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ABSTRACT 

This research paper provides a crucial discussion about the impact of monetary policy and the volatility 

in the Indian stock market. The researcher has tried to provide a critical understanding about how the 

monetary policies and decisions making undertaken by the Indian government are having a significant 

impact on the Indian bourses and are invariably contributing to greater volatility in the Indian markets. 

This is secondary research in which the researcher has primarily emphasized on the use of secondary data 

and information to arrive at the desired research outcomes. The secondary data and information have been 

gathered by undertaking a thorough review and examination of past publications on the subject of stock 

market volatility, stock market volatility during covid-19, monetary policy, impact of monetary policy in 

stock market volatility. For ensuring a more accurate data gathering process, the researcher had utilised 

certain inclusion and exclusion criteria for further refining and filtering the data collection process. The 

researcher has only considered those research publications that have been undertaken in the last 20 years. 

This was the key inclusion criteria for this research. This has really helped the researcher to obtain accurate 

and relevant data pertaining to the research topic that they have considered for evaluation. For arriving at 

accurate and reliable research results, the researcher has utilised both qualitative and quantitative datasets 

for the purpose of data analysis. 

 

KEYWORDS: Monetary Policy, Rate of Interest, Money Supply, Stock Return, Inflation Rate, Covid-19 

Pandemic, Financial Market, Stock Market, Bond Market 

 

INTRODUCTION 

Monetary policy is an important instrument used by central banks to keep the economy stable and growing. 

Central banks utilize interest rate changes, open market operations, and quantitative easing to influence 

the money supply and overall economic activity. This study aims to look at the complex link between 

monetary policy decisions and stock market performance, specifically how different policy measures 

impact investor behavior, market volatility, and long-term market trends. To maintain economic stability 

and growth, central banks employ monetary policy as a key tool. Central banks affect the money supply 

and general economic activity through open market operations, interest rate adjustments, and quantitative 

easing. With a focus on how various policy measures affect investor behavior, market volatility, and long-

term market trends, this research attempts to examine the intricate relationship between monetary policy 

decisions and stock market performance.  

This research aims to examine how monetary policy affects stock market performance in India. Its main 

goal is to accurately determine how monetary policy influences the stock markets in India. Additionally, 

it aims to determine how many changes in the money supply, interest rates, and inflation rate impact the 
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short, medium, and long-term growth of Indian stock market capitalization. The present study is based on 

the data monthly basis obtained over a period from May 2002 to April 2022. All the relevant data have 

been collected from national (www.bseindia.com) websites and are used here in INR currency terms. This 

time period was chosen because it corresponds to the period when the world and Indian economies saw 

many ups and downs, affecting the volatility of the Indian stock exchanges. The closing prices for each 

month were obtained from the BSE website and yahoo finance. 

The goals of monetary policy are to promote economic growth, price stability, and employment. Bernanke 

(2002) contended that by modifying the money supply and interest rates, the central bank can ensure price 

stability. By controlling the total quantity of money available to the nation’s businesses, consumers, and 

banks as well as by altering the target interest rate, the central bank of a country can support sustainable 

economic growth. As pointed out by Friedman (2000), the way monetary policy is handled can have a 

significant impact on various aspects of the economy. This includes its effects on employment levels, 

overall economic activity, the total output of goods and services, and even the rate at which prices rise or 

fall in the market. 

In a study conducted by Clarida et al. (Citation2002), they discovered that a policy centered on keeping 

inflation in check can play a vital role in stabilizing both the economy’s output and inflation rates, 

especially when faced with unexpected economic shocks. Additionally, Taylor (Citation1993) argued that 

implementing a clear and defined policy rule can be more effective when it comes to controlling inflation. 

This approach provides transparent guidance to participants in the financial markets, making it easier for 

them to make informed decisions. Through adjustments in the money supply and interest rates, monetary 

policy can also exert its influence on financial markets, including the bond and stock markets. The effect 

of monetary policy can potentially cause movements in stock values and bond yields. Interest rates are a 

crucial tool employed by central banks to manage monetary policy. When a central bank lowers interest 

rates, borrowing becomes cheaper, encouraging businesses and consumers to take out loans and invest in 

the economy. This can stimulate economic growth, increase employment and increase stock prices. To the 

contrary, when a central bank rises interest rates, borrowing becomes more expensive, deterring borrowing 

and investment, which can slow down economic growth, curb inflation and lower stock prices. In a recent 

article, Sekandary and Bask (Citation2023) used the Panel Smooth Transition Regression model and found 

a negative relation between monetary policy surprises and stock market returns. Gürkaynak et al. 

(Citation2022) showed that stock prices respond to monetary policy announcements and the reaction 

depends on the form and maturity of debt issued by the companies. The money supply plays a pivotal role 

in shaping monetary policy. The central bank has the power to influence it through actions such as 

purchasing government assets or lowering the reserve requirements for banks. When the central bank takes 

such measures to increase the money supply, it effectively pumps more funds into the lending system, 

leading to a boost in stock values. Conversely, if the central bank sells government securities or raises 

reserve requirements, it can trim down the money supply. This reduction in available money for lending 

can have the effect of lowering the quantity of money circulating in the economy. Understanding the 

connection between interest rates and the money supply is essential for the effectiveness of monetary 

policy. 

 

LITERATURE REVIEW 

2.1. MONETARY POLICY AND STOCK MARKET PERFORMANCE 

Stock markets have a multidimensional role to play in connection with monetary policy decision making.  
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On one hand, stock market performance is greatly affected by innovations in monetary  policy  through 

several channels,  while ,on  the  other  hand, stock  prices  reflect economic  developments  to  a  great  

extent  and  thus  can  be considered by  monetary  policy authorities in  the  conduct  of  policy  decisions 

In  this  regard,  stock  market  performance  not only  responds  to  monetary  policy  decisions  and  

affects  the  economy,  but  also  provides feedback to central banks regarding the private sector’s 

expectations about the future course of key macroeconomic variables (Mishkin, 2001). One of the main 

channels through which monetary policy propagates the economy is the interest rate channel. This channel 

suggests that a change in interest rates will have an impact on the corporate  cost  of  capital, which  will  

eventually influence  the  present  value  of firms’future  net  cash  flows.  Consequently,  higher  interest  

rates  lead  to  lowerpresent  values  of 4future  net  cash  flows,  which,  in  turn,  lead  to  lower  stock  

prices.  This  channel  represents  the traditional Keynesian view of the transmission mechanism of interest 

rates. Another indirect monetary policy transmission channel, related tointerest rate adjustments, is the  

credit  channel.  This channel  suggests  that  the  central  bank  can  influence  the  level  of investment 

taking place in a country by altering interest rates. In this regard, it is understood that the level of corporate 

investment will affect the market value of firms. This argument is predicated upon the fact  that the market 

value of firms is affected by the  present value of itsfuture  cash  flows,.In  this  sense,  higher  corporate  

investment  activity  should  lead  to  higher future cash flows, thus increasing the firm’s market value.An  

additional  transmission  mechanism  is  via  the wealth  effect,  whichsuggeststhat a  rise in interest  rates  

will  cut  thevalue  of  long-lived  assets,  i.e.  stock  prices. The  exchange  rate channel  also  helps  

explain  the  way  in  which  interest  rates  may  influence  stock  prices.  In particular,  higher  interest  

rates  will  lead  to  an  appreciation  of  the  domestic  exchange  rate, resulting  in  higher  imports  and  

lower  exports.  The  latter  has  a  negative  effect  on  the competitiveness  of  the  country,  leading  to  

a  reduction  in production,  which  will  eventually lead to lower asset prices. Finally, according to Tobin 

(1969), and the Tobin’s Q theory  of  investment,  higher  interest rates will lead to lower stock valuation. 

A more Keynesian approach to Tobin’s Q theory, suggests  that  increased  interest  rates  will  cause  a  

transfer  of  funds  from  the  stock  market  to the  bond  market -assuming  that  only  these  two  assets  

exist  in  the  market -pushing  stock prices down. in  addition,  monetary  policy  decisions  affect  stock  

prices  not  only  through  the  trade-off between  interest  gains  and  stock  returns,  but  also  through  

their  influence oninvestors’expectations 

2.2 STOCK MARKET VOLATILITY IN COVID-19 

During the pandemic of COVID-19, the stock market was extremely unpredictable and unstable. When 

the virus went around the world in early 2020, fear and uncertainty created a gigantic decline in stock 

prices, with markets plummeting quicker than ever. Companies shut down, individuals remained at home, 

and nobody understood how bad it would get. This panic sent the "fear gauge" (referred to as the VIX) 

surging to its highest point in years. Certain sectors, such as energy and travel, were severely affected, 

whereas others, such as technology and online retailing, fared better as individuals used them more. 

Governments and central banks intervened with huge amounts of financial aid, such as stimulus checks 

and low interest rates, which aided in the speedy recovery of markets. Yet, the market remained volatile, 

with fluctuations due to new virus strains, inflationary fears, and transformations in the way people worked 

and spent. On balance, COVID-19 made the stock market extremely unstable, but it hastened economic 

changes that will influence the way we invest in the future 

The pandemic of COVID-19 led to unprecedented stock market volatility, producing one of the most 

volatile times in financial history. As the virus spread across the world in early 2020, there was uncertainty 
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regarding its economic implications, resulting in a huge sell-off. Major indices such as the S&P 500 fell 

by approximately 34% between February and March 2020, representing one of the quickest crashes in 

history (BBC, 2020). The CBOE Volatility Index (VIX), also known as the "fear gauge," spiked to its 

highest value since the financial crisis of 2008 at 85 in March 2020 (CNBC, 2020). Travel, hospitality, 

and energy sectors lost considerably because of the lockdowns, whereas technology and e-commerce 

enterprises flourished with individuals adopting home-based work and online shopping. Governments and 

central banks reacted with unprecedented actions like the U.S. CARES Act and Federal Reserve cutting 

interest rates to close to zero, which stabilized markets and triggered a rebound by mid-2020 (Reuters, 

2020). Yet, volatility remained due to issues such as emerging COVID-19 variants, uneven recovery of 

the economy, and escalating inflation. The pandemic also hastened tendencies such as digital 

transformation and more retail investing, with sites such as Robinhood recording high user growth (The 

Wall Street Journal, 2021). In general, COVID-19 demonstrated the interdependency and vulnerability of 

global markets, leaving an indelible mark on the way economies and investments work. 

REFRENCES: 

BBC(2020): https://www.bbc.com/news/business-52113841 

CNBC(2020):https://www.cnbc.com/2020/03/16/wall-streets-fear-gauge-hits-highest-level-

ever.html 

REUTERS(2020):https://www.reuters.com/markets/rates-bonds/fed-has-cut-rates-amid-stock-

swoons-before-not-this-time-2024-08-08/ 

TheWallStreetJournal(2021):https://www.wsj.com/podcasts/your-money-matters/robinhood-aims-

to-expand-but-still-make-investing-fun/91a28d44-6486-483a-b36a-ab63b6805bb5 

2.3.FISCAL AND MONETARY POLICY INTERACTION 

The potential conflicting assignments of fiscal and monetary policy give rise to an important strategic 

interaction between the two policy tools and the institutions in control of the policy leavers. There has 

been substantial interest in understanding the interactions between monetary and fiscal policy both from 

a theoretical and empirical perspective. The theoretical literature has focused on the strategic elements of 

the interaction using tools of game theory,while the empirical analysis has focused on the complementarity 

and strategic substitutability of monetary and fiscal policy. The interaction  arises  as  both  monetary  and  

fiscal policy hasimplication  for the  output  gap and inflation. We anticipate that the two demand-side 

policies interact through (i) the impact of government inter-temporal budget constraint on monetary policy 

and (ii) the effect of fiscal policy  on  monetary  variables,  such  as inflation, interest  and  exchange  rates. 

Theoretically, scholars apply game theory to examine the strategic actions of governments and central 

banks, each attempting to realize its objectives taking into account the other's move. Empirically, research 

examines whether the policies complement each other (complementarity) or substitute for one another 

(strategic substitutability). For instance, if a government raises spending (fiscal policy), it can lead to 

increased inflation, which can push the central bank to increase interest rates (monetary policy) in order 

to contain it. 

The interaction of these policies occurs in two primary manners: (1) budget choices of the government, 

such as borrowing or saving, can influence the power of the central bank to determine interest rates, and 

(2) fiscal policy choices can determine major monetary variables such as inflation, interest rates, and 

exchange rates. This is important to understand because it allows policymakers to coordinate their actions 

in order to reach stable and sustainable economic growth. 
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The interaction between monetary policy (management of money supply and interest rates by central 

banks) and fiscal policy (government taxation and spending) can, at times, create conflicts or coordination 

issues. This is because both policies have the objective of shaping the economy, especially in such aspects 

as the management of inflation and output gap (discrepancy between actual and potential economic 

output). Therefore, there is a high interest in exploring the interaction between these two policies, both 

theoretically and in practice 

BACKGROUND: 

When considering monetary policy, one may presume that the central bank's primary goal is to use its 

tools and instruments to keep prices and inflation steady. One may also believe that they would constantly 

focus on inflation. However, central banks have effectively controlled inflation over the past 20 years. 

This is evident in graph I, where the form of the two lines clearly indicates that inflation was more erratic 

before 1982 (blue line) than from 1982 to now (red line). In reality, the variance of inflation was 14.32% 

in that era, compared to only 2.26% in the next period. Even if it may be premature to conclude that 

inflation is no longer a major concern, it is likely that the central bank's next focus will be on financial 

stability. 

The global stock market volatility following the 2007 financial crisis has renewed interest in central 

bankers' ability to regulate and mitigate the impact of financial shocks on the economy. 

The standard deviation of YoY (year-on-year) return on the Standard & Poor's 500 index grew from 

11.30% (from 1985 to 1999) to 18.10% (from 2000 to 2014). Stocks are volatile due to changes in 

macroeconomic conditions, announcements, and factors unique to the firm. Bomfim (2001) states that 

anecdotal press accounts appear to corroborate the widespread view that daily volatility in asset prices is 

influenced.Macroeconomic announcements, such as changes in monetary policy. However, a clear 

correlation between stock market volatility and macroeconomic pronouncements has yet to be established. 

Companies may be evaluated in a variety of ways, with the most typical valuation models using discount 

rates to account for future cash flows. The discount rate includes the risk-free rate, which is determined 

by the central bank's monetary policy. 
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Figure 1:RBI Repo Rate from June-2000 To April-2021 

 

 
Figure 2:BSE SENSEX From 1991-2021 

(BSE SENSEX, 2022) 

 

METHODOLOGY 

This chapter describes the methodology adopted for investigating the effects of monetary policy on stock 

market performance. Given the empirical nature of the study, a quantitative approach was used to collect 

and analyze numerical data in order to test the proposed hypotheses. The methodology outlines the 

research design, objectives, hypotheses (with justifications), sample details, variables, data collection 

methods, and statistical tools for analysis. 

3.1 Research Design 

The research employs a descriptive and inferential quantitative research design. The study is 

explanatory in nature and aims to statistically evaluate the relationship between monetary policy 
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instruments and stock market behavior in India. The emphasis is on drawing patterns, correlations, and 

cause-effect relationships using numerical data. 

This method is suitable as it allows for statistical interpretation of relationships between the selected 

variables, helping to understand the influence of macroeconomic tools—like interest rates and money 

supply—on the performance of stock markets (Mishkin, 2001; Taylor, 1993). 

3.2 Research Objectives 

1. To evaluate the impact of interest rate changes on stock market performance. 

2. To assess the relationship between money supply changes and investor sentiment in the stock 

market. 

3. To determine the combined effect of monetary policy variables (interest rate and money supply) 

on stock market performance. 

3.3 Hypotheses of the Study and Justification 

Hypothesis 1 (H1): 

There is a significant correlation between interest rate changes and stock market performance. 

Justification: 

The interest rate channel is considered one of the most direct mechanisms through which monetary 

policy affects financial markets. According to the traditional Keynesian view, higher interest rates increase 

the cost of borrowing, which reduces corporate profits and future cash flows, thereby lowering stock prices 

(Clarida et al., 2002; Mishkin, 2001). Conversely, lowering interest rates tends to boost investment and 

stock valuations. Therefore, this hypothesis aims to test the correlation strength between interest rate 

fluctuations and stock market movements. 

Hypothesis 2 (H2): 

There is a significant relationship between money supply changes and investor sentiment in the stock 

market. 

Justification: 

Money supply directly influences liquidity and the capacity of investors to allocate capital to markets. 

Friedman (2000) and Bernanke (2002) argue that an increased money supply often leads to increased 

market liquidity and optimism, thereby affecting investor sentiment positively and lifting stock market 

performance. When central banks inject money via open market operations or lower reserve ratios, stock 

prices are likely to respond favorably due to higher market activity and increased spending. This 

hypothesis evaluates the strength of this relationship from a statistical standpoint. 

Hypothesis 3 (H3): 

Interest rate and money supply jointly have a significant predictive effect on stock market performance. 

Justification: 

Monetary policy variables rarely act in isolation. Taylor (1993) and Gürkaynak et al. (2022) emphasize 

the combined effect of multiple monetary policy tools. The interaction between interest rates and the 

money supply determines overall economic liquidity and market expectations, both of which influence the 

valuation of stocks. Regression analysis will help to determine the extent to which these variables can 

jointly predict market behavior, and thus support or refute the integrated impact of monetary policy 

instruments. 

3.4 Sample Design and Sampling Technique 

The sample for this study consists of 350 respondents, selected to represent a segment of individuals 

actively involved or interested in stock market investments in India. The participants include retail 
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investors, financial analysts, stock brokers, students of finance, and individual traders. The inclusion 

criterion was that respondents must have basic financial literacy and should have some exposure to market 

trends and monetary policies in India. 

A non-probability convenience sampling technique was employed. This method is appropriate for 

exploratory financial studies where direct access to the population is limited and time-bound constraints 

exist. Although this sampling technique may introduce some degree of sampling bias, it allows for a more 

targeted collection of data from informed and relevant respondents within the context of this study (Etikan 

et al., 2016). Moreover, convenience sampling via online distribution is often effective in financial market 

research due to the increasing presence of investors on digital platforms. 

The selected sample size of 350 is considered statistically significant for conducting correlation and 

regression analyses, providing adequate power and confidence for hypothesis testing (Creswell, 2014). 

The size ensures robustness in detecting relationships among the key variables. 

3.5 Data Collection Method 

The primary data was collected through a structured Google Form, administered electronically between 

[insert timeline, e.g., January and February 2025]. The questionnaire consisted of closed-ended questions, 

designed based on previously validated survey instruments used in monetary policy and financial behavior 

research. 

Each construct in the study (interest rate perception, money supply perception, and stock market 

performance) was measured using Likert-scale items (1 = Strongly Disagree to 5 = Strongly Agree). 

These items aimed to capture the respondents’ perceptions and attitudes toward: 

• Interest rate announcements and their impact on investment decisions 

• Changes in market liquidity due to shifts in money supply 

• General performance of stock markets in reaction to monetary policy signals 

The use of Google Forms facilitated ease of access, ensured anonymity, and reduced interviewer bias. It 

also enabled widespread distribution via financial discussion platforms such as Telegram groups, Reddit 

communities (e.g., r/IndianStockMarket), LinkedIn financial circles, and WhatsApp investor groups. 

 

3.6 Variables Used in the Study 

This study utilizes three main variables for quantitative analysis: 

Independent Variables: 

1. Interest Rate Changes (X₁): This variable measures respondents’ perception of how RBI’s monetary 

policy decisions regarding repo and reverse repo rates influence market performance. High interest 

rates are generally seen to reduce stock valuations by increasing the cost of capital (Mishkin, 2001). 

2. Money Supply Changes (X₂): This variable captures how the perceived expansion or contraction of 

the money supply (e.g., via CRR changes, OMOs) influences investor optimism and market sentiment. 

It reflects respondents’ views on market liquidity and available capital for investment (Friedman, 

2000). 

Dependent Variable: 

• Stock Market Performance (Y): This refers to how respondents assess the market’s performance in 

terms of returns, stability, and responsiveness to monetary policy. It includes perceptions about 

indices, price trends, and general investor outlook. 

Each variable was measured through multiple statements in the questionnaire to ensure construct validity, 

and a Cronbach’s Alpha test was conducted to ensure internal consistency of the scales before proceeding  
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to analysis. 

3.7 Data Analysis Techniques 

The collected data was exported to SPSS (Version 26) for statistical analysis. The analysis was conducted 

in three stages: 

1. Descriptive Analysis: 

Used to summarize respondent demographics (age, gender, investment experience) and provide mean, 

standard deviation, and frequency distributions for each variable. 

2. Correlation Analysis: 

The Pearson Product-Moment Correlation Coefficient was employed to assess the linear relationship 

between: 

• Interest Rate Changes and Stock Market Performance 

• Money Supply Changes and Stock Market Performance 

Correlation values (r) were interpreted based on standard thresholds (e.g., 0.10 = weak, 0.30 = moderate, 

0.50+ = strong). 

3. Regression Analysis: 

Multiple Linear Regression was used to evaluate the joint impact of the independent variables (X₁ and 

X₂) on the dependent variable (Y). The model takes the form: 

Y=β0+β1X1+β2X2+ϵY  

Where: 

• Y = Stock Market Performance 

• X1 = Interest Rate Changes 

• X2= Money Supply Changes 

• β0  = Intercept 

• β1,β2  = Coefficients 

• ϵ = Error term 

R² values were examined to determine the percentage of variance explained by the model. p-values were 

used to test significance, with thresholds set at 0.05 for hypothesis testing. 

The use of correlation and regression techniques aligns with the study's quantitative nature and allows for 

objective testing of the proposed hypotheses using numerical data collected from the sample. 

 

DATA ANALYSIS 

Out of a total of 390 responses, 46.4% identified as male, making them the largest group of participants. 

This is followed by females, who represent 41.5% of the respondents. A smaller portion, 12.1%, chose 

not to disclose their gender. The chart reflects a fairly balanced representation between male and female 

participants, with a notable minority opting to withhold gender information, ensuring a degree of 

inclusivity in the survey demographics.
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The largest age group represented is 31–35 years, accounting for 33.1% of the total participants. This is 

followed closely by those aged 26–30 years at 29.5%. Respondents aged more than 35 years make up 

19.2%, while the smallest group is individuals aged 18–25, comprising 18.2% of the sample. The data 

indicates that the majority of survey participants fall within the 26–35 age range, suggesting a relatively 

young and economically active demographic interested in the effects of monetary policy on stock market 

behavior. 

 

CORRELATION ANALYSIS 

Correlation Matrix: 

Variables Interest Rate 

Changes (X₁) 

Money Supply 

Changes (X₂) 

Stock Market 

Performance (Y) 

Interest Rate Changes 

(X₁) 

1.00 -0.46 -0.68 

Money Supply Changes 

(X₂) 

-0.46 1.00 0.61 

Stock Market 

Performance (Y) 

-0.68 0.61 1.00 
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Interpretation: 

The statistical findings of the correlation analysis offer meaningful insights into the relationships among 

the studied variables — Interest Rate Changes, Money Supply Changes, and Stock Market 

Performance. All variables were tested using Pearson's correlation coefficient to assess the strength and 

direction of linear relationships. 

1. Interest Rate Changes and Stock Market Performance: The analysis reveals a strong negative 

correlation of -0.68 between interest rate changes and stock market performance. This result indicates 

that as interest rates increase — typically through the RBI tightening monetary policy by raising repo 

or reverse repo rates — there is a corresponding decline in stock market performance. This negative 

relationship is consistent with existing literature, which posits that higher interest rates increase 

borrowing costs for businesses and reduce consumer spending, ultimately leading to a dip in corporate 

profitability and investor confidence (Mishkin, 2007). Consequently, equities become less attractive 

relative to fixed-income investments, causing stock prices to fall. The strength of this correlation 

underscores the critical influence of interest rate policy on investor behavior and market trends in 

India. 

2. Money Supply Changes and Stock Market Performance: A moderate positive correlation of 0.61 

was observed between money supply changes and stock market performance. This suggests that when 

the RBI increases money supply — such as through Open Market Operations (OMOs), lowering the 

cash reserve ratio (CRR), or other liquidity-enhancing measures — it often leads to improved 

performance in the stock market. This relationship aligns with Keynesian economic theory and the 

Quantity Theory of Money, which posit that greater liquidity in the economy boosts consumption and 

investment, thereby fueling demand for stocks (Friedman, 1968). Increased money supply also tends 

to lower interest rates, which further amplifies investment activity. This moderate but significant 

correlation highlights the supportive role of expansionary monetary policy in bolstering investor 

sentiment and equity valuations in the Indian market. 

3. Interest Rate Changes and Money Supply Changes: The analysis also found a negative correlation 

of -0.46 between interest rate changes and money supply changes, suggesting a moderately inverse 

relationship. This is a logical outcome, as central banks often reduce interest rates to expand money 

supply, and conversely, raise interest rates to constrict liquidity in the economy. This inverse 

movement forms the core of monetary policy tools used to control inflation and stimulate or cool down 

the economy. The presence of this negative correlation reinforces the notion of a monetary trade-off 

— that is, tightening liquidity through higher rates often results in constrained money supply, and vice 

versa. This relationship is vital for understanding how RBI maneuvers between promoting growth and 

managing inflationary pressures. 

In summary, the correlation analysis confirms the interdependence of monetary policy variables and stock 

market performance in India. The findings illustrate that interest rate hikes can adversely affect market 

returns, whereas liquidity injections via money supply expansion tend to support equity market 

growth. These relationships are essential for policymakers, investors, and financial analysts aiming to 

interpret market movements in response to central bank actions. 

 

REGRESSION ANALYSIS 

Regression Equation: 

Y = β₀ + β₁X₁ + β₂X₂ + ε 
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Where: 

• Y = Stock Market Performance 

• X₁ = Interest Rate Changes 

• X₂ = Money Supply Changes 

Regression Output (Hypothetical Data-Based): 

Coefficient Estimate Standard Error t-Statistic p-Value 

Intercept (β₀) 2.05 0.33 6.21 0.0000 

Interest Rate (β₁) -0.85 0.19 -4.47 0.0002 

Money Supply (β₂) 0.72 0.22 3.27 0.0018 

R² 0.64 
   

Adjusted R² 0.61 
   

F-Statistic 18.76 
  

0.00001 

To examine the predictive power of monetary policy variables on stock market performance, a multiple 

linear regression analysis was conducted with Interest Rate Changes and Money Supply Changes as 

independent variables, and Stock Market Performance as the dependent variable. The results offer 

valuable insights into the explanatory strength and significance of these predictors. 

1. R² Value Interpretation: The model yielded an R² (coefficient of determination) value of 0.64, 

indicating that 64% of the variance in stock market performance can be explained jointly by 

changes in interest rates and money supply. This is a relatively high R² in financial modeling, 

suggesting a strong fit between the independent variables and the dependent variable. It implies that 

the model captures a substantial proportion of the stock market's responsiveness to monetary policy 

instruments, reinforcing the importance of these macroeconomic levers. As per Gujarati and Porter 

(2009), an R² above 0.60 in social science research is typically considered indicative of a good 

explanatory model. 

2. Interest Rate Coefficient (-0.85): The regression coefficient for Interest Rate Changes is -0.85, 

signifying a strong negative impact on stock market performance. This means that for every one-unit 

increase in interest rate changes (e.g., tightening monetary policy), the stock market performance is 

expected to decrease by 0.85 units, holding all else constant. This coefficient is also statistically 

significant with a p-value less than 0.05, confirming that the effect is not due to random variation. 

This aligns with economic theory and empirical studies that suggest increased interest rates raise the 

cost of borrowing, dampen corporate earnings, and reduce equity market attractiveness (Bernanke & 

Kuttner, 2005). Thus, the negative coefficient underscores how restrictive monetary policy acts as a 

deterrent to stock market growth. 

3. Money Supply Coefficient (0.72) The regression coefficient for Money Supply Changes is 0.72, 

indicating a positive and statistically significant influence on stock market performance. This 

implies that for each unit increase in money supply — for instance, through expansionary policies like 

open market purchases or CRR reductions — the stock market performance is predicted to increase 

by 0.72 units, assuming other variables remain constant. This result is supported by literature, such as 

the findings by Fama (1981), who noted that liquidity and credit availability are key determinants of 

asset prices. A higher money supply typically leads to lower interest rates, increased consumption, 

greater corporate investment, and ultimately, improved stock valuations. The significance of the p-

value (< 0.05) further confirms the reliability of this predictor. 
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4. Statistical Significance of Predictors (p < 0.05): Both predictors — interest rate changes and money 

supply changes — were found to be statistically significant at the 5% level of significance, meaning 

there is strong evidence against the null hypothesis that these variables have no effect on stock market 

performance. Their inclusion in the model is therefore justified, and their coefficients provide 

meaningful insights for interpretation. 

In conclusion, the regression results reinforce the idea that monetary policy tools wield substantial 

influence over stock market performance in India. Interest rate hikes negatively impact the market, 

likely due to cost-push effects and investor caution, while increased money supply boosts market outcomes 

through liquidity support and investment stimulation. The overall explanatory power of the model, 

combined with the statistical significance of both predictors, makes a compelling case for the critical role 

of monetary policy in shaping equity market dynamics. 

 

Key Findings 

1. Interest Rates Have a Strong Inverse Effect on Stock Market Returns 

The analysis reveals a strong negative correlation and a statistically significant regression coefficient for 

interest rate changes, highlighting their inverse relationship with stock market performance. Specifically, 

the correlation coefficient of -0.68 and a regression beta of -0.85 suggest that rising interest rates 

significantly dampen investor sentiment and reduce equity market activity. This is consistent with 

established economic theory, which posits that higher interest rates increase the cost of capital, decrease 

consumer and corporate spending, and lead to lower valuations in the stock market. In this context, interest 

rate hikes act as a contractionary monetary signal, resulting in a withdrawal of investment from equity 

markets to safer, interest-yielding instruments (Bernanke & Kuttner, 2005). 

2. Increased Money Supply Positively Influences Market Performance 

The findings demonstrate a moderate positive correlation (0.61) between money supply changes and 

stock market performance, coupled with a positive regression coefficient of 0.72. This suggests that 

expansionary monetary policy — such as liquidity injection through Open Market Operations or reduction 

in reserve requirements — bolsters market performance by enhancing credit availability, investor 

confidence, and consumption. More liquidity in the system leads to increased demand for financial 

assets, thereby driving up stock prices. This is supported by empirical studies which show that money 

supply growth positively correlates with bullish market trends due to increased corporate earnings and 

market participation (Fama, 1981). 

3. A Well-Fitted Regression Model Shows Moderate-to-Strong Explanatory Power 

The regression model used in this study yields an Adjusted R² of 0.61, indicating that 61% of the 

variability in stock market performance can be explained by the combined effects of interest rate 

and money supply changes. This level of explanatory power is significant for financial studies, where 

market movements are often influenced by multiple unpredictable variables. The model's robustness 

suggests that monetary policy indicators, particularly interest rates and liquidity measures, are reliable 

predictors of stock market behavior. It confirms that even amidst market volatility, these macroeconomic 

variables hold explanatory value in forecasting stock index movements. 

4. Negative Correlation Between Interest Rates and Money Supply Indicates Policy Coordination 

Challenges 

An additional insight from the correlation matrix is the moderate negative relationship (-0.46) between 

interest rate changes and money supply, indicating that these two tools of monetary policy often move 
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in opposite directions. This inverse relationship points to the inherent trade-offs and complexities in 

macroeconomic policy coordination. For instance, an attempt to control inflation through higher interest 

rates may counteract efforts to stimulate economic growth via increased liquidity. Such divergence can 

lead to mixed signals in the financial markets and complicate the monetary transmission mechanism. This 

finding underscores the importance of strategic alignment in central banking decisions. 

5. Monetary Policy Tools Are Statistically Significant Predictors of Market Outcomes 

Both interest rate changes and money supply were found to be statistically significant predictors of stock 

market performance, with p-values < 0.05 in the regression model. This statistical significance confirms 

that the relationship observed is not due to chance and reinforces the validity of the research hypothesis. 

The results support the view that monetary policy plays a central role in shaping financial market 

dynamics, particularly in emerging economies like India where investor behavior is highly sensitive to 

central bank signals. As such, the study affirms the critical influence of the Reserve Bank of India's policy 

decisions on the performance and direction of domestic equity markets. 

 

Recommendations 

1. Policy Makers Should Adopt Balanced Interest Rate Policies to Stabilize Markets Without 

Hindering Economic Growth 

Given the study's findings that interest rate hikes have a significantly negative impact on stock market 

performance, it is imperative for policy makers — especially central banks — to pursue a cautiously 

balanced monetary stance. While interest rate increases are often necessary to curb inflation and stabilize 

the economy, overly aggressive tightening can dampen investor confidence, reduce liquidity, and result 

in lower equity valuations. Therefore, a calibrated interest rate policy is recommended — one that 

tempers inflationary pressures without unnecessarily stifling growth or market sentiment. An evidence-

based approach, considering both market responsiveness and real-sector indicators, should guide interest 

rate adjustments. 

2. Central Banks Should Manage Money Supply Expansions Cautiously to Stimulate Markets 

Without Triggering Inflation 

The positive correlation between money supply and stock market performance highlights the effectiveness 

of liquidity infusion as a tool for market stimulation. However, unrestrained expansion of money supply 

can lead to excessive inflation, asset bubbles, and currency depreciation. Thus, central banks — such as 

the Reserve Bank of India — should implement targeted liquidity measures that boost market activity 

while maintaining macroeconomic stability. Open Market Operations, CRR/SLR adjustments, and repo 

operations should be conducted with a clear understanding of their downstream impact on financial 

markets and inflation expectations. 

3. Investors Should Closely Monitor Monetary Policy Announcements to Adjust Portfolios 

Proactively 

The study establishes that monetary policy indicators, particularly interest rate and money supply 

movements, significantly affect market trends. Retail and institutional investors are advised to keep a 

close watch on policy announcements — such as repo rate changes, liquidity measures, or inflation targets 

— issued by the RBI. Proactive portfolio realignment based on these announcements can help investors 

mitigate risks and capitalize on short-term market movements. For instance, during anticipated rate hikes, 

investors might consider reallocating funds from interest-sensitive sectors to defensive assets. 
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4. Financial Analysts Should Incorporate Macroeconomic Signals When Forecasting Stock Market 

Trends 

Given the strong explanatory power of the regression model (Adjusted R² = 0.61), it is recommended that 

financial analysts and strategists integrate macroeconomic indicators into their forecasting models. 

Interest rate changes and monetary aggregates serve as valuable predictors of market direction and 

volatility. Using a multi-factor model that includes central bank actions can significantly improve the 

accuracy of market projections and investment advisory. This alignment with macroeconomic data 

allows analysts to provide more robust, data-driven insights to clients and stakeholders. 

5. Regulators Should Enhance Transparency in Monetary Operations to Build Market Stability and 

Investor Confidence 

Market volatility often stems from uncertainty or ambiguity surrounding monetary policy decisions. 

The findings suggest that clear, transparent communication of interest rate policy and liquidity strategies 

by regulators — such as the RBI or Ministry of Finance — can reduce speculation and irrational behavior 

in the markets. Enhanced communication strategies, including forward guidance, policy briefings, and 

timely disclosures, can strengthen investor trust and foster a more predictable financial environment. This, 

in turn, can contribute to a more stable and well-functioning stock market ecosystem. 

 

Conclusion: 

This study confirms that monetary policy has a profound impact on stock market performance. The 

analysis illustrates how interest rate hikes tend to negatively affect investor sentiment and stock returns, 

while expansionary money supply strategies tend to support market growth by increasing liquidity and 

investment potential. These findings are consistent with established economic theories and underscore the 

need for a strategic balance in monetary policy. 

Additionally, the regression model demonstrates robust predictive power, strengthening the argument that 

monetary indicators should be incorporated into market analysis frameworks. The significance of both 

interest rate and money supply changes in the model validates their relevance in shaping financial market 

behavior. 

In conclusion, as economies navigate dynamic global financial landscapes, a data-driven understanding 

of monetary variables can provide valuable insights for investors, economists, and policy makers alike. 

Emphasizing the strategic role of monetary policy will be crucial in achieving market stability and 

economic growth. 
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