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Monetary policy s the process by which the moneta Ly
country, tvpically the central bank or currency boarc "l:lr-*."'.'..'ll'_- erd P
the cost of very short-term borrowing or the monetary base o0
targeting an inflation rateor interest -ate to 2nsure pnce stabilty and
general trust in the currency

Further goals of @ monetary polioy are usually to contributs 1
stability of gross domestic product, IC acheve and mal :a
low unemployment, ang to manlain pred ctable exchange rales
nther currencies

Monetary economics provides insight inte bow 1o el &r
manetary policy. In developed countries, monetary policy has gers 3
been formed separately fromfiseal policy. which SHTE
to taxation, government spending. and associated borrowing

Monetary policy i referred (© as oewmng gither e<pansiorz
contractionary. Expansionary policy is when s manaisse zulhe

its tools to stimulate the aconomy An excanzsuons:y Dol 3
shiorl-term interest rates 1t 2 lower than usual rate or nCreases e
supply of mdney n the =conomy more rapdly han usual
traditionally used to try to combat unemploymentin a3 receszic
lowering interest rates in the hope thal less eype-sve oredit @' <
businesses into expanging This increases aggregae dsma—
overall demand for all goods and services in an economy, W
short-term growth as measured by gross domestc  Jrodus
growth. Expansionary monsatary policy ususlly dimimishzs the

the currency relative to othe: currencies {the =xcnange rate; y

?E'
i;
}
!
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The opposite of expansionary menelary policy 13 Conire U
monetary policy, which maintaing shari-term interac? r=tas = Jhe
usual or which slows the raie of growth I the money supp, o7 = &
shrinks it. This slows short-term econcmic growth ard lessens infiat o1
Contractionary monetary policy can ‘ead to increased snemploymer’
and depressed borrowing and spending by consumars ard Businesses
which can eventually result in an economic recession If implemented 100
vigorously

AR e T T T = TR R L e e

s e — e — -




“+ History

Monetary policy 15 associated with interest rates and availabil
of credil. Instruiments of menetary policy have mcluded shor-term
Interest rates and bank reserves throuph the monelary base Fo
many centuries there were only two foms of manetary policy [
Decisions about coinage. i) Cecisions to print papet mioney
create credit Interest rates. while now theught of as part of monetary
authority, were not generally coordinated wita the other forms
monetary policy during this time Monetary policy was seen as 2
executive decision, and was generally in the hands of the aulror
with seigniorage, or the power to coin With the zdvent o a g
trading networks came the abiity fa set the price beween gold ar
silver, and the price of the local currericy 1o foreign currerciss T«
-official price could be enforced by law. even if I vaned from the
market price.

Paper money called “jizozi" originated from promissoy notes
century China. Jiaszi did not reolace metallic curmency and wares
alongside the copper coing The successive Yuan Dynasty was the “e
government tc use paper currency as the predominant circuls!ine
meagium. In the later course of the dynasty, facing massive shortages o
sp=cie to fund war and their rule in China, they begar printing paps
money without restrictions, resulting in hyperinflation

V¥ith the creation of the Bank of England in 1694 which acquires ==
resgonsibility to print notes and back them with goi? the de:
monetary policy as independent of executive action began o ne
established. The goal of monetary policy was to maintein the value -
the coinage, print notes which would trade 3! par to specie, anc prave:
coins from leaving circulation The establisament of ceniral barks b
Industrializing nations was associated then with the desre o maria
the nation's peg to the gold standard, and to trade in a narrow ba-4 o
oither gold-backed currencies. To accomplist this end, oceniral har-s =
part of the gold slandard began setling the interest -ates irar 1=
charged, both their own borrowers, and other banks whe regure
iquidity. The maintenance of a gold standard required almost menthl,
adjustments of interest rates. The gold standard is a system unde- whic*
the price of the national currency is measured in units of goid bars and s
kept constant by the government's promise to buy or sell gold at a fixed
price in terms of the base currency The gold standard might be
regarded as a specia case of "fixed exchange rate” policy o as
special type of commodity price level target na Nowadays this tye
monetary policy 1s no lenger used by any cou 1ty
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During the period 1870-1920 the industiatzed nations set up cantra
banking systems. with one of the last being the Federal Reserve in
1913. By this point the role of the central bank as the "lerde: of lag!

resomnt” was understood It was also increasingly understood that interes:
rates had an effect on the entire economy, n 1o small part because of
the marginal revolutionin ecenomics, which demonstrated how peopie
would change a decision based on a change in the sconomic trade-offe

Menetarist economists long contended thal the money-supply arow
could affect the macroeconomy. These mcluded Mitor Friedman who
early in his career advocated that government budge! deficds durng
recessions be financed In equal amount by money creationto help 1o
stimulate aggregate demand for output Later he aduccated =,
increasing the monetary supply at a low constant rate as the best wa,
of maintaining low inflation and stable outpul growth However. when
U.5. Federal Reserve Chairman Paul Volcker tred this palicy starting in
October 1979, it was found to be impraclica. because o the norl,

upstable relationship betwesen mcnstary Sggregatas s P

macrogconamic variables, Even Milton Friedman later acknow! ec{g-‘=|

that direct money supply targeting was less successfu! than he had
hoped.

monetary authority of a country
Central bank :-

A central bank, reserve bank, or monetary authority s an inst ol
that manages a state's currency, money supply, and interest 'ate==
Central banks aiso usually oversee the commercial banking system o
their respective countries. In contrast to & commercial bank a centrz
bank possesses a monopoly on increasing the monetary base in the
state, and usually also prints the national cur-ency. whick usually serv=s
as the state's legal tender. Centra' banks also act as & "lender of las!
resort” to the banking sector during times of financial crisis Most central
banks usually also have supervisory and regulatory powers to gnsure
the solvency of member mstitutions, prevent bank runs. and prevent
reckless or fraudulent behavior by member banks

Central banks in most developed nations are institutionally des:gnea fo
he independent from political interference. Still limited control by the

sirexecutive and legislative bodies usually exists
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infiation :-
in acononmcs. inflation s a sustained increase 0 the general price

level of goods and services inan ecoromy over a penod of lime When
the price level nses, each unil of surrency buys fewer Jooas and
services, consequently, inflation reflects a ~eduction in the purchasing
power per unit of money— a loss ofresl valuein the medium of
exchange and unil of account within -2 economy . A chief measure o
price inflation is the inflation rate, the annualized nercentage change in 2

general price index, usually the consumer price index over time The
opposite of inflation 15 deflation,

Inflation affects sconomies ir various positiie and negalive ways The
negative effects of inflation include ar increase in the opporunity cosr =4
leding maoney, HF‘IEETTEIH’[",-' over future inflanor which may discourgge
investment and savings, and if inflation were rapid encugh. shorages
of goods as consumers begin hoarding out of concerr that prices wil
increase in the future, Positive effects incluge reducing the real burden
of public and private debt, keeping nominal interest rates abcve rero so
that central banks can adjust interest rates to staniize the scanomy 2nd
reducing unemployment due to nominzal wage rigidity

Economists generally believe that lhigh rates of  ofiaticre
and hypennflation are caused by an excessive growth of the monsy
supply. Views on which factors determine low to modsrate rates of
inflation are more varied Low or moderate irflat.on may be attributes =
fluctuations in real demand for goods and services o changes
available supplies such as during scarcities However the consensus
view is that a long sustained period of inflabon 1= caused oy money
supply growing faster than the rate of economic growth Inflation may
aiso lead to an invisible tax in which the value of currency 5 owereg n
contrast with its actual reserve, ultimately 'eading individuais to hold
devalued legal tender.
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i. Today, most economists faver a low and steady rate of I=flation Low (a5
gpoosed e zero ornegative) infiztion reduces | =Everity :
economic recessions by enabiing the labor market o adjust more quickly

m & downturn, and reduces the nsk  that  a liquigity
3 trapprevents manetary policy from stabilizing the economy The task of
: keeping the rate of inflation low ard stable s usually given to manetary

authorities. Generally, these manetary authorities are the central
1 banks that control manegtary policy through the seting of interest rates
' through open market operations, and through t7e  setting o
4 banking reserve reguirements
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A supply and demand diagram,
ustrating
the effects of an increase in demand.
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Interest rate -

An interest rate s the amount of nierest due ger penocG 85 2 proporii
of the amount ient, deposited or borrowed (called the principal surm) The
total interes! on an amcunt lent or bormowed depends an the prncipa
sy, [he interest rate_ the compounding frequency ard the lenglh of
tme over which it is lent, dapositec ar borrowec

It is defined as the proportion of an amoun: loaned which a lende
charges as interest to the borrowsr. normaly expressed as an annua
percentage. It is the rate @ bank or other lender charges o borrow s
money. or the rate a bank pavs iis savers for kesping moeney 'moan
account.

Annual interest rate is the rate over & peniod of one year Ofher e asf
rates apply over different periods, such as & imanlh or & day but they are
usuaily annualised,

Price stability -

Prce stability is a goal of monetary and fiscal policy aiming to suppe”
sustainable rates of economic activity. Policy & set o vainiain a .=,
low rate of inflation or deflation. For example lhe Eucopean Centra
Bank (ECB) describes price statility as & year-on-year inoreasc
the Harmonised Index of Consumer Prices HICP) for the Eurg area |
below 2%. However, by referring o 'an incizaze n the HICE of hea oo
295" the ECE makes clear that not enly perststent inflation sbove & =
also defiation {i.e. a persistent decrease of the genera! price ‘evell ars
inconsistent with the geal of price stability

in the United States, the Federal Reserve Act (as amended n 1577
directs the Federal Reserve to pursue policies promobing maximium
employment, stable prices, and moderate long-term nteres: rates |
Fed long ago determined that the.best way to mee! those manaates 'z
target a rate of inflation of around 2%. in 201 it officiallv adoptec a 2°
annual increase in the personal consurplion expendilures price
index (often called PCE inflation) as the target Since the mid-trend
1990s, the Federal Reserve's measure of the nflation trend averaged
1 7%, a mere 0.3% shy of the Federal Oper Market Commitiee s 2%
target for overall PCE inflation. Trend ‘nflation as measured by the prce
index of core personal consumption experditures (PCE! - hai 3
excluding food and energy — has fluctuater between 2% ano

over the past 20 years.
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i managmng the rate of nflation or dsfiation, information and
gxpacianons piay an imporiant roke, as explained by Jeffrey Lacker
President of the Federal Reserve Bank of Richmond: "if people expect
inflation to erode the future value of money, they will rationally place a
lower value on monaey today This principle applies equally well 1o the
price- sertmg behawior of frms. If a firm expects the general level of
prices to rise by 2 perce nt over the coming year it will take into account

the expected increase in the costs of inputs and the prices of substitutes
when sething its own prices today.”

- Goals of a monetary policy

Gross domestic product :-
Gross demestic product (GDP) is 2 monetary measure of the market

value of all final goods and services produced in a period (quarterly or
yeary) oftime Nominal GDP estimstes are commonly used to
Jete'mine the economic performarice of a whole country or region, and
12 Tade mternational comparisons. Nominal GDP per capitadoes not,
however, reflect differences in the cost of living and the inflation rates of
e countries, therefore using a basis of GDP per capita at purchasing
power parity (PPP) is arguably more useful when comparing differences
i ving slandards between different nations

Definition

The OECD defines GDP as "an aggregate meesure of production egual
"0 'ne sum of the gross values added of all resident and instituticnal
Jnits engaged in production (plus any laxes, and minus any subsidies,
b1y products not  included in the value of their
outputs).” An IMF publication states that "GDP measures the monetary
salue of final goods and services - that are ‘bought by the final user -
produced in @ country n a given period of time (say a quarter or a year),"

Teral GDP can also be broken down into the contribution of each
industry or sector of the economy. The ratio of GDP to the total
population of the region is the per capita GDP and the same is called
Mean Standard of Living GDP is considered the "world's most powerful
stanstical indicator of national development and progress"!
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History:-

William Petty camz up with 2 basic concept of GDF 1o defend landlords
sqainst unfair texation dunng warfare between the Dutch and the
Enghsh between 1652 and 1674, Charles Davenant developed the
mathod further in 1695 The modern concept of GOP was first developad
by Simon Kuznets for a US Congress report in 1934, In this report,
Kuznels wamed against its use as a measure of welfare (see below
under limitations and criticisms). After the Bretion Woods conference In
1944, GDP became the main tooi for maasuring a country’s economy. At
that bime gross nationa! product (GNP} was the preferred estimate

which differed from GDF in that it measured production by a country's
sitizens at home and abroad rather than its ‘resident institutional units’
sea OECD definitic above) The switcn from "GNP" ta "GDP" in the US
was in 1991, ftraiing pehind most other nations. Crucial to the

Jevelopment of GDF was its role in the wartime effert. A crucial role was
piayed hers by the US Department of Commaerce utider Milton Gilbert

where ideas from HKuznets were embedded nto governmenial
istitutions.

The history of the concept of GDF snould be distinguished from the
mstory of changes n ways of estimating it. The value added by firms I1s
rerglively easy to calcuiate from thelr ascounts but the value added by
ine public sector, by financial industries and by Intanglible asset creation
5 more complex These activties are increasingly important
develcped economies, and the internaticnal conventions governing their
esumanon and their inclusicr or exclusion in GDP regularly change in an
afterrpr to kResp up with industrial advances. In the words of one
acadernic economist "The actual number tor GDP ig therefore the
necduct of a vast patchwork of statistics and a complicated set of
cacesses carned out on the raw data to fit them to the concepiual
— I AMEWork.” :
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(Gross domestic product (GDP):-

1 GUF can be determined i tree ways ail of which shouid, in principle,

; give the same result. They are the production (or output or value added)

; approach the income approacn, or the speculated expenditure
approacn

! The most direct of the three 1= the production approach, which sums the %
! outputs of every class of enterprise to arrive at the total The expenditure
approach works on the principle that all of the product must be bought
by somebody, therefore the value of the total product must be equal to
people’s totai expenditures in buying things. The income appreach works
on the principle that the incomes of the productive factors ("producers,”
colloguiaily) must be equal ic the value of their product. and determines
GDP by finding the sum of all producers' incomes,

Unemployment:-

Unemployment is the situalion of actively looking for employment but
not bewng currently employed.

The unemployment rateis a measure of the prevalence of

unemployment and it is calculated as a percentage by dividing the

: number of unemployed individuals by all individuals currently in the labor
- force During penods of recession, an economy usually experiences a

relatively high unemployment rale. According to Internatiorial Labour
] Organization report. more than 200 million people globally or 6% of the
'- world's workforce were without a job in 2012.

The causes of unemployment are heavily debated Classical
economics new classical economics, and the Austrian School of
econoniics argued that market mechanisms are reliable means of
resclving unemployment. These theories argue against interventions
imposed on the labor market from the outside, such as unionization,

bureaucraic work rules, minimum wage laws, taxes, and other
: ' reguiations that they claim discourage thé hiring of workers. Keynesian
conomics emphasizes the cyclical nature of unemployment and
recommends government interventions n the economy that it claims will
. reduce unemployment during recessions, This theory focuses on
u recurrent shocks that suddenly reduce aggregate demand for goods and
A services and thus reduce demand for workers,




keynesian models recommend government interventions designed to
ncrease demana for workers: thess can include financial stimuli,. publicly
tunded job creatron ang expansicnist moneiary policies. Its namesake
economist John Maynard Keynes believed that the root cause of
unemployment s the desire of investors fo receive mere money rather
than produce mare products which is not possible without public bodies
producing new money A third greup of theories emphasize the need for
a stable supply of captal and investment to maintain full
employment On  this  wiews, government should guarantee full
employmentthrough fiscal policy. monetary policy and trade policy as
stated, for example. in the US Employment Act of 1946, by caunteracting
private sector or trage mvestmeni volaulity, and reducing ineguality.

In addition t¢ these comprehensive theories of unemployment, there are
e lew categonzaton: of unempioyment that are used to more
precisely model the effects of unemployment within the economic
system  The man types of unemployment include structural
unemployment which focuses on structural problems in the economy
and nefficiencies inherent 1n labour markets, including a2 miemateh
cetween the supoly anda demand of laborers with necessary skill sets
Structural  arguments emphasize causes and solutions  related
to disruptive  technologies and globalization... Discussions  of frictional
Jnemployment focus on voluntary decisions to work based on each
ndividuals’ vaiuation of thelr own work and how that compares to current
wage raies plus the time and effort required to find a job Causes and
. solutions for frictional unemployment ofien address job entry threshold
- and wage rates Behavioral economists highlight individusl biases in

decision making and often involve problems and solutons
concerning sticky yages ana efficiency wages.

FOi  cenunes expens hnave predicted that machines  would
mMake workers obsolete and increase unemployment.
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Defination :-

ne siate of being without ary work 1ol an educated person, for earning
cne's livelihood s meant by unemployment, Economists distinguish
oelween various overlapping types of and theories of unemployment.
nctuding cyclical or Keynesian unemployment, frictional
unemployment, structural  urempioyment and classical unemployment.
Some additional types of unemployment that are occasionally mentioned

are seasonal unemployment haracore unemployment, and hidden
sngmployment

Though there have been several definitions of "voluntary" and
“involuntary unemployment” in the economics  literature, a simple
Jistinction is often applied. Voluntary unemployment 15 attributed to the
ndividual's decisions, whereas involuntary unemployment exists
ne~ause of the socic-economic environment (including the market
structure. government intervention, and the level of aggregate demand]
- ahich individuals operate. In these ierms, much or Most of frictional
unemployment is voluntary, since it reflects indivicual search behavior.
Voiuntary 'unemployment includes workers who reject low wage jobs
whereas involuntary unemployment includes workers fired due to an
sconomic  crisis, industrial  decline  company pankruptcy,  of
oiganmizational restructunng

-

= SaMGAR T

On the other hand. cychical unempioyment, structural unamployment,
ana classical unemployment are largely involuntary in nature. However,
‘he existence of structural uremployment may reflect choices made by
the unemployed in the past while classical (natural) unemployment may
result from the legislative anc economic choices made by labour urions
-1 politicai parties. So. in practice, the distinction between voluntary and
involuntary unemployment is hard o draw.
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The clearest cases of involuntary unemployment are those where
there are fewer job vacancies than unemployed workers ever when
wages are allowed to adjust, so that even if 21l vacancies were to be
filled, some unemployed workers would still remain. This happens
with cyclical unemployment, as macroeconomic forces cause
microeconemic unemployment which can boomerang back and
avacerbate these macroeconomic forces.

Classical unemployment:-

Classical or real-wage uremployment. 0oours when real wages for a job
are set above the market-clearing level causing the number of job-
seekars to exceed the number of vacancies. Un the other hand, mosl
economists argue that as wages fall below a livable wage many choose
1o fail out of the labor market and no longer seek employment. This is
especially true in countries where low-income families are supported
througn public welfare systems. In such cases, wages would have to be
gk enough to miotivate people to chcose employment over what hey
ieceive through public welfare, VWages below a iivable wage are likely to
result 11 lower labor market participation in above stated scenario. In
aodition it must be noted that consumption of goods and services is the
arimary driver of increased need for labor. Higher wages leads to
workers having more income available o consume goods and services
Therefare higher wages Increase general consumption and as a result
nsed for labor Increases and unemploymemnt decreases in the economy
Many economists have argued thal unemployment Increases With
increased governmental regulation. For example, minimum wagelaws
raise the cost of some low-skill labcrers above market aquilibrivum,
resulting in increased unemployment as people who wish to work at the
going rate cannat (as the new and higher enforced wage IS now greater
than the value of their labour). Laws restricling layoffs may make
pusinesses less likely to hire in the firs: place, as hinng becomes more
ngky

Howeyer, this argument overly simplifies the relationship between wage
rates and unemployment. ignoring numerous factors, which contribute to
unemployment Some, such as Murray Rothbard, suggest that even
social taboos can prevent wages from faliing to the market-clearing level,




Econormists Richard  Vedder and  Lowell Gallaway argue that the
empincal record of wages rates productivity, and unemploymant in
American valioates classical unemployment theory. Their data shows 3
strofng cofrelation Detween acdjusted real wage and unemployment in 1ha
Urited States from 1900 to 1330, However, they maintain thal thewr data
does not take into account 8X0gEN0OUS events

Cyclical unemployment:-

Cyclical, deficient-demand, or Keynesian unemployment, oCCurs whan
shere is not enough aggregate demand in the economy to provice jobs
far everyone who warits to work. Demana for most goods and SEICES
salle less production 1s needed and conseguently fewer workers are
needed, wages are sticky and do not tall to meet the equilibrium level
s mass unemployment results. Its name 1S derived from the frequent
srfte in the business cycle although unemployment can also be
persistent as oceurred during the Great Depression of the 1930s,

wen cyclical unemployment. the number of unemployed WOrKers
exceads the number of job vacancies, so that even ffull
employment were attaned and all open jobs were filled, some workers
wauld shill remain unemployed. Some associaie cyclical unemployment
with frictional unemployment because the factors thal cause the friction
are partially caused by cyclical variabies For example, a surprse
4jecrease in the money sUpply may shackrational economic factars and
sudusnly inhibit aggregate demand.

Keynesian economists on the other hand sge the lack of supply for jobs
as notentially resolvable by government intervention. One suggesied
recennons  involves deficit  spending to noost employment and
gerrand. Anatner intervention invoives an gxpansionary

monetary policy that increases the supply of money which should
rad 1ce interest rates which should lead {o an Increase N non-
gevernmental spending.
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Structural unemployment:-

Structural unemployment occurs when & labour market is unable to
provide jobs for everyone who wants one because there is @ mismatch
hatween the skills of the unemployed warkers and the skills needed for
the available jobs. Siructural unemployment 1s harg 10 separate
empncally from factional unemploymani, except to say that it lasts
onger As with frictional unemployrent, simple demand-side stimulus
sl Pt work to easily abolish this type of unemployment '

Snuctural unempicyment may also be encouraged to nse by persistent
_yoicar unemployment. if an economy suffers from long-fasting low
agurenate demsand it means that many of the unemployed become
werearened  whie ther skills (including job-sesrchingskills) become

-3ty and cbsolete Problems with debt may leac 1o homelassness and
= fai :nio the vicious circle of poverty.

This means that they may not fit the job vacancies that are created when
the economy recovers. - The implication is that sustained figh demand
may lower structural  unemployment, This theory of persistence in
stiuciula unemployment has been referred to as an example of path
iependance or "hysterasis”

M.oai technological unemployment due to the replacement of workers
sy machines, might be counted as structural unemployment
Alersanvely, technological unemployment might refer o ihe way in
.c_ steady ‘ncreases in lapour productivity mean thial fewer woikers
4.k nzeded to oroduce the same level of output every year. The fact that
ags egate demand can be raised to deal with this probliem suggests that
s probdem s instead one of cyglical unemployment. As indicated
oy Oxun's Law, the demand side must grow sufficiently quickly to absorb
re: only the growing labour force but also the workers made redundant
by increased fabour productivity.

Seascnal unemployment may be seen as a kind of structural
unemployment, since it is a type of unemployment that is linked to
certain kinds of jobs (construction work, migratory farm work). The most-
eted official unemployment measures erase this kind of unemployment
frenn tne statistics using "seasonal adjustment” technigues This results
i substantial, permanant structural unemployment




Frictional unemployment:-

Frictional unempioymert s Ire time pericd between jobs when & WOTKE!
i searching for, or transitioning from one job to another. It is someumes
called search unemployment and can be volunary based on the

circumstances of the unemployed individual

Frictional unemployment exists because toth  jobs and Workers
are heterogeneous, and & mismatch can  result  between the

characterstics of supply and demand. Such mismateh can be related

g skills, payment, work-time, location, seasonal industries atlitude ]
taste, and a multitude of other factors. New antrants (such as graduating

students) and re-entrants (such as former homemakers) can also sufler
a speli of frictional unemployment

Workers as well as employers accept a certain level of imperfection, sk
af compromise. oul usually not nght away they will invesl some time
and effort to find a betler matah. This is in fact beneficial 10 the BCoOnoTmy
gince it results in a better sliocation of rasources, However, if the search
awes oo long and msmatches are too frequent, the economy sufiers,
srice some work will not gel done. Tnerefors, governments will seek
ways to reduce UMMecessary frictional unemploymert through muliiple
means ncluding provicing education, advice, tralining, and assistance
such as daycare centers

The factons i the [@bour market are sometmes llustrated graphically
with a Bavendge curve. @ downward-sloping. convex cunve that shows a
sorreiation between the unemployment rate on ane awis and the vacancy
/a1& on the other. Changes in the supply of or demand for labour Cause
moavements along his curve. An increase (decrease) In labour market
frictions will shift the curve outwards (inwards).

Hidden unemployment:-

Higger or covered unemployment is the unemployment of potential
workers that is not reflected in official unempioyment statistics, dus to
the way the statistics are collected. In many countries anly those who
have no work but are actively looking for work (andior qualifying for
gocial security benefits) are counted as unemployed. Those wno have
given up looking for work (and sometimes those who are on Government
"retrairing” programs) are not officially counted amongd the unemployeg,

aven though they are not em ployed.
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Az defined by the Internationai Labour Organization "unemployed
a currently not working but are willing and
Jailable to waork, and have actively
c are actively seeking job

warkers” are those who al
ahle to work for pay cun ently 8

searched for work Individuals  wh
placement musl ~ake the effort to: be in contact with an employer

have job INTENVIEWS fomtact job placement agencies, send oul
resumes  submil applicatians respond 1o advertisements, or some
other means of active |00 sezrching within the prior four weeks
Simnply looking at advertisements and nat responding will not count &s
~ctively sesking job placement since not all unemployment may be

gpen’ ana counted by GOYEmMent agencies, pificial statistics on
ynemployment may not be accurate In the United States, tar

example. the unemployment rate does not take into gonsideration
those individuals who are not actively looking for empioyment, such

ag those still attending collzge
The ILO descrbes 4 diffierent methods to calculate the unemployment

rate:

{ ghour Force Sample SUrveys arc ihe most preferred method of
uynemployment  (ats calculation since they give the most
comprehensive results and enabies caleulation of unempiayment
oy different group categories such 8s race and gender This

method 1 the most internationally comparable

L |

. Official Estimates are determined by 8 combination of information
irom one or more of the other three methods, The use of this

method has been decliring in favor of Labour Surveys.
Social lnsurance Stalistics such as unempioyment benefits, are
computed base on the number of persons insured representing

| e total labour force and the number of persons who are insured
‘ that are collecting benefits. This method has been heavily
criticized due to the expiration of benefits before the person finds

work.




Fra siatistic also goes not count tne ‘underemployed'—those working
tewel nours than they would prefer or in a job that doesn't make good
Jee of ther capabilities In additior, those who are of working age but
are  currently 0 full-time educetion are usually not considered
uyremployed in government statistics. Tradtional unempioyed nalive
societies who survive by gathiering, nurting, herding, and farming in

wiiderness arsas, may of may not be counted in unemployment
statistics, Official statistics often undsrestimate unemployment rates

because of hidden unemploymeni

Long-term unemployment:-

Long-term unempleyment is defined in European Union siatistics, as
unemployment lasting for longer than one year The United
Srates Bureau of Labor Statistics (BLS), which reports current long-term
snemployment rate at 1.§ percent, defines this as unemployment lashing
37 weeks or longer Long-temm unemployment is a componsn
of structural unemployment which resuits In long-1erm unemplayment
ewxisting In every social group, industry, occupation, and all levels of

eoucation.

Measurement -

There are also different ways national statistical agencies measuie
Jnempoyment. Tnese differences may limit the validity of international
comparieons of unemployment data. To some degree these differences
rernain despite national statistical agencies increasingly adopting the
aefinition of unemployment by the Internationai Labour Organization To
iacilitate international comparisons, some organizations, such as
the OECD, Eurostat, and International Labar Comparisons Program,
adjust data on unemployment for comparability across countries.

Though many people care about the number of unemployed individuals,
economists typically focus on the unemployment rate. This corrects for
the normal increase in the number of pepple employed due 1o Increases
in population and increases in the labour force relative to the population
The unemployment rate is expressed as a percentage, and is calculated

as follows:
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. Employmeni Office Stalislics are the least effective being that they

only include @ wonthly tally of unemployed parsons who enter

ernployment offices T s method also inciudes unemplayed who

are not unemplgyea per the ILO defintion

The primary measure of unemployment, U3 sllaws for compansons
between countnes. Unemplayment differs from country to country and
across different time perods For example, dunng the 1990s and
2000s. the United States had lower unemploymant levels than many
counines 0 the BEuropsan Union which had cignificant internal
Janation with countries ke the UK,
and Denmark outperforming aly and France However, large
economic events such s the Great Depression can lead to similar

unemployment raies across the globe.

e
4 e i

Exchange Rate -

In finance, an exchange rate is the rate at which ong currenty will he excl
114 Japanese yen to the United States dellar means that ¥114 will

he exchanged for each USs1 or that USS1 will be exchanged for

each ¥114. In this case it is said that the price of a dollar in relation

to yen is ¥414, or eguivalently that the price of a2 yen in relation o
dollars is $1/114.
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Exchange rates are determined in the foreign exchange ;
market, which is open 1o & wide range of different types of buyers i
and sellers, and where cu rrency trading is continuous: 24 hours a q
day except weekends, i.e. trading from 20:15 GMT on Sunday until |

i

29-00 GHT Friday. The spot exchange rate refers 10 the current
rate that is quoted and traded today but for delivery and payment i

exchange rate. The forward exchange raterefers to an exchange
on a specific future date.

In the retail currency exchange market. different buying and selling
rates will be gquoted by money dealers. Most trades are 1o or from |
the local currency. The buying rate is the rate at which money '

dealers will buy foreign currency, and the selling rate is the rate at i
which they will sell that currency. 4
E
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y The quoted rates will incorporate an aliowance for a dealer's
margin (or profit) in trading, or else the margin may be recovered in
| the form of 8 commission of in some other way. Different rates may
. also be quoted for cash, a documentary form or electronically. The
' higher rate on documentary transactions has been justified as
compensating for the additional time and cost of clearing the
document. On the other hand, cash is available for resale
immediately, but brings security, storage, and transportation costs,
and the cost of tying up capital in a stock of banknotes (bills).

in finance. an exchange rate is e rate at which one currency will be
exchanged for another. it is also regarded as the value of one country s
currency in relation to another currency. For example, an interbank
excnange rate of 114 Japanese yen o the Uniied States dollar means
4t ¥114 will be exchanged for each USS1 or that US$1 will be
axchanged for each ¥714 In this case it 15 said that the price of a dollar
n relation to ven is ¥114. or equivalantly that the price of a yen in

retapon to dollars 1s $1/114

Exchange rates are determined in the foreign exchangs markst, which 18
apen to a wide range of different types of buyers and sellers, and where
~urrency trading is continuous 24 hours a day excepl weekends L&
nading from 20:15 GMT on Sunday until 22:00 GMT Friday. The spol
exchange rale refers 10 the current exchange rate, The forward
exchange raterefers to an exchange rate that is quoted and traded today
but for delivery and payment an a specific future date.

in the retail currency exchange market, different buying and seling rates
will be quoted by money dealers. Most trades are to or from ihe local
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currency. The buying rate is the rale at which money dealers will buy
foreign currency, and ine selling rate is the rate at which they will seli
that currency. The guoted rates will incorporate an allowance for a
dealers margin (er profit) In trading. or eise the margin- may be
recovered n the form of a commission or in some other way. Differant
rates may also be quoted for cash, @ documentary form or electronically.
The higher rate on documentary transactions has been justified as
compensating for the additional time and cost of clearing the document.
On the other hand, cash 1s available for resale immediately, but brings
security, storage, and transportation costs. and the cost of tying up
capital in a stock of banknotes (bills ),
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In inance an exchange ratz is thae rate al which cne currency will be
excianged for anothar It 1S aiso regarded as the value of ane country s
currency 0 relation to ancther currency. For example, an interbank,
excniange rate of 114 sapanese yen o the United States dcoliar means
that %114 will be exchanged for each US31 or that US3A will be
exchanged for each ¥114 In this case it is sad that the price of a dollar
n ‘elation to yen & #L14 or equivaigntly that the price of a yen mn
retaticn to dollars s $1/714

Exchange rates are determinad in the foreign exchange market, which is
open to a wide range of aifferent types of buyars and sellers, and where
currency trading is continuous: 24 hours & day excepl weekends 1.8
waging from 20.15 GMT on Sunday until 22:00 GMT Friday, The spot
exchange rate refers to the cument exchange rate. The forwara
exchange raterefers to an exchange rate that s guoted and traded today
Fort for defivery and payment an a specific future oate

in tne retail currency exchange market, different buying and selling rates
wil be quoted by money dealers. Most trages are o or from the 1oca
zurrancy. The buying rate is the rate at which money dealars will buy
foreign currency, and the seiling rate is the rale at which they will sell
that

~uirency The quoted rates will incorperate an allowance icr 2 dealer's
margin (or profit) in trading or else the margin may be recovered in the
‘nrn of a comimission or in some other way Different rates may also ba
Juotsa for cash, 2 decumentary form or electronically. The higher rate
acumentary transactions has been justified as compenasating for the
aadional time and cost of clearing the document. On the other hand,
~ast 15 available for resale immediately but bringe security, storage. and
ransporiation costs, and the cost of tying up capital in a stock of
panknotes (bills).
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Currency :-
currency (from Midaie Englisn:. curraunt, "IN circulation
feom Latin: currens, -gntis), in the most specific use of the word, refers
to moneyin any form when in aciual use of circulation as & medium of
excaange, especially ciroulating panknotes and coing. A more general
det mition: 1S that a currency 1s a system of meney (monetary units) In
common use. especially m a naton Under this definition. US dollars
Brtish pounds Australian dodars. and European euras are examples of
cur-ency These varnous CUrrencies are recognized stores of value and
are traded between nations in foreign exchange markets, which
gelarming the reialive values of the different currencies Currencies In
s sense are defined by governments, and sach type has limited

boundanes of acceptance

Ot-2r definitions af the term “currency” are discussed in their respective
Sy Mooy Mous articles banknote, coin, and money The latter definition,
cenaining to the currency systems of nations, is the topic of this articie
Currencies can be classified into two rmmonetary aystems fiat
money and commodity money, depending on what guarantees the vaiue
(the economy at large vs. the governments physical metal reserves)
Same currencies are legal tender in certain paliical urisdictions, which
means they cannot be refused as payment far debit. Others are simply
yaded for their economic value. Digtal currency has arisen with the
populanty of computers and the Internet

History

Early currency .-

rm of receipt, representing grain stored In

Oaginally mongy was a fo
n ancient Mesopotamiaand later 0 Ancient

ienple granaries in Sumer i
Egypt

I this first stage of currency, metals were used as symbols 10 represent
salue stored in the form of commodities. Thie formed the basis of trade
' the Fertile Crescent for over 1500 years. However, the collapse of the
Near Eastern trading system pointed to a flaw: in an era where there

was no place that was safe to storé value, the value of a circulating
sound as the forces that defended that store

R e
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medium could only be as
Trade could only reach as far as the credibility of that military
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By the ate Bronze Age howsver a senes of treaties had astablished
Rafe passage Tor merchants arowrd the Eastern "'..-"in‘.Itl.':J';-:]Hf:{-l"
gpreacing from Miroan Crete and Mycenae in the northwes

® Elam and Bahrain in the southeast It is not known what was used as
currency for these exchanges, but t is thought that ox-hide shaped
ots of copper produced in Cyprus, may have functioned as a
rency

§ s thought 1hat the increase in piracy and raiding associated with
he Bronze Age collapse, possibly produced by the Peoples of the Sea
_:_'- ough! the wrading system of oxhide ingois tc an end. It was r'r'lh, with
e recovery of Phoenician trade in the 10th and Sth centuries BC that |
(v 3 relurn 1o prosperity, and the appearance of real coinage, possibly
f<t .« Anatolia witl Croesus of Lydia and subseqguently with the Greeis
B+ Cersians In Africa, maay forms of value store have been used
Bciuding Leads ngots, ivory, various forms of weapons, livesiock,
e manidla currency, and ochre and other earth oxides The maniiia
gs of West Alrica were one of the currencies used from the 1510
Sentury onwards 10 sell siaves. African currency is still notable for its
fariety and in many places various forms of barter sull apply
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Coinage :-

these factors led o the metal fiself being the store of value: first silver, I

=

pen both siiver and gold, and al onge point also bronze. Mow we have ;
spper coins and other non-precicus metals as coins. Metals were 1
pned waighed and stamped into coms This was 1o assure the 3j,§
panvoual faking the coin that he was gefling & certain known weight ol “3
Brecious metal Coins could be counterfeites, but they also created a i

Bew unit of account, which helped lead o banking Archimedes'
brinciple provided the next link: coins could now be easily tested for
fheir fine weight of metal, and thus the value of a coin could be
fetermined, even if it had been shaved, debased or otherwise tampered
Bith (see Numismatics)
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Maost major economies using Coinage had several jiers of coins, using <
mix of copper. silver and goid Gold coins were used for large
puichases payment of e riltary and hacking of siaia activities; they
were more often USEC 35 MEASUNES of account than physical coins.
Silver coins were used for midsized transactions, and as a unit of
account for taxes. dues, contracts and fealty, while coins of copper,
gilver of some mixture thereof (see debasement), were used for
everyday transactions. This sysiem had been used in ancient India since
the time of the Mahajanapadas. The axacl ratio in value of the three
metais varied greaily in different eras and places for example the
opening of silver mines in tre Harz mountaine of sentral Europe made
siver relatively less valuable, as did the flood of New Waorld silver after
the Spanish conguests Howeaver the rarty of gokd consistently made it
more valuzble thar silver and likewise sliVEl Was consistently worth

more than copper

Paper money -

At around the same time (n the medieval Islamic world, a
vigorous monetary economy was created during the Tih-12th centunies
ar the basis of the expanding levels of circulation of a stebie high-value
currency (the dinar), Innovations introduced by Muslim economists,
tiacens and merchan.s include the earliest Uses
of -redit cheques promissory notes, savings accounts, transactional
accounts loaning, frusts, exchange rates, ne transfer of credit
and debt, and banking institutions for loans and deposiis. In Europe,
paper money was first introduced on a regular basis in Sweden in 1661
sithough Washington Invingracords an eather emergency use of it, by
the Spamsn in a siege during the

Conguest of Granada), As Sweden was rich in copper, s low value
secessilaied extracrdinarily big coins, often weighing several kilograms.

The advantages of paper currency wers numesrous. it reduced the need
ic transport gold and silver, which was risky; it facilitated loans of gold or
silver at interest, since the underlying specie (gold of silver) never left
the possession of the lencer until someone else redeemed the note: and
+ allowed a division of currency into cregdit and specie backed forms. It

enabled the sale of stock in joint-stock companies, and the redemption
of those shares In papel
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But there were 2is0 cisadvt taqes First since 3 note has no IFETINSIC
value there was nolhing 1d stop 1ssuing authoimes from prirnting MOIE
notes than they had specis to back them with cacond, because i
nereased the money SJppiy it increased infiauonary pressures, a fact
observed by David Hume in the 18th century. Thus paper money would
ofter; lead to an inflationary hubble, which couig collapse if people began
demanding hard maoney. causing the demand for paper notes to fall to
serc The printing of paper Maney was also associated with wars, and
financing of wars and -nerefore regarded as pan of mantaining
g standing army For Ihese [EESONS. paper currency was held In
suspicion and hosility Europe and Amenca It wae alsg addictive,
gince the speculative profits of trade and capital creation were Guite
large Major natons established mints to prinl money and mint coins,
ant branches of their treasury in collect taxes and hold gold and silver
SIOCh

At that time, potn siver and gold Wers considered legal tender, and
accepted by governments for taxes. Howsver, ihe instability in the
‘atio between the two grew over the course of the 10th century, With the
nereases both in supply of these metals, particularly silver, anc In trade.
The paraliel use of both metals is called bimetalism, and the attempt 1o
create a bimetaliic standard where both gold and silver backed currency
remained in circulation ccoupied the efforts of inflationists. Govermnments

al :mis point could Jse Surrency as an instrument of poicy, printing pape
currency such as the United States Greenback, to pay for military
expenditures. They could also set the terms at which tnay would redeem
nules for specie by hmiting the amount of purchase, or the minimum
ar~ount that could be redesmad.

By 1900 most of the ndustrializing natons were on some form of gold
gtandara, with paper noles and silver coins constituting the circulating
medium. Private banks and governments ~ across the  world
follewed Gresham's law: keeping the gold and silver they received, but
paying out in notes This did not happen all arouna the world at the
same time, but occured sporadically. generally in times of war or
financial crisis
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peginning in the sarly pan of thie 20th century and continuing across the
warid until the late 20th century, wnen the regime of floating hat
currencies came into force. One of the last countries to break away from
the gold standard was the Lnited States in 1971, an action known as
the Nixon shock No country has an enfarceadle gold standard or silver

standard currency sysiem

in premiodern China the neeo for credit and for a medium of exchange
at was less physically cumbersome than large numbers
of copper coins lea 1o the introduction of paper money, i.e. banknotes.
Trneir introduction was & gradusl process which |asted from the late Tanizj
gynasty (618-907) inte the Song dynasty (360-1278) It began as a
weans for merchants 1o exchange heavy coinage fof IGCEIPLs of depost
ssued as promissory notes by wholesalers' snops. These noiles were
vala for temporary use in a small regional territory. In the 10th century,
the Song dynasty govemnment began 1o circulate these notes amongst
the traders in (ts monopolized salt indusiry. The Song government
granted several shops e right to issue banknotes, and in the early 12ih
—entury the govermnment finally took over ihese shops 10 produce state-
\SEied CUITENCY

vet the banknoies issuad were still orly locally and termporarily valid: it
was not until the mid 13th century that a standard and uniform
government issue of paper money hecame an acceptable nationwide
currency. The already widespread methods of woodblock printing and
then Pi Sheng's movable iype printing py the 11th century were the
impetus for the mass production of paper money in premodem China
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Monetary econoimics -

Monetary economics s & kranch of economicsthal  provides a8
framework for analyzing moneyin 1S functions as @ medium of
excnange store of vaiue snd unit of account 11 considers how money,
for exampie flat currency. can dain acceptance purely because of its
convenience as apublic good. It examines the effects of manelary
systems. including regulauon of money and associated financial
nsuiutions and ternational aspects. The discipline has historically
prefigured, and remains integrally linked to, macroeconomics Modern
analysis has atiempted (o proviae microfoundations for the demand for
money and 1o distinguist valld nominal and realmonetary relationsips
tor micra o macro uses ncluding their influence on the aggregale
cermana for sutput s methods inciude QSmVIng and testing the
unGcations of mongy as a substitute for other assets and as based on
expicit fnchions.

History :-

Senous interest in the concepls behnd money occurred dunng the
arzmatic period of inflaton 0 the late 15th to early 17th centunes kaown
3= 12 Pnce Revolution dunrg whizh the value of goid Tell precipously
suimnsines fluctuating wildly, hecause of the irmportation of goid from the
Nevs Warld, primarily by Spain

£1 11& end of this perioa, the first modarn texis on mongtary sConomics
W = deqinenng i appaar

w 7NE Johin Law in Scotland nuplished Money and Trade, which
gxa-nined the fallue o metai-based money during the previous 150
years ana proposed replacing it witn aland bank system of Lapel
mermay pased on the valug of real estate. Though he succeeded i
getng this proposal implemented, he failed to take the lessons of
the Sparush Price Revolution seriously enough, and his bank failed. &
BunDie of speculation collapsing into extreme inflation.

Then in 1720, Isaac Genvaise wrole The System or Theory of lhe Trade
of the World, blaming mercantilisrn and state-supported credit foi e
inflaticn problems of his era, doing SO in & careful, scientific way that is
stil! respected in the 21st cemury
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Deila Moneta was punlished by Ferainando Galianiin 1751, and is
arguadly the first m :J:JI:I!" lext on economic theary. This was 2D years
belore Adam Smiths more famous bock The Wealith of Nations the
jatter of which touched on sorne of the same topics

Della Moneta covered all major modern monetary cencepts, including
the value, origin. and reguiation of money. Presumably because of the
previous pariod of unreliable monetary value, he carefully examined he
possible causes for money s value to fluctuate

During this same century, the concept of bank notes became more
common in Europe David Hume referred t¢ it as "this new invention of
paper’ In his own book puthshed the year following Gahani's. Of the
Balance of Trade, Hume argues that one need nol worry about the
import or export of goods creating a surplus or shortage of either money
or goods, because an excess or shorage of money will always increase
or decrease demand, until equilibrium 15 reached. In modern econonuc
erim:s, this is as equilibration through the price-specie flow mechanism

Fiscal policy :-

N @CoNoMmMICSs and pelitical  science, fiscal peolicyis the use of
government revenuacoliection (mainly taxes) and expenditure(spending)
e nfluence the economy. According to Keynesian economics, when the
government changes the levels of taxation and government spending, i
influences aggregate demand and the evel of economic activity. Fiscal
aciicy s often used w stabilize the economy over the course of
the business cycle.

Crnarges n the level and composition of taxation and government
spending can affect the following macroeconomic variables, amongsl
oINErs:

. &ggregate demand and the level of economic activity,
i . Saving and investment,

= . |ncome distribution,

& Fiscal policy can be distinguished from monetary policy, in that fiscal
Eoolicy deals with taxation and government spending and i1s often
sadministered by an executive under laws of a legislature, whereas
gemonatary policy deals with the money supply and interest rates and i=
soflen administered by a central bank.
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Taxation :-

A tax (from the Latn taxo) is 2 mandatory financial charge or some ather
lype of levy iImposed Jpon @ -axpayel (an indiadual o other tegal entity]
by @ governmental organization in araer o fund wvarious public
axpenditures A failurg to pay, or evasion of or resistance 10 taxation, 15
punishable by law Taxes consist of direct or indirect taxes and may be
paid 1In money o as its labour equivalent. Most countnes have a tax
system in place to pay for publiclcommoniagreed natioral needs and
government functions. some levy 3 fizt percentage rate of taxation on
sersonal annual income, Some on @ scale basec on annual mMcome
Jrounts. and some countries impose almost no taxation al all, or a very
ow tax rate for a ceriain area of taxation. Some countnes charge a tax
both on corporate income and dividends, this is often referred o
as double taxationas the individual shareholder(s receiving this
payment from the company will also be levied some tax on that personzl
ncome

Government Spending -

Government  spending or expenditure  incledes &l governmani
sorsumption, mvesmment, and iransfer payments. In national Income
accounting the acquisition by governments of goods and services for
current use, to directly satisly the individual or collective needs of the
scommunity, is classed as government final consumption expenditure.
Government acquisition of goods and services intendec 1o create future
penefits. such as infrastructure investment or research spending, 18
classed as government invesime nt {government gross capital formation).
These two types of government spending, on final consumption and on
gross capital formation, 1ogether constilute one of the major components
of gross domestic product.

Government spending can be financed by
government borrowing, seigniorage, of taxes. Changes in government
spending is a major component of fiscal policy used to stabilize the
macrosconomic business cycle.
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Government Debt -
Government aebt (also known as pubdlic interest. public
debt national deot and sovereign debt) s the debtowed Dy a
government By contrast
the annual "government deficit’ refers to the difference between
government receipts ana spending in a single year. )

Covernment debt can be categorized as internal dedt (owed {0 lenders
~ithin the country) and external debt (cwed to foreign lenders), Another
common division of government debt s by duration until repayment is
gue Short term debt is generally considered 10 be far cne year ar less,
long term is for more than ten years. Medium t&rm debt falls between
theee hwo boundaries. A broader definition of government debl may
consider all government liabilties. including future pension paymenis
i payments for goods and services which the govermment nas

contracted but not yet paid,

Govermments create debl by ssuing securities. government bonds and
aifis  Less creditworthy couniries somelimes DIrowW directly from
2 supranational organization (e.g the Warld Bank) or

international financial institutions.

3 monetarily soveraign country (such as the United States of Americe,
the United  Kingdomand most  other countries, In  contrast
Wi eurozone countries), government deot held in the home currency
sre merely savings accounts held at her central bank. In this way this
jept nas a very different meaning than tha: of the debt acquired LYy
nouseholds who are restricted by their inceme Monetarily soveraign

acvernments issue their own currencies and do not need this income to

& finance spending. In these sglifinancing rations. government debt is

€ cifecuvely an account of all the money that has baen spent but not yer
f. laxed back, Their ability to issue currency Mmeans they can always

i ervice the interest repayments on
- ponds  and gilt-edged securities are considerad the safest form of
& nvestment.

5 A central government with its own currency can pay for its spending
by creating money ex novo In this instance, a government issues
& securities not to raise funds, but instead to remove excess bank
& reserves (caused by government spending that is higher than ke
§# recoipis) and ' creale a shortage of reserves in the market so that the

Eesystem as a whole must come to the [central] Bank for liquicity

these savings accounts. This is why -







Monitary policy instruments

Conventional instrument :-

The central bans infiuences interest rates by expanding of contracing
the monetary base. which consists of Currency In circldation and banks’
-Lserves on geposi al the central bark Central banks have three main
teois of monatary pohcy open markel operations, the discount rate and
the reserve regquirements

Ar mporant ool with wnich a central bank can affect the monetary pase
s open market operations if its country has a3 ‘well developed market
for 1ts government bonds. This entalis managing the guaniily of money in
cncwation throagh the buying ard seling of various financial
penuments such as treasury bills, company DOnas, or foraign
o renees n exchange for money on deposit at the central bay ik. Those
st are convertioie 10 currency, 50 all of these purchasas of Sales
resit 17 more or less base currency antering or laaving market
anor Ea exaraple i the central bank wishes to lower inrereat mies
e uUN  ERpEASIONAry monetary policy), o purchases | sovernment
Jebt  (hereny ncreasng the amount ©f casn 0 circulation or
- panks' reserve accounts. Commercial banks ner nave morg
ragy to lend so they reduce lending rates. making loans less
swpensive Cneeper creait card intersst rates boost consumer spenoing.
Additionally when business lcans are more affordanic, companies can
expans 1o keep up with consumer demand Trney ullimaialy hire more
wielecs  whose incomes rise, which in iis turn alse mcreases the
ser-a-n This tool is usually enough to stimulaie demand and drive
esonaTe arowth 1o a healtly rate. Usually, the short-term goal of opean
Siaet cperahions s 1o achieve 3 specific sher-tenn huerast (e Janget
atier instances. monetary policy might instead entail the Largeting of.a
soe ol o exchance rate relative to some foreigh curency or alsa relative
1 guid. For example. in the case of the United States the Federal
Reserve Targats the federal funds rate the rate at which membar banks
v o one anoiner overnignt, however, the monetary palicy of China is
i¢ target the exchange rate between the Chinese renminbi and a baskel
of foreign currencies.
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i the open markael apeiations do N1 lead to the desired effecis. a
second ogi ca0 he used the rentral pank can increase or decrease
the interest rate it chargas on discotints or averdrafis (loans from the
central bank 1C commercal aanks. ses discount window). If the interest
rate on such iransaclit < & sufficiently low, commercial banks can
borrow from the cantral bank to mest -aserye requirements and use the

aoditicnial iguidity

lo expand their balance chaets, Increasing the credit avaiiable to the
economy.

A trud attemative 18 1o change the reserve requirements. The reserve
requireiment refers to the prc portion of tolal assets (hat banks must keep
5 nand overmnight aither n its vaults Of at the central hank Banks only
matain a smal portion of tne Jssets as cash availabie fol immediaie
windrawsl: the rest IS nvested in iiquid assets like mortgages and
nans Lowering the resenve requirement frees up tunds for hanks 10
norease loans of buy ather profitable assets. This is expan=icnary
Cecause it creates creci owever, even though s \ooi immediately
- cieases hquidicy, centia hanks rarely change the resene requirernant
pecause doing SO frequently adds uncertainty to panke planning The
we of GDEN TEM<EL opsTations 1S iherefore prefermed

Unconventional monetary policy at the zerC bound:-

Unher Torms of monetary po: Gy, particularly LsEt wnen erest rales arc
4 or near 0% and thers are CONCEINS sbout deflation of deflation {8
Lecurfing, are referrea to as unconventional monatary policy. Thesc
Jgouce credit gasing, quantitative gasing, forward guidance,
4o signaling Ir credit casing, @ ceniral hank purchases niivate seclor
ysse1s to improve liguiaity 2nd improve access tc credit. Signaling can
e used to (Owel markel expectations for lower intergst rates in the
futLie For exarmple, durirg the credit crisis of - 2008, the LIS Federal
Deserve indicated rates weuld be low for an veviended peried’, and

. gank of Carada made & “canditional commitment” 10 kaap rates al
e lower bound of 25 basis points (0.25%) until the end of the second
warier of 2010
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Further hetercdox  monetary  policy preposals inclide  the dea
ot nelicopler monsy whareh)y central barks would creaie menesy without
ascels as countaspalt i el baiance sneel The maney created could
he distributed directly to e population as a citizen's dividend This
splior has been incressingly discussed singce March 2016 afler the

ECE s presidert

Nominal Anchors

nominal anchor for monetary policy 15 a sinnie variable or device wmch
the central bank uses to pin down expectations of private agents about
the nominal price leval or 15 path or about what he cantral pank might
3¢ Wwith respect i achieving that path Monétary regimes combineg long :
ra 't neminal anchonng with lexibidity in the short run Nominal variaoles
_eod ag anchots prmadny include exchangs rata argets, money SUppl

1afpers, and wiaion targets with inlerest rate policy

Types :-
i~ practice, to 17 piemen any type of monetary policy the main tool usec |
» muodifving the amount o base money in circulation. The monetary I

=pr I A I R T e e B e

-
=

authority does this by buying or selling financial assais (usually {

government chhigations! Trese Open market aoperations chiange erher '

the amount of money o s higuidity (If less ligud forms of monay are |

pougnt or  soid! The multipier  effect of fractional  reseve .

nanking amplifiss the sfects of these aclions

~onstant markat wansactions by the monetary authonty modfy the

supply of currency and this Impacts other markel varableg sua

a= shor=term intarest rates a0 the exchangs rais.
|
I
|
4
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the various types of monatary policy lies

The distinction DelWeEE!
struments and target variables that are used by

primarly with the S af I
the monetary auihonty 12 acheve their goals

IR L e T it o
rate on A given rate of change in the

inflation i
Targeting overmght debt e

Price L avel Interest rate on , _
Targeting ovarnight debt A specific CPI number )
H

fionetary The growth In money A given rate cf change o the 'i

Agaregates supply CPl

Fixed Exchange The spel nce of the : i
Fixed Exchange The Spol The spot price of the currency .
Rate CUrrency t’

e e ' Low inflation @s measured Dy
Gold Standard  The spot price Of cold .
the goid price

) Lisually unemployment + i |
Muxed Pohcy Jsually interest rales '
change

The different types of policy are also called monetary regimes, in o
paraliel to exchange-rate regimes. A fixed exchange rate is also an 1”
excnange-rate regims. The gold standard resulls in a relatively fixed
egime towards the currency of other countries on the gold siandard and

a tloating regime towards those (hat are not. Targeting inflation, the price H

wyial or ather monetary agoregates implies floating the exchange rate vl

nless the management of the relevant foreign currencies is fracking
=xactly the same variables (such as 3 harmonized consumer price i

ndex) |
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Inflation targsting

unper this policy epproact the targst 16 0 Recp inflation. under a

particular definition such as the Consurner Price Index within a desired

range

The :nffation arget 1 acheved tnrougn periodic adjustments to the

cental bank interest, ratetarget The interest rale used Is generaily

the overnight rate at which hanks lend 1 each other overnight for cash

flow purposes. Depending on the couniry this particular inlerest rate

mignt be called the cash rate or something similar

As :ne Fisher elfect model explains the <quaton linking infistion with :

interest 1ates is the following il
"'II

»nare 7T 15 the inflation rate, 1= the home nominal interesd ste sel =y
ra central bank, ang ns the real MErest rais Jsing { as an anchy

wa barxs can influence . Centrai cankes can choose o mantan iy

& aq mferes! rate @t al times or just temporarily. The duration of ‘.
o policy varies, because of the simphciy associated with changing b
e nominal interest rate.
The interest rate target is maintaned ‘or & specific duralion using 4
spern market operations. Typicaily the Turanon that the imerest rate 1|
izrget s kept constant will vary betwesn mionths and years, This
nierest fate target is usually reviewed on 3 monthiy or quarterly bass
w2 oolcy commitee.

Cnanges to the interest rate targel are made IN rSSpons== o vErious
rma et ndicators inan atiempt 1o inrecas: sconomic trends and N SO
duig waep the market on vack lowards achieving the defined intabio:
\acf~1 Tor example, one simple methcs O inflation targeting calis.

bz Tayiz: rale adjusts the interest rale 1n response 1o cnanges I the |
AvsLon ale and the output gap The ruie was propased by John B. '

Tayior of Stanford University The inflation targeting approach 1o

a4

3

moretary policy approach was pioneered in New Zealand: t has been
WUSET n Australia, Braz|l, Canada, Chile Colombia, the Czech
Republic Hungary, New

Zealand, Norway, lceland India, Philippines Foland Sweden, Soutn
Afnca Turkey and the United Kingcem
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Price level targeting :-

Prce level targeung 1s & noneiary policy that 18 similar 10 inflation
targeting excep! that CPI gre wth in one year over or under the tong term
n-re level targe! 15 offset in subsequer years such that a targetea prnce-
e 5l s reached over ime, 2g. five years giving more cerainty about
fulure price increases 10 CONSUMETS Under inflation targeting what
nappened n the immediale pasl years i« ot taken into account or
aaiustec for i the current and future years

o iRy i price levels can creaie uncertainty
L Ly e phice anc wage setlirg activil for firras and workers, and

Lecotines any Information thet can be gamned 1o selative prices. as i
e nue difficul for firms o determing # & change In the pnce ol
qo0d or gervice is because of inflation or cther factors, such as an
jease i the sfficiency of factars of production, 1 inflation 1 high
W Joathe. An increase  in inflavon also lesds - to a decrease n
_demand for money, as t reduces the incentive To hoid monay and
T euses fransaction costs and shoe leather costs.

Monetary aggregates/money supply targeting -

=

- 19805 several countries used an approach bassd on a constan
. Zeth i the money SUpply This approacit was rahinea o incluae
e any ciassee of money and cradit (MG M5 2tc; In e US this
e - aer to monetary policy was disConuinuEd Ve 16 selection: of Aan
SreEnsnan as red Chawrman.

we awproach is also sometimes called monsiansm
Catia banks might choose 10 S8t a MORsy supnly growth targel as o
amrnal anchor to keep prices stable in the ‘ong fenm The quantity
eocy e a long run model. which links piice levals 1o money supply and
~=rmand Usig this eguation, we can r2arrange 10 see ine following.
M=y-4g,

shere 17 is the inflation rate. p 1s the money supply growth rate and g

{he mionay supply's growlin raie can ultimately iead o price stability in
the jona run. To use this nominal anche! @ cantral pank would need
i set [ equsi 1o a constant and cominit 10 maimaining uis 1argel

i« e raal output growth rate. This eguation suggsals szt controhing
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However the money sapply growth rate is considered a weak polcy.
raraLse it 15 not stably related to the real output growth. As a result
a n.gher output growtn rate wil result in a too iow level of inflation. A
IC-"-.

output growth rate will result in inflation that would be higher than the
gasired level

Wihle monetary policy typicaily focuses on a pree signal of ene form
or another this approach is focused on menetary guantities. As these
quantities could have a role on the economy and business cycles
gepending on the Pouseholds” ns< aversion 18vel,  Thoney IS
sometimes exphotly adoed in the oenral bank's  reaction
funchion Recently, however central banks are shifing away from
aetces that focus on money supply targeting because of the
asenainty that real cutput growth introduces  Some central banks
wke the ECB, are choosing to combine money supply ancher with
~her targels

Nominal income/NGDP targeting ;-

Meiaied to money targeting, nominal income (arceting (also - calied
wammal GDP or NGDP targeting), originaly woposed by James
Meads (19781 and James Tobin (1980 was sdvocated by Scoud
Swinngs and sinforced by the market monetarisi school of thougitt,

“entrsl banke do not 'mplement this monelary policy expiicily.
Hemedal  numerous studies shown that such 2 monetary policy
lergeting helter matches welfare optimizing  moneiary policy
compared to more standard monetary policy argeting :

Fixed exchange rate targeting.:-

This policy is based on maintaining afixed exchange rate with a
fureign currency There are varying degrees of fixed exchange rates.
whien can be ranked in relation to how rgid the Tixed exchange rate is
with the anchor nation,

il i g B i o i ] e il i i - e

s TR TR P T, L

B B

e

w e TR L S S T S T




cvetermn of fiat fixed rates. e local govarnment of monetary
4 deciares a fixed exchange rate but does not actively buy of

Instead, the rateé is enfarced by

EinLain the rate
(e.g. capiial controls  import/export
qlgck markel axchange rate

s GUirenty L
non-convertic iy measures
lcenses aic ¢ In fhis cesa mefe 5 A
Lhare the curency ades at {ts marketiunoficial raie

Lnder a system o fwed-convertibility, currency is bought and sold by
ine central bank or monetary authority on a daily basis 10 achieve the

i excharge rate This target rate may be a fixed |evel or @ fixed
fiyctuate unbl the monetary

auffiofity wwersenes o buy Of sell as necessary (G maintain the
exCHANGE (812 setrin tne band. (in this case, the lixed gxchange rais
“ be ceen as a Special case af the fixed exchange

targe
oand within which the exchange rate may

b a fixed level &3
rate with bands where the hands arz set 1o Zero )
. nder a eysierm of fixed exchange rates maintained by a currency
g every unit of local currenty must be bacxed by a unit of foreign
- rency (corssting for the exchange rate) | NiE pnsures that e
wacal maoneia hase does not infiaie withaut bong backed by hard
. rrency and eliminates any worries about a run on the local cufféncy
, those wis1ng 1o conven the local currency to the hard (anchoi]
CUrrency.
. mvier doliarizetion forsign cumency (usually Te
v "rollarization”) 18 used freely as the msdiur o sxchange either
cdniasiyely 0 pE ratlel with local current. Tais cUInCIMe can come
sbout becauss the lecal population has lost all iasith in the local
cuifency, o 1L may aiso be a policy of the govel ament (usually 1o rein
. i+fiation and import credible monetary poiicy |

Theoretically, using reative purchasing power panty (PPP). the rale
of depreciation of the nhome country's currency must egual the
~ilation diferzntial

rate of Aer cemistion = home inflation rate - regn inflation rate,

1S dollar, hance e

which /mplies that

-

Home irflation rate = foragn inflafion rate + rate of depreciation.
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ne anchor varabls 1S tne rale ol depraciation Therefore, the
rate of mfiaticn 3t home muss equsl the rae if inflation in the
raian county pius the rate of depreciauon of the exchange

rate of 1He home country currenty relative to the othet

Aith 2 siic rxed exchange rai€e or 8 ¢ eg, the rate ol
deprac ation of e exchange rate s sel equal to zero. In tne
case of a crawling peg, the rate of depreciation is sel equalto a
~ansiant Wik = limited flexidie hant! the rate of depreciation is
aliower to fluctuate within a given range

By fixing the rate +f depreciation, PPP theory concludes that
the home coJunify & nflation rate Mgt d-‘.ﬂ}i;"ﬁfj on fhe fﬂf&iﬁ-"-
GOy &

Counties may decide to use a fixed sychange rale monetary
ceqime in order 1o take advaniage of prica stability and contra!

Aflziion  'n piactice more than hail of nation's monstary
FF—":;_I‘ '|. =

use fwed ecchange rate anchoring [hese PONCIES oiten
abaicale monatary pnlr:y to the foreign monatary suihorty o7
gouerr ment as monetary policy in e pegging naticn mus!
align win motetary policy In the enchor nation to mamntain the
excharge rate The degree 10 which local monetary policy
heomes dgependent on the anchor naucn depends on factors
spch as capital mobility, openness, sradit channels a&nd NG

sronorus Actors

B e i o e TR TR

g
Pk R

-

-.1'

]






Monetary policy committee

The Reserve Banx of india Act 1932 (RB Act) was amended by the
France Act 2016 to prowde fof a slatulory and institutionalised
ramework for a Monetary Policy Commiliee, for maintaining prce
stabiity. wrile keeping in mind ihe chjecive of growih The Monetary
Policy Commiliee & enrusted with 1ne lask of fixing the benchmark
policy rate (repo rate) required o contain inflation within the specified
{arget level As per the provisions of the RBI Act, cut of the six Members
of Monetary Policy Committse, Ihree Members will be from the RBI and
the cther three NMembers of MPC will be pppeinted by the Central
Cicverninent

Yiwr Sovernment of India, in consuilalion Wil RBI notified the 'Inflabion

k|

T. g% inthe Sazete of India Extraordinary dated Sth August 2018 for
(re penod peginmng from the date of publication of this notification and
e .3 on the March 31, 2021 as 4%. Al Ine same time lower and uppel

[l BNGCE [@vals wWare notified to be 2% ana 6% respectively

Monetary operation :-

unetary operauons involve monetary technigues which cperate
o monetary maghitudes such as money supply, interest rates anda
By o abiiity of credit aimed 1o maintain PriceStability.
BS1oble exchange rate, Healthy Balance of Payment, Financial
gtatiiity, Economic growth RBI, the apex institute of India which

instruments of monetary policy

E Yrhese instruments are used to control the money flow in the
economy, anushkar
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Open Market Operations

Ap  open market operation is  aninstrument of monetary
policy which involses buying or selling of
governmen securities rom of to the public and panks This
mechanism influences the reserve position of the banks. yield
on government securties and cost of bank credit. The REI
sells government securities ic control the flow of credil and buys
government securties te Iincrease credit flow. Open market

operation makes bank rate policy efiective and maintains stability
in government secunties market

CRE
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Cash Reserve Ratio

Lash Reserve RHalo 18 a cenain percentage of bank
deposits which banks are required to keep with RBl in the form of
reserves or balances. Higher the CRR with the RBI lower will be
ir & liguiadity in the system and vice versa RBi s empowered ‘o
vary CRR between 75 percent and 3 percent. But as per the
suggestion by the Massimham committes Hepert the CRR was
=oucea from 15% an the 18990 10 5 percent in 2002, As of 4
October 2016, the CRR is 4.00 percent ™
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Statutory Liquid:ty Ratio :-

Every financial nstitulion has 13 maintain 3 certain quantity of
iquid assets with themselves at any pont of time of thair total time
and demand liabilities These assets have to be kept in non cash
form such as G-secs precious metals, approved secunties like
honds etc. The ratio of the ligwd assets to time and demand
‘abilties |s termed as the Statutory lguidity ratio. There was a
-eduction of SLR from 38 5% 10 25% because of the suggeston Dy
iarsimnam Committes The current SLR 18 18.50%

R = g b

Ll L

Bank Rate Policy :-

‘nE bank rate. also known as cthe ciscount rate 15 the rate of
verest chzrged by the RBl for providing tunds cor loans 1o the
anking system This banking system invoives commercial and co-
sperat.e hanks, industrial Deveiopment Bank of India, IFC, EXIW
Bank. and other approved financia' institutes. Funds are provided
either through lending directly or disccunting or buying maney
malkel mstruments ke commerciai bills and treasury  bills
increase n Bank Rate increases the cost of borrowing by
cemmercial banks which results in the reduction in credit volume to
the banks and hence declines the suppiy of meoney. Increase in the
uank rate is the symbol of tightening of RBI monetary policy. As on
Zr-d August 2017, bank rate is §.25 percent
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Credit Ceiling :-
in this cperabon REl ISSUES Prid information ar airection that leans
nanks will be given up 1o a cenain limit. In this

1D e Comimel. A

case commercial band will be gt n advancing lpans 1o the
public They wil sllocale loans to limited sectors Few examplies of

ceiling are agriculture sector advances priority sector lending

credit Authorization Scheme -

Cradit Authorization Scheme was introduced in November, 1965
vhen P C Bhattacharya was the cnalrman of RBl. Under this
\retrument of credit regulation RBI as per the guideling authonzes
ihe panks 10 advance lpans 10 desired sectors

Morzl Suasion :-

Wioral Suasion is just as a request by the RBI 1o 1he commercial
~anke ic take so and so action and measures in €0 and so trend of
the economy. REI may request commercial banks not 10 give loans
sor unproductive purpose which does not add fo scanomic growth

adt increasas nflaton

|
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Repo Rate and Reverse Repo Rate :-

banks 10 get money a1 a cheaper rate and Increase Repo rate

T i
B | gt Tt ek

I.I"'

the commercial banks to get money as the rate Increases

e

il

i pechmes expensive Reverse Reoo rate s the rate al wnich REI
poTows money from the commercial banks The increase in the Repo
rate will increase the cost of borrowing and tending of the banks which
will discourage the public to borrow money and will encourage them 1o
deposit As the rates are high the availabdity of credit and demand
decreases resulting to decrease in inflation. This Increase in Repo Rate
ans Reverse Sspo Rats is a symbol of tightening of the policy

NManitors and requlates the monetary policy of the country stabilizes the
erze by comtroding Inflatior RBl taxes inle account the foliowing
HOnNEtary pohcies
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