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5.0 OBJECTIVES

After going through this unit, you should be able to:

 Explain the meaning and objectives of fiscal policy;

 Describe the meaning, objectives, and instruments of monetary policy; and

 Discuss the role of RBI, World Bank, and International Monetary Fund in public
finance management.

5.1 INTRODUCTION

The fiscal and monetary policies laid down by governments have an impact on
economic environment. They have effect on the supply of money in the economy,
credit, changing rates of interest and other related aspects. The government policies
are generally coordinated with monetary and fiscal policies for ensuring the welfare
of economies. The Central bank of the country has the responsibility to manage the
* Contributed by Dr. Anupama Puri Mahajan, Former Post-Doctoral Research Fellow (Public
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liquidity comprising cash, credit, rates of interest to promote economic growth in
the country. In India, the Reserve Bank of India (RBI) is the Central Bank which
controls inflation in the country through monetary and fiscal policies. The IMF and
World Bank have the objective of providing guidance, technical expertise in
operationalising of monetary and fiscal policies.

This unit introduces to the learners the concepts of fiscal and monetary policies,
their objectives. instruments of monetary policy, role of Reserve Bank of India,
International Monetary Fund and World Bank.

5.2 FISCAL POLICY: MEANING AND
OBJECTIVES

The word fiscal is derived from a Greek word Fisc which means the basket that
symbolised treasury of government.  A fiscal policy is the part of economic policy
that is concerned with the State’s income and expenditure to achieve and sustain
rapid economic growth in an economy. It includes public borrowing and deficit
financing. Fiscal policy determines the tax revenue, public expenditure, loans,
transfers, debt management, public borrowings, budgetary deficit, etc. Fiscal policy
can be defined as the policy that is concerned with the various aspects of the
government expenditure and the tax structure. Fiscal policy helps in the fulfilment
of the objectives of the monetary policy also. It uses taxes, public expenditure, and
public debt as balancing factors in economic development.

Fiscal policy includes tax policy, expenditure policy, investment or disinvestment
strategies and debt or surplus management. While fiscal policy encompasses the
taxation and expenditure decisions of the government, monetary policy deals with
the supply of money in the economy and rate of interest. It works along with the
monetary policy to influence the country’s money supply.

Objectives of Fiscal Policy

 Economic Development: The fiscal policy ensures economic development
through mobilising resources through taxation, savings etc.

 Efficient Allocation of Resources: This is facilitated through directing allocation
of funds to specified areas that foster social and economic development.

 Reduction of Inequalities of Income: This is attempted by fiscal policy through
appropriate taxation policies.

 Price Stability and Control of Inflation: Fiscal policy lays down methods to
control inflation and stabilise prices.

 Employment Generation: The expansion of infrastructure and other schemes
and programmes are given a boost by the fiscal policy that promote job
opportunities and employment generation.

 Balanced Regional Development: The fiscal policy through tax exemptions,
cash subsidies lead to balanced regional development.

 Infrastructure Development: The development of infrastructure in the form
of highways, ports, railways, airports etc., is possible through generation of more
resources through taxation, public bonds and so on.
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 Capital Formation: Fiscal policy facilitates increase in capital that leads to
development of other sectors of the economy.

 Foreign Exchange Earnings: The increase in foreign exchange earnings is made
possible by the abolition of taxes on export earnings, sales tax etc.

India’s fiscal system since the early 1900s, especially in taxation has undergone
changes. The initial years of India’s planned development strategy had a conservative
fiscal policy to keep the deficits under control. The tax system’s objective was the
resource transfer from the private sector to the public sector to increase the speed of
industrialisation and social welfare. However, the growth did not pick up till the
1991 economic reforms. In India, the fiscal deficit was controlled by 2007-08 and it
survived the economic recession with the help of tax cuts and increase in public
spending.

Instruments of Fiscal Policy

The tools of fiscal policy are:

 Taxation: This is an important source of revenue in all countries. There are
direct taxes paid by an individual such as income tax, corporate tax, taxes on
property and wealth. While indirect taxes are levied on consumption. It includes
sales tax, excise duty, and customs duty.

 Expenditure:  Expenditure to be incurred on various areas is another instrument
of fiscal policy.

 Public Debt: Borrowings from internal and external sources is another tool of
fiscal policy.

 Deficit Financing: The filling of gap between the revenue and spending of
government is deficit financing. This is done either through internal sources of
finance such as issuing of bonds and securities or external borrowings from
international institutions such as World Bank, IMF etc.

Fiscal Policy in India The Constitution of India provides the framework for fiscal
policy of India. The federal structure of India has divided the powers of taxation and
spending between the centre and states as per the Constitutional provisions and related
laws. The states have lesser resources as compared to their expenditure than the
Centre. The centre transfers funds to the States through the Finance Commission
and other means. The Indian Constitution also provides for the Union Government
to present its annual financial statement, the taxation, and the expenditure that it will
be incurring in the next fiscal year, in the form of budget which is also prepared by
the states.

In 2003, the Parliament passed, at the Central level, the Fiscal Responsibility and
Budget Management Act (FRMB) to institute a new fiscal discipline framework.  It
aims to introduce transparency in India’s fiscal management system. Its long-term
objective is to achieve fiscal stability and to give RBI the flexibility to deal with
inflation. It was enacted to introduce more equitable distribution of India’s debt over
years. The act has been amended several times.

On 1st July 2017, the Goods and Services Tax was introduced and passed as an Act.
It is a Value added Tax (VAT) which is a comprehensive indirect tax levy and the
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collection of tax on inter-state supply of goods and services is by the central
government. We shall be discussing in detail about this in Unit 9 of this Course.

5.3  MONETARY POLICY: MEANING AND
OBJECTIVES

Monetary policy deals with money supply, interest rates and availability of credit. It
is the policy laid down by the central bank of the country or any other competent
monetary authority in an economy. Through monetary policy, the central bank
increases or decreases the amount of currency and credit in circulation. Monetary
policy shapes the country’s economic growth, and controls inflation by adjusting the
money supply and controlling the rate of interest. It channelises funds into the
necessary areas to attain broader economic goals. Through monetary policy, the
government, or the monetary authority of the country controls the:

 Supply of money;

 Availability of money; and

 Rate of interest to attain laid down objectives aimed at economic growth and
stability.

The objectives of monetary policy are:

1. Economic growth: Through regulating prices and income in the economy,
investment is made possible that increases economic growth.

2. Price stability: The monetary policy attempts to achieve price stability by
regulating the value of money. In times of recession, to boost the economy the
interest rates are reduced to avail loans. In certain situations, loans are given at
higher interest rates to decrease money supply.

3. Exchange rate stability:  Maintenance of exchange rate stability is important
for creation of international confidence on trade. Instability in exchange rates
might lead to undesirable effects such as weakening of the value of currency,
speculation, and flight of capital abroad.

4. Balance of Payments (BoP) Equilibrium: BoP is a statement of all transactions
made between entities in one country and the rest of the world over a defined
period. The Reserve Bank of India through monetary policy maintains the
equilibrium.

5. Financial stability: The monetary policy attempts to ensure financial stability
in the economy and to reduce sudden volatile fluctuations in the financial market
and economy.

6. Inflation target: This is also indicated by the monetary policy. In India the RBI
Act provides that once in every five years, the Government of India in consultation
with the RBI sets an inflation target. The RBI has projected the Consumer Price
Index inflation at 5.7 per cent during 2021-22. India has become an emerging
market economy which makes sound monetary policy formulation more important.
In India, the monetary policy is formulated by the RBI which is mandated under
the Reserve Bank of India Act 1934. It was amended in 2016 to provide a statutory
basis for implementation bring accountability and transparency.
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The fiscal policy affects the ways a government controls its taxation and expenditures
while the monetary policy controls the money supply in the economy.

5.4 INSTRUMENTS OF MONETARY POLICY

In order to comprehend better the monetary policy framework, it is important to
discuss the instruments of monetary policy in India. They are:

1. Bank Repo Rate: The rate at which the Central Bank of a country gives loans
to commercial banks in case of a shortage of funds is called repo rate or repurchase
rate. The repo rate is used to control inflation. The banks or financial institutions
approach the RBI when they face a financial crisis for a loan and the RBI advances
the money at a rate of interest which is ‘repo rate’. The banks or financial
institutions sell government securities with a legal agreement stating that they
will be repurchasing them after a fixed period.

2. Reverse Repo Rate: This is the rate at which RBI borrows money from the
commercial banks. It also does this to reduce the excess money supply in the
banking system. So, the rate at which RBI borrows money from the commercial
banks within the country is called the reverse repo rate. It is used as a monetary
policy instrument by increasing or decreasing the rate. The simple implication
of altering the reverse repo rate is that an increase in the rate will decrease the
money in the banking system and thus the money supply of a country and vice
versa, other variables remaining constant.

3. Cash Reserve Ratio: All commercial banks must keep a minimum amount of
money in proportion to their deposits with the RBI in cash, called, currency
chests. This minimum ratio of cash to be kept with RBI is called the Cash Reserve
Ratio (CRR). This acts as another instrument of monetary policy as a higher
CRR will leave a lower amount with the commercial banks to be able to use it
for loans and investment. The RBI can control the amounts that the banks can
give as loans by increasing the CRR. The RBI uses CRR also to control liquidity
in the economy.

4. Statutory Liquidity Ratio: It is relevant here to understand two terms before
defining Statutory Liquidity Ratio (SLR). They are:

 Net Demand Liabilities: The bank accounts from which one can withdraw
sums of money like a savings/current account are called net demand liabilities.

 Time Liabilities: These are those liabilities or sums of money that the banks
are liable to pay to the customers after an agreed period. These include fixed,
recurring deposits, cash certificates and so on.

The SLR is the ratio of liquid assets to demand and time liabilities which can be
increased by 40 % by the RBI. It controls the supply of money into the economy by
commercial banks

5. Marginal Standing Facility (MSF): The MSF is a facility which allows the
commercial banks to borrow additional overnight money from the RBI by drawing
from the SLR at a penal rate of interest. This makes the banks respond to
unexpected liquidity shocks.
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6. Lending Rate: These are the rates fixed by the RBI based on which money is
lent to the customers. Higher the lending rate, more costly shall be the credit
given to the customer. In case rates are lower, the customers can take more
credit from the bank.

5.5 THE MONETARY POLICY PROCESS AND
FRAMEWORK

The Monetary Policy Process: Under Section 45ZB of the amended RBI Act, 1934,
the Monetary Policy Committee (MPC) was constituted by the Union Government
in 2016 which comprises six members. Its main function is to keep the inflation
within limits set by the government in consultation with RBI determines the interest
rate that is needed to achieve the inflation target. The MPC is supported by the RBI’s
Monetary Policy Department in considering the viewpoints of all stakeholders and
players in the economy to determine the policy repo rate or repurchase rate.

Composition of MPC: The MPC has the following six members:

 Governor of the RBI – Chairperson, ex-officio;

 Deputy Governor of the RBI, in-charge of the monetary policy – Member, ex-
officio;

 One officer of the RBI to be nominated by the Central Board – Member, ex-
officio;

 The other three members are to be experts in the field of economics, or banking
or finance or monetary policy. They have a term of four years unless it is extended.

The MPC determines the policy interest rate to achieve the inflation target.

The Monetary Policy Framework

The framework regarding the monetary policy in India has the objective to set the
policy repo rate by:

 evaluating the current and evolving macro – economic situation; and

 controlling the conditions of liquidity to stabilise market rates of money at or
around the repo rate.

Any change in the repo rate has an effect throughout the money market and pervades
the entire financial system. This impacts the aggregate demand which determines
inflation and growth.

Check Your Progress 1

Note: i) Use the space given below for your answers.

ii) Check your answers with those given at the end of the unit.

1) Explain the meaning and goals of fiscal policy.
.............................................................................................................................
.............................................................................................................................
.............................................................................................................................
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2) What is monetary policy? State its goals.
.............................................................................................................................
.............................................................................................................................
.............................................................................................................................

3) What are the instruments of monetary policy?
.............................................................................................................................
.............................................................................................................................
.............................................................................................................................

5.6 ROLE OF RESERVE BANK OF INDIA

The Reserve Bank of India (RBI) is the apex body, the Central Bank of the country
that controls the monetary policy and monitors the banking system. It regulates the
entire banking system, the liquidity conditions, financial inclusion, lending of cash
to banks, selling government securities, issuing currency, managing foreign exchange,
etc. It has a multi-faceted role covering the above-mentioned functions as well as
credit control measures. It does not indulge itself in micro or macro banking and acts
as a banker’s banker. Its monetary policy aims at stabilising the economy and making
the environment conducive for economic growth.

The RBI’s Preamble states that, “It has the function to regulate the issue of Bank Notes
and keeping of reserves with a view to securing monetary stability in India and generally
to operate the currency and credit system of the country to its advantage”. The Reserve
Bank of India ensures the stability of interest rates and exchange rates and provides
liquidity for productive sectors. It monitors the flow of credit to different sectors of the
economy and ensures development of financial institutions. The RBI as issuer and
regulator of currency notes ensures monetary stability.

5.7 ROLE OF WORLD BANK

The World Bank formally known as International Bank for Reconstruction and
Development (IBRD) came into existence in 1944. It works with its member countries,
of which India is a member, on the full spectrum of such issues from the revenue and
expenditure planning to the effective implementation of policies relating to public
expenditures. The World Bank has its offices stationed in India and other member
countries.  Its main function is to finance economic development through provision
of low-interest loans, interest free credits and grants to developing countries. The
World Bank for example recommends certain measures which are indicated below:

Public Debt – The following are the areas on which the World Bank recommends
and keeps a watchful eye on:

 balancing the financial requirements for development needs against the
macroeconomic stability and sustainability concerns;

 the limit of public debt;

 the extent of benchmarks useful in the policy dialogue;

 identification of vulnerabilities in design and implementation in debt management
system; and



69

Fiscal Policy and Monetary
Policy: Meaning, Objectives

and Instruments (Role of
Reserve Bank of India, World

Bank and International
Monetary Fund)

 linkages with other debt-related policies used by the Central Bank of the member
countries.

Methodologies of the World Bank to improve Public Finance

The World Bank uses various methodologies to evaluate the public finance systems
and suggests ways to improve them. Some of them are:

1. Public Expenditure Reviews (PERs): Nations like India have limited resources
and the World Bank sees through PERs if optimal appropriations of the resources
have been made to maximise economic growth and poverty reduction.

2. Policy Notes: The World Bank analyses the specific policies being followed in
India to evaluate if they are enabled to meet the challenges in the country.

3. BOOST: The BOOST was launched in 2010 which is an Open Budgets Portal
initiative to present a One Stop Shop for budget data worldwide. It helps the rest
of the countries to see how the other governments are facing their fiscal challenges.

4. Fiscal and Debt Sustainability Analysis: The World Bank’s framework assesses
the sustainability of the current and expected policies. It works on the
determination of policy adjustments required to manage solvency and liquidity
risks.

5. Public Expenditure and Financial Accountability (PEFA): This tool assesses
the status of public financial management. It consists of seven international
partners which are the IMF, World Bank, the European Commission, French
Ministry of Foreign Affairs, Norwegian Ministry of Foreign Affairs, Slovak
Foreign Ministry, Swiss Secretariat for Economic Affairs, and the UK’s
Department for International Development. The PEFA Secretariat offers support
to all the users of the PEFA framework. It provides a framework for assessing
and reporting on the strengths and weaknesses of public financial management
using quantitative performance indicators.

5.8 ROLE OF INTERNATIONAL MONETARY
FUND

The International Monetary Fund (IMF) is an organisation of 189 countries, working
to foster global monetary cooperation, secure financial stability, facilitate international
trade, promote high employment and sustainable economic growth, and reduce poverty
around the world. It was created in 1945 and is governed by and accountable to the
189 member countries. Its main objective is to ensure the system of exchange rates
and international payments that enables the countries and their citizens to conduct
transactions and business with each other. India is an original member of the IMF
and has received support from it from time to time. It helped India in its 1991 economic
crisis on the condition of India carrying out major structural reforms.

IMF brings stability in exchange rates in helping the exports of member countries
thereby ensuring stability in exchange rates. It has been instrumental in the growth
of international trade. The multi-lateral assistance helps members in solving their
problems in trade. It acts as a reservoir of all currencies of all the member countries.
A country can borrow the currency of another country out of this reservoir. Also, it
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extends loans in foreign exchange to the member countries for current transactions.

The IMF provides:

 Financial assistance to member countries in handling BOP deficit;

 Concessional financial assistance for promotion of exports;

 Assistance in formulation of development oriented monetary, fiscal, exchange
and trade policies;

 Special Drawing Rights (SDRs) to resolve the problem of international liquidity;

 Technical guidance and imparts training to member countries to devise and
strengthen policies; and

 Suggestions for overcoming constraints in development process.

Check Your Progress 2

Note: i) Use the space given below for your answers.

ii) Check your answers with those given at the end of the unit.

1) Discuss the role of Reserve Bank of India.
............................................................................................................................
............................................................................................................................
............................................................................................................................

2) What methodologies are adopted by World bank to improve public finance?
............................................................................................................................
............................................................................................................................
............................................................................................................................

  3) Discuss the role of IMF in the Indian monetary and fiscal policy.
............................................................................................................................
............................................................................................................................
............................................................................................................................

5.9 CONCLUSION

The monetary and fiscal policies are extremely crucial in keeping the economy secure.
Since the early twentieth century, the economic growth has constantly been increasing
gradually relieving the world from the dreadful memories of the Great Depression.
The governments in the world along with the international agencies like the IMF and
the World Bank keep a check on economic and financial situation of member countries
to prevent any volatilities. Now, the information that the agencies share with each
other and make the best practices to implement monetary and fiscal policies are
making the global economy to grow.

5.10 GLOSSARY

Consumer Price Index: It is a measure that examines the weighted average of prices
of a basket of consumer goods and services such as transportation, food and medical
care.

Deficit Financing: It is a practice in which a government spends more money than
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it receives as revenue. The gap is met by borrowings from internal or external sources
or by printing money.

Financial Inclusion: It is a method of offering banking and financial services to
individuals. It is an effort to make every day financial services accessible to all in
society at a reasonable/affordable cost. It focuses on providing financial solutions to
the economically underprivileged.

Special Drawing Rights: These refer to an international type of monetary reserve
ratio created by IMF in 1969 that offer as a supplement to the existing money reserves
of the member countries.
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5.12 ANSWERS TO CHECK YOUR PROGRESS
EXERCISES

Check Your Progress 1

1) Your answer should include the following points:

Fiscal policy is the part of economic policy that is concerned with the State’s income
and expenditure. It deals with tax revenue, public expenditure, public borrowings,
loans, public debt etc. Fiscal policy includes tax policy, expenditure policy, investment
or disinvestment strategies and debt or surplus management.

The objectives of fiscal policy are:

 Economic Development

 Efficient allocation of resources

 Reduction of income inequalities

 Price stability and control of inflation
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 Employment generation

 Balanced regional development

 Infrastructure development

 Capital formation

 Foreign exchange earnings

2.  Your answer should include the following points:

Monetary policy deals with money supply, interest rates and availability of credit. It
is laid down by the central bank of the country. It shapes the country’s economic
growth, and controls inflation by adjusting the money supply and controlling the
rate of interest.

The objectives of monetary policy are:

 Economic growth

 Price stability

 Exchange rate stability

 Balance of payments equilibrium

 Financial stability

3. Your answer should include the following points:

The instruments of monetary policy in India are:

 Bank Repo Rate

 Reverse Repo Rate

 Cash Reserve Ratio

 Statutory Liquidity Ratio

 Marginal Standing Facility

 Lending Rate

Check Your Progress 2

1) Your answer should include the following points:

 The RBI is the apex body, the Central Bank of the country that controls the
monetary policy and the monitors the banking system.

 It regulates the entire banking system, the liquidity conditions, financial inclusion,
lending of cash to banks, selling government securities, issuing currency,
managing foreign exchange, credit control etc.

 It monitors the flow of credit to different sectors of the economy and ensures
development of financial institutions.

 Its monetary policy aims at stabilising the economy and making the environment
conducive for economic growth
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2) Your answer should include the following points:

The World Bank adopts the following methodologies to improve public finance:

 Public Expenditure Reviews

 Policy Notes

 BOOST

 Fiscal and debt sustainability analysies

 Public expenditure and financial accountability

3) Your answer should include the following points:

The IMF has an important role in providing:

 International monetary cooperation

 Financial assistance to member countries in handling Balance of Payments deficit

 Concessional financial assistance for promotion of exports

 Exchange stability

 Assistance in formulation of development oriented monetary, fiscal, exchange
rate and trade policies;

 Special Drawing Rights to resolve the problem of international liquidity

 Technical guidance and training to devise and strengthen policies; and

 Suggestions for overcoming constraints in development process.


