of such instihttions are: Industrial Finmice Corporation of India, State 
Financial Corporations. Industrial Developillent Bulk of India, Industrial Credit and 
Investnlent Corporati011 of India. 

c) Finance of priority sectors 

The RBI directs commercial btulks in Indla to give special attention to the credit needs of 
priorlty sectors like agriculture, small industries, s~nall traders, self-employed professionals 
educated unemployed etc. It has designed schemes for these sectors implemented through 
the commercial bauks. 

Check Your Progress C 

Choose the correct alternative: 

1. Monetary pollcy is operated hy 

n) Finance Millister 

b) Corniliercial hulks 

c) Centtal bank 

d) Government of Ilidia 

2 .  One of the following i s  riot the instrumexlt of monetary policy 

a) Moral suasion 

b) Margin requirements 

c) Qpen market operations 

d) Deficit tinalicilig 



3. Bank rate is the rate of interest charged by the RBI on loans to Macro Economic Policies 

a) Government of India 

b) Commercial banks I 
c) Agricultural sector 

d) Industrial sector 

4. The alternalive name of bank rate is 

a) Lending rate 

b) Open market rate 

c) Discount rate :I 
I 

d) Discriminatory rate 

5 .  One of the following is the qualitative inslrument of RBI's monetary policy I 

a) Discriminatory rates of interests 
I I 

b) Bank rate 

C) Casll reserve 

d) Open inarket .~?r.iations 

6. Moiletary policy aims at regulating I 
a) Money supply 

h)  Availability of credit 

c) ' Flow of foreign exchange 

d) All the above 

7. Advising government on economic matters is the following role of RBI ' 1  
a) Traditional ; I  
c) Supervisory 

d) None of the above 

6.11 LET US SUM UP 

A nlacro eco~lomic policy refers to the deliberate measures taken at national level to 
regulale the fiu~ctioning, growth and developnlent of the economy and its sectors. Fiscal 
policy and moiletary policy me the two crucial macro level policies. 

Fiscal policy refers to the deliberate actions of governnlent in its spending and taxing 
aclivities to achieve certain objectives. Governinent raises rlloney through taxes; interest. 
dividends of public sector enterprises, extern~l assistance and borrowings. Government 
spends money on normal running of government (revenue expenditure) aid on acquisition 
of assets (capital expenditure), In the 1997-98 budget estimates about 3/4th of total 
expenditure is revenue expenditure and 1/4th is capital expenditure. 

The main objectives of fiscal policy are : (1) promoting economic growth, (2) creating 
employnlent opportunities, (3) ensrring stability in prices, (4) reducing inequalities of 
inconles and (5) regulating foreign trade an0 foreign exchange. 

Monetary policy is  the deliberate exercise of the monetary authority's power to induce 
expailsions or contractions in money supply3 Monetary policy is operated by the central 
b ~ u ~ k  (RBI). The central bank is the apex bank and supervises over the commercial banks. 
It pafornls many functions like issuing currency, looking after government accounts, 
regulate flow O F  credit, regulate the flow of foreign exchange, etc. 

The instn~menls of monetary policy are of two types : quantitative aid qualitative. Reserve 
ratios, bank rate and open market operations are the quantitative instruments. Margin 



requiremcnts, nioral suasion. ceili~lgs on credit and discriminatory rates of interests are the 1 - 
qualitative insrrumcllls ;~dopted hy the RBI. The main ohjectives of monetary policy are 1 
 early the same ils that of fifcal policy. Tliese iue : (1) economic growth, (2) control 
fluctuations in  prices, (3) cmploymcnt, (4) economic equality and (5) foreign exchange. 

RBI plays three types of roles : traditional, supervisory and p~omotlonal. In its traditional 
role it performs the usual function a ctaitral hank is expected to play like issue of currency, 
handling gover~~ment account?, regulating the activities of comiliercial banks, etc. In its 
supervisory role i t  has the power of graritillg licenses to new banks, permission of opening 
branches, eLc. In its promo~ional role RBI takes dilect i~~tercst in rural credit through 
NABARD; in industrial credit through D B I ,  ICICI, IFC, etc and in priority sectors 
through comlliercial hanks. 

6.12 (KEY WORDS 

Macro policy : National level policy of govanmen! 

Fiscal policy : Deliberate ilctio~ls by governnlent in its spendi~ig uld taxing activities. I 
Plan expenditure :Expend~ture of government on projects and schemes in the central plan. / 
Non-plan expenditr~re : Expenditure of governrneiit not i~lclildcd in plan. 

Revenue expenditure : Expenditure on norlnal filnclions or government u1d does not lead 
to creation of assets. 

Capital expenditlire : Expenditllre by governme~lt on acquisitio~i of assets. 

Gross fiscal deficit : Total expendi~ure of goverllment less total recelpts excluding 
borrowing md other liabil~ties. 

Revenue deficit : Re,velnle expenditure less revenue receipts. 

Budgetary deficit : Total expertditure less total rece.ipts of  government. 

Primary deficit : Gross fiscal deficit less iiltercst paymeuts. 

External assistance : Borrowings ti.0111 foreign countries. 

Monetary policy : Deliherate actions of nionctary authority to iriflilence nloney supply. 

Cash reserve ratio : Ratio of deposils kept hy ~o~nmercial banks will1 c e~~ t r a l  bank. . 

Liquidity reserve ratio : Ratib of de~~osits kept h y  corn~llercial banks with Ihemseives. 

Bank rate : The rate of interest charged by the central bank on loans to com~nercial 
banks, 

6.13 ANSWERS TO CHECK YOUR PROGRESS * 

C. 1. c), 2 ,  d) ,  3. h), 4.. c), 5. a), 6. d), 7. a). 

1. Explain the meaning of the following : 

(a) Macro economic policy 

(b) Fiscal policy 

(c) Monetary policy 

2 .  Explain the different ways of raismg nioliey by Gover~lment of India to finance its 
actiirities. t 

3. Distinguish between : 

(a) Plan and non-plan expenditwes 

(b) . Revenue and capital expenditures 



4. State the different n~easures of deficit in the government's budget. H o b  are these 
calculated? 

Macro Eco~lomic Policies 

5 .  What is gross fiscal deficit? How is it financed? 

6. Explain the objectives of fiscal policy. 

7. What is a central hank? State its functions. 

8. What is money supply? State the different measures of inoney supply. 

9. Explain the qr~antitative instruments of monetary policy. 

10. Distinguish between quantitative and qualitative instn~ineilts of monetary policy. 
Explain qualitative instruments. 

11. Explain the role of Reserve Bank of India. 

Note: These questiol~s will help you to understaid the Unit better. Try to write 
suiswers for them, but do not send your answers to the University. These are for 
your practice only. 




