Role of Financial Frictions in

Monetary Policy Transmission in
India

The study developed a New Keynesian Dynamic
Stochastic General Equilibrium (NK-DSGE) model
with an imperfectly competitive banking sector and
examined the role of various financial frictions in
monetary policy transmission in India.

Main findings of the study:

The study finds a weak transmission of monetary
policy shocks. Interest rates in the economy increase
following a positive policy rate shock, albeit at a
lesser pace and squeeze the demand for credit. This
leads to contractionary effects emanating from both
the demand side of the economy, via reduction of
consumption and investment demand, and from the
supply side, via replacement cost of physical capital.
This two-pronged contraction leads to a sharp decline
in the demand for factors of production, in particular
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the labour, which drives down the aggregate output
and inflation. A negative policy rate shock leads to
lower interest rates which, in turn, exert expansionary
effects in the economy.

Monetary policy transmission improves if friction
in the financial system diminishes, particularly with
greater financial inclusion in terms of depositors’
base and easing of the collateral constraints of the
households. Easier norms for collaterals are likely
to enable households to increase their borrowings
which, in turn, may improve the transmission.

The simulation experiments suggest that the standard
form of Taylor rule with forecast-based inflation
and output gap turns out to be the optimal rule to
stabilise inflation and output. In fact, adjusting
the policy interest rate to smooth out the credit
cycle and/or asset price cycle exacerbates volatility
of inflation and output. Overall, it emerges that
targeting financial stability through monetary policy
may not be appropriate for the purpose of economic
stabilisation.
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