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Impact of Monetary Policy on Stock Market in India: 
Does the Devil lie in the detail? 

 

1. Introduction 

 The relationship between monetary policy and the stock market is one of the vexed questions of 
macroeconomics provoking a vast body of literature. In the standard IS-LM model, the traditional 
transmission mechanism runs via the bond market where the equity market is conspicuously absent. 
Later research on monetary policy transmission suggests that the stock market is the conduit of the 
propagation of monetary policy shocks through several channels.  

First, the present value of future earning flows decline consequent to a rise in interest rate that 
would depress equity markets via Tobin’s q – the market value of a firm’s assets relative to their 
replacement costs (Tobin, 1978). If q is high, the market price of firms is high relative to the replacement 
cost of capital and vice versa. Second, higher real interesal and 
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empirical evidence from academic literature? We seek to probe this puzzle in stock price behaviour at a 
disaggregated level. We argue that the aggregate stock market index often camouflages the diverse 
behaviour of various stocks. In particular, we hypothesise that a priori one can distinguish between two 
types of stocks in terms of sensitivity to monetary policy: (a) Type I stocks which are highly responsive to 
monetary policy shocks – these stocks are either related to the financial sector or hugely dependent 
upon bank credit; and (b) Type II stocks that are less/not sensitive to monetary policy.   

In terms of methodology, we use the identification through heteroscedasticity (IH) approach to 
study the impact of both domestic and foreign (US) monetary policy announcements on Indian sectoral 
stock returns. While there have been few studies in India exploring the domestic monetary policy-stock 
market relationship at an aggregate level, ours is the first study at a sectoral level which provide 
valuable insights about the Indian economy. In terms of the key role played by foreign institutional 
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Pioneering the IH approach6 in a seminal paper on monetary policy-stock market relationship, 
Rigobon and Sack (2004) reports a decline of 1.7% in the S&P index as a result of unanticipated increase 
of 25-basis point in the short-term interest rate, which is derived from the Eurodollar futures market. 
Other studies using the same methodology, however, have reported mixed results. While studies on 
Europe, United Kingdom and Turkey found statistically significant impact of short-term interest rates on 
stock markets (Kholodilin et al., 2009; Coralla, 2006; and Duran et al., 2012, respectively), those on 
Hungary, Germany and Poland reported contrary findings (Rezessy, 2005; Coralla, 2006; and Serwa, 
2006; respectively). In the Indian context, unanticipated policy announcements during 2004-14 were 
found to have weakly significant impact on banking stocks whereas few UMP announcements by the US 
Fed such as LSAP in 2008 and Operation Twist in 2011 also had some impact (Prabu et al., 2016).  

The literature relating to the impact of monetary policy on the stock market at a disaggregated 
sectoral level is rather limited. An early influential paper by Ehrmann and Fratzcher (2004) suggested (i) 
a tightening of 50 basis points in US monetary policy, on an average, reduces S&P500 stock returns by 
about 3%; (ii) individual stocks react in a highly heterogeneous fashion due to financial constraints and 
Tobin's q; and (iii) there are strong industry-specific effects of US monetary policy. Furthermore, stocks 
having low cash flows, small size, poor credit ratings, low debt to capital ratios, high price-earnings 
ratios or high Tobin's q are significantly more affected with both firm and industry-specific effects having 
an important role.  

In an event study framework, the impact of unexpected changes in the monetary policy rates of 
UK and Germany (Euro Area) is studied on the aggregate and sectoral equity returns of both the 
countries. The findings indicate that while UK monetary policy surprises have a significant negative 
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being the most responsive. The differential sectoral effects depend inter alia upon factors such as capital 
intensity, interest sensitivity, export-orientation and production planning strategies (Sengupta, 2014). 

 

3  Institutional Details and Some Stylized Facts  

 As a prelude to the empirical exercise, this section looks into certain structural features of the 
Indian economy which define the scope of our research question.   

3.1 Key features  

First, the Indian growth narrative has eluded the usual trend of economic development, 
whereby an economy moves from the primary sector (agricultural dependence) to the secondary sector 
(industrialisation) in the initial stages of development and then transits to the tertiary sector (services-
led growth) (Kuznets, 1973). On the contrary, India has virtually leap-frogged from the primary to the 
tertiary sector, unlike China. Despite having a per capita income of around USD 2,000 (in 2017 at current 
prices and at market exchange rate), the Indian economy has been dominated by the services sector 
with a share of about two and a half times that of industry in 2017-18 (Table 1). 

[Table 1 to com



Impact of Monetary Policy on the Indian Stock Market /  
Prabu, Bhattacharyya & Ray 

Page 7 of 28 
 

Interestingly, sectoral stock indices, both Type 1 and Type 2 stocks, have generally shown an upward 
trend except during periods of market uncertainty such as (i) global financial crisis of 2008-2009; (ii) the 
euro area debt crisis of 2010-2012; and (iii) during the taper tantrum of 2013 (Figure 1). 

[Figure 1 to come about here] 

3.3 Monetary Policy  

During the period of our analysis (April 2004 - June 2016), the monetary policy framework in 
India has undergone significant paradigm shifts. Since 1998, monetary policy formulation was premised 
on the "multiple indicator (MI) approach", which had replaced the erstwhile “monetary targeting (MT) 

https://www.thebalance.com/history-of-morgan-stanley-capital-international-msci-1979067
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money market - as the proxy for monetary policy. Second, we have taken all the sectoral indices of NSE-
Mumbai as explained above. Our period of consideration spans from April 2004 to June 2016 covering 
88 monetary policy announcements by the RBI. These days are considered as policy days while the 
previous trading day is considered as a non-policy day. 
 

4.2  Methodology  

 There are various solutions to the traditional problem of identification in a simultaneous 
equation model – instrumental variable (IV), two-stage least squares (2SLS), or generalised method of 
moments (GMM) have all been applied to solve this problem. Rigobon (2003) used a novel approach to 
solve the problem of identification by exploiting plausible differences in the variances of error terms 
across sub-samples of the data.  

 To illustrate Rigobon’s approach
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monetary policy shock increase from non-policy days to policy days while there is no systematic change 
in the variances of shocks from non-policy days to policy days.  

In this study, we use both the IV regression and the GMM estimator of IH approach to estimate 
the impact of monetary policy on stock prices. First, we group the changes in the two variables in the 
two subsamples i.e., policy days (P) and non-
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instalment (EMI) – which is directly affected by the prevailing interest rate to be paid on housing loans – 
have a bearing on housing market conditions.  

[Table 9 to come about here] 

5.4 Robustness Checks 

We subject our findings to a couple of robustness checks. First, we estimate the IH method using 
a two-day window with 3-month IRS as the monetary policy variable. Second, we use the 3-month T-bills 
rate as a proxy for policy variable to capture the surprise effect of monetary policy actions (Duran et. al., 
2012; Rezessy, 2005) as an alternative to the 3-month IRS rate. Anticipated changes in monetary policy 
actions are already factored in by the market in Treasury bill yields and any change after the policy 
announcement reflects the unanticipated component of policy. Moreover, the 91-
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Table 6: Salient features of Sectoral Indices of NSE 
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Table 7: Variances, Covariances and Correlations on Policy and Non-Policy Dates 

 Standard deviation of asset 
prices 

Covariance/ Correlation with policy rate 

Non-policy dates 
(No of Obs.) 

Policy  dates 
(No of Obs.) 

Non policy dates Policy dates 

Covariance Correlation Covariance Correlation 
Policy rate 
(3M IRS) 

11.91  (2937) 18.29  (88) - - - - 

Auto 1.49  (2937) 2.21  (88) -0.634 -0.036 -8.935 -0.221 

IT 1.73  (2937) 2.38  (88) 0.079 0.004 0.166 0.004 

PSU Bank 2.19  (2925) 3.57  (88) -2.183 -0.084 -19.076 -0.292 

Financial 
Services 

2.31  (2937) 3.13  (88) -1.949 -0.071 -15.137 -0.264 

FMCG 1.34  (2937) 1.84  (88) -0.430 -0.027 -2.696 -0.080 
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Table 9: Impact of Unannounced Monetary Policy Announcements on Stock Markets  
 IV  2SLS 
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Table 10: Impact of Monetary Policy on Indian Sectoral Indices – Robustness Checks 
 

Sectoral Index 2-day window with 3 month IRS 3-month T-bills rate representing policy 
IV  2SLS 

coefficients 
GMM  

coefficients 
Over 

Identification 
Test (GMM)* 

IV  2SLS 
coefficients 

GMM  
coefficients 

Over 
Identification 
Test (GMM)* 

Auto -0.010  
(0.159)    

-0.007  
(0.342)       0.089    

-0.010  
(0.300)    

-0.008  
(0.390)    0.085 
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Table 11: Impact of US Policy and UMP Announcements on Indian Sectoral Indices 
Sectoral 
Index 

Monetary Policy Announcements Unconventional Monetary Policy 
IV  2SLS 

coefficients 
GMM  

coefficients 
Over 

Identification 
Test (GMM)* 

IV  2SLS 
coefficients 

GMM  
coefficients 

Over 
Identification 
Test (GMM)* 

Auto 0.031  
(0.587)    

0.048  
(0.347)    

   0.481    
0.035  

(0.756)    
0.060  

(0.575)    
   0.481    

IT 0.000  
(0.992)    

0.013  
(0.778)    

   0.470    
0.048  

(0.628)    
0.041  

(0.685)    
   0.470    

PSU Bank -0.039  
(0.437)    

-0.014  
(0.749)    

   0.271    
0.010  

(0.941)    
-0.030  
(0.813)    

   0.271    

Financial 
Services 

-0.012  
(0.792)    

-0.003  
(0.955)    

   0.037    
-0.034  
(0.805)    

-0.029  
(0.828)    

   0.037    

FMCG 0.034  
(0.471)    

0.034  
(0.408)    

   0.997    
0.011  

(0.838)    
0.082*  
(0.089)    

   0.997    

Media 0.016  
(0.839)    

-0.020  
(0.779)    

   0.320    
0.083  

(0.119)    
0.114**  
(0.017)    

   0.320    

Metal 0.036  
(0.693)    

0.057  
(0.491)    

   0.606    
0.036  

(0.792)    
0.038  

(0.780)    
   0.606    

Pharma 0.025  
(0.573)    

0.019  
(0.597)    

   0.824    
-0.045  
(0.420)    

-0.018  
(0.735)    

   0.824    

Bank -0.041  
(0.368)    

-0.017  
(0.685)    

   0.204    
-0.043  
(0.767)    

-0.094  
(0.492)    

   0.204    

Private 
Bank 

-0.052  
(0.261)    

-0.013  
(0.769)    

   0.092    
-0.030  
(0.839)    

-0.039  
(0.791)    

   0.092    

Realty -0.003  
(0.974)    

0.019 
(0.855)    

   0.480    
0.042  

(0.787)    
0.010  

(0.946)    
   0.480    

Note: The p- values are given in the brackets. *, ** and *** represents significance at the standard 10, 5 
and 1 per cent confidence levels. a: P-value of the Hansen J-Test. 
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Figure 2: Weighted Average Call Money Rate and the Policy Corridor  
 

 
 
 

 

Source: Handbook of Statistics on the India Economy, RBI. 
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Annex 

 

i. Auto Index: The Nifty Auto Index is designed to reflect the behaviour and performance of the 
Automobiles sector which includes manufacturers of cars & motorcycles, heavy vehicles, auto 
ancillaries, tyres, etc. The Nifty Auto Index comprises of 15 stocks that are listed on the National 
Stock Exchange. 

ii. Bank Index: Nifty Bank Index is an index comprised of the most liquid and large capitalised 
Indian Banking stocks. The index has 12 stocks from the banking sector which trade on the 
National Stock Exchange.  

iii. Private Bank Index: It is designed to reflect the performance of the banks from private sector. 
The Nifty Private Bank Index comprises of 10 stocks that are listed on the NSE.  

iv. PSU Bank Index: PSU Banks account for 70.3 per cent in terms of total assets held for 2006-07 
along with total business share amounting to 73 per cent for 2006-
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