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CHINTAMAN DESHMUKH 
MEMORIAL LECTURES 

Chintaman Dwarakanath Deshrnukh. who passed 
away on October 2, 1982. was the first Indian Governor 
of the Reserve Bank of India. He later became the Union 
Finance Minister. In recognition of his meritorious 
services to the Reserve Bank and the nation and to 
perpetuate his memory, the Reserve Bank of India has 
instituted an annual lecture series styled Chintarnan 
Deshmukh Memorial Lectures. So far, seven lectures 
have been delivered and published in this series, as 
mentioned below: 
Lecture Delivered by Subject 
No. 

Date 

1. Professor Nicholas The Failure of January 
Kaldor Monetarism 18, 1984 

2. Professor James Central Banks January 
Tobin and Government 9, 1985 

Budget 
3. Professor Janos State-Owned February 

Kornai Firm, Bureau- 7, 1986 
cracy and Market : 
Hungarian 
Experience 

4. Dr. Lawrence Financial November 
Klein Innovation : 24. 1987 

Effects on 
Economic 
Performance 

5. Mr. Michel The Evolving October 
Carndessus International 4, 1988 

Monetary System : 
Some Issues 

6. Mr. E. Gerald Global Economic January 
Corrigan Prospects a t  the 11, 1990 

Turn of the Decade 

7,  Mr. Jacques The Worldwide March 
de Iarosiere Adjustment Process 24. 1992. 

in the 'Eighties' 



The eighth lecture on "Central Banks, Monetary 
Policy and the Financial System" was delivered by Mr. 
John W. Crow, Governor, Bank of Canada, on November 
22, 1993. 

Chintarnan Deshmukh was' born on January 14, 
1896 at Nata, near Fort Raigarh, in Maharashtra, in a 
land-holding family with traditions of public service. 
Chintarnan's father, Dwarakanath Ganesh Deshmukh, 
was a respected lawyer and his mother, Bhagirathibai 
was a deeply religious lady. 

Chintaman had a n  outstanding educational career. 
He stood first in the Matriculation examination of the 
University of Bombay in 1912, also securing the first 
~agannath  Sankersett Scholarship in Sanskrit. At the 
University of Cambridge he took a flrst in the Natural 
Sciences Tripos in Botany, Chemistry and Geology in 
1917 winning the Frank Smart Prize in Botany. He 
appeared for the Indian Civil Service Examination, then 
held only in London, in 19 18, and topped the iist of 
successful candidates. 

For most of his 21  years with the Indian Civil 
Service, Chintaman Deshmukh was with the then 
Central Provinces and Berar Government, where among 
other things, he was probably the youngest among those 
who held the positions of Revenuesecretary and Finance 
Secretary. While on leave overseas in London, he worked 
as one of the secretaries to the Second Round Table 
Conference in which Mahatma Gandhi participated. The 
memorandum submitted by the Central Provinces and 
Berar Government, which Deshmukh prepared, for the 
purpose of the enquiry by Sir Otto Niemeyer leading to 
the award on the financial relations between the Centre 
and the Provinces under the Government of India Act, 
1935, won him high acclaim. 



Chintaman Deshmukh's association with the 
Reserve bank of India began in July 1939, when he was 
appointed Liaison Officer in the Bank to keep the 
Government of India in touch with the Bank's affairs. 
Three months later he was appointed Secretary of the 
CentraI Board of the Bank and two years later in 
December 194 1, Deputy Governor. He was Governor 
from August 1 1, 1943 to June  30. 1949. 

Chintaman Deshmukh proved to be an  outstanding 
Governor, He presided over the transformation of the 
Reserve Bank from a private shareholders;" bank to a 
nationalised institution and secured the enactment of 
comprehensive legislation for the regulation of banking 
companies and the establishment of the first financial 
institution for the 'provision of long-term credit to 
industry, namely, the Industrial Finance Corporation of 
India. He also initiated a number of steps for buiIding u p  
an  adequate machinery for rural credit. ~ommenting on 
Chintaman Deshmukh's role in regard to the provision of 
rural credit, a leading co-operator -&rote that he 'brought 
about a complete change in the approach from one of 
hesitant conservatism or laissez-faire to that of a 
progressive outlook and adoption of positive steps to 
build u p  an insti tutional machinery to  provide 
agricultural credit and for channelling Reserve Bank 
funds for development of agriculture." With nearly a 
decade's intimate association with the Reserve Bank, 
Chintaman Deshmukh reviewed centraI banking in India 
in a most thought-provoking M e  Memorial lecture in 
1948. 

Chintaman Deshmukh played an important role in 
the Bretton Woods Conference in JuIy 1944, leading to 
the establishment of the International Monetary Fund 
a n d  International Bank for Reconstmction a n d  
Development. In both of these institutions, Chintarnan 



Deshmukh was a Member of the Board of Governors for 
ten years and was the Chairman at the Joint Annual 
Meeting of these two institutions held in Paris in 1950. 

In September 1949, Prime Minister Jawaharlal 
Nehru appointed Chintaman Deshmukh India's Special 
Financial Ambassador to America and Europe, in which 
capacity he conducted the preliminary negotiations for a 
wheat loan from the U.S.A. Towards the end of the year, 
Jawaharlal Nehru asked Chintaman Deshmukh to work 
on the organisation of Planning Commission and 
appointed him member of it when it was set up on April 
1, 1950. Shortly thereafter, Chintarnan Deshmukh joined 
the Union Cabinet as the Finance Minister and held that 
office with distinction till he resigned from it in July 
1956. His stewardship of the country's finances was 
marked by prudence as well as humane perspective and 
vision, dealing imaginatively with the changing financial 
needs of a developing country. Financial policy was 
directed towards facilitating the achievement of rapid 
growth, social justice and economic stability. He made 
significant contributions to the formulation and 
implementation of the country's First and Second Five 
Year Plans. He was also primarily responsible for such 
important landmarks in the area of social control of the 
financial structure as the enactment of a new Companies 
Act and nati onalisation of the Imperial Bank of India and 
life insurance companies. 

The departure from the Union Cabinet marked the 
beginning of a different phase of public service by 
Chintarnan Deshmukh in the realms of education and 
social service. He was Chairman of the University 
Grants Commission from 1956 to 1960, helping to lay a 
solid foundation for the improvement of the standards 
of University education in the country. He was Vice- 
Chancellor of the University of Delhi from March 1962 to 



February 1967, building i t  up  as a n  outstanding 
institution of higher learning. 

Chintaman Deshmukh also gave generously of his 
time and energies to the building up of other important 
institutions devoted to the cause of education and 
research. He was President of the Indian Statistical 
Institute (ISI) from 1945 to 1964. It was during the 
period when he was both the President of the IS1 and the 
Union Finance Minister that the National Sample Sunrey, 
to be conducted by the ISI, was instituted (1951-52), and 
the Central Statistics Office established. He was 
President of the Institute of Economic Growth, New 
Delhi, from 1965 to 1974. He served as the honorary 
Chairman of the National Book Tkust from 1957 to 1960. 
He founded the India International Centre in 1959, of 
which he was Life President. He headed the Court of 
Governors of the Administrative Staff College of India. 
Hyderabad, from 1959 to 1973 and was Chairman of the 
Indian Institute of Public Administration, New Delhi, in 
1963-64. Other bodies with which Chintaman 
Deshmukh was associated included the Indian Council 
of World Affairs (1960-67) and the United Nations 
Institute for Training and Research (1965-70). Along with 
his wife Durgabai, Chintaman Deshrnukh participated in 
multifaceted social service work, especially in  the 
functional literacy and family planning work undertaken 
by the Andhra Mahila Sabha, Madras and Hyderabad, a 
social organisation of which Smt. Durgabai was the 
Founder President. He became its President after Smt. 
Durgabi's death. 

Chintaman Deshmukh's old college at Cambridge, 
Jesus college, elected him an Honorary Fellow in 1952 in 
recognition of his distinguished contribution in the areas 
of Indian and international finance and administration. 
He was co-recipient in 1959 of the Ramon Magsaysay 



Foundation's Award for distinguished Government 
Service. A number of prestigious universities and 
institutions, international as well as  Indian, conferred ori 
him doctorates honoris causa; these included the 
Universities of Princeton (U.S.A) , Leicester (U. K.) . Pune, 
Delhi, Allahabad, Nagpur and ~srnania  (India), as also 
the Indian Statistical Institute. 

Chintaman Deshmukh had a great love for 
gardening and horticulture was his special hobby. He 
continued to be a deep student of Sanskrit and 
published a volume of his poems in that language in 
1969. He was proficient in a number of foreign languages 
also. 

Chintaman Deshmukh died in his 87th year at 
Hyderabad where he had finally settled down. With his 
rare combination of qualities of head and heart, idealism 
and objectivity, culture and science, integrity, dedication 
and imagination, Chintaman Deshrnukh will always rank 
high among the eminent sons of India. 



WELCOME ADDRESS 

by Dr.C. Rangarajan, 
Governor, Reserve Bank of India 

Governor Crow, Mrs. Crow, 

It is with great pleasure that I welcome you all to the 
Eighth Chintaman Deshmukh Memorial Lecture. May I 
add a special word of welcome to Mr.Crow. Governor, 
Bank of Canada and Mrs.Crow. 

Chintaman Deshmukh was a many-sided 
personality who left his imprint on many walks of India's 
economic and social life. After a brilliant academic career 
in Cambridge, he joined the Indian Civil Service and 
served in important administrative positions in the 
Government. He joined the Reserve Bank in 1939 and 
quickly rose to become its Governor in 1943, a position 
he  held -with great distinction till the middle of 1949. 
During the period of his stewardship of the Bank. a 
comprehensive legislation for the regulation of banking 
companies was  enacted, the  Industr ia l  Finance 
Corporation of India for providing long-term credit to 
industries was set up and a sound institutional structure 
for rural credit was initiated. He played a crucial role a s  
an active member of the Indian delegation to the BreUon 
Woods Conference of July 1944, which led to the 
establishment of the International Monetary Fund and 
t h e  International Bank for Reconstruction a n d  
Development. He was a Member of the Board of 
Governors of both these institutions for ten years and 
was the Chairman of the Joint Annual Meetings of the 
two institutions held in Paris in 1950. .He was the 
Finance Minister of India from 1950 to July 1956, a 
period during which India's planning process for 
economic development firmly got under way. 



.- After leaving the  Government. Chintaman 
Deshmukh continued to play an active role in many 
areas of public life, particularly in education and social 
service. He received several national and international 
honours and the most important of which was the 
Ramon Magsaysay Foundation Award for distinguished 
Government service in 1959. 

Chintaman Deshmukh was thus a distinguished 
administrator, a profound scholar and deep thinker. We, 
therefore, felt that when he passed away in October 1982 
the best way of commemorating his memory was to 
institute a lecture series in his name. We have been 
extremely fortunate in attracting eminent persons to 
deliver the lecture series, the first being Professor 
Nicholas Kaldor ,in 1984, while subsequent lectures were 
delivered by Professor James Tobin, Professor Janos 
Kornai, Professor Lawrence Klein, Mr. Michel 
Camdessus, Mr. Gerald Corrigan and Mr. Jacques de 
Larosiere. 

For the eighth lecture today, we are privileged to 
have Mr. John Crow, Governor, Bank of Canada and 
currently Chairperson of the central bank Governors of 
the Group of Ten countries. We warrnly welcome Mr. and 
Mrs. Crow to this city of Bombay and we do hope that 
they will have happy memories of their visit to India. 

Mr. Crow was born in London and educated a t  
Oxford University. He began his professional career with 
the International Monetary Fund. He joined the Research 
Department of the Bank of Canada in 1973 as Deputy 
Chief and was appointed Chief a year and a half later. 
He was appointed Adviser to the Governor in 1979, 
Deputy Governor in May 1981 and  Senior Deputy 
Governor in March 1984. Mr. Crow was appointed a s  
Governor of the Bank of Canada on February 1, 1987. 



The importance and effectiveness of monetary policy, 
the role of central banks and the conduct of monetary 
policy have all been recurring themes in the literature on 
monetary economics. Mr. Crow is perhaps one of the 
most articulate among the central bank Governors and 
has  spoken and written extensively on the issues 
confronting central banks and central banking. All his 
speeches and writings are marked by lucidity and clarity. 
At the same time they constitute a forceful presentation 
of his views. 

Mr. Crow is speaking to us  today on 'Central Banks, 
Monetary Policy and the Financial System, a theme 
which is of extreme relevance to u s  in India as  well. The 
Indian financial system which comprises of a n  
impressive network of financial institutions, instruments 
and markets has  acquired considerable degree of 
maturity. The agenda of the structural reforms in the 
financial sector is also clear. We are relaxing the external 
constraints which have a bearing on banks' viability. 
The financial health of the banks is being improved and 
a t  the same time the banks are being required to conform 
to international standards of capital adequacy. A greater 
element of competitiveness is also being injected into the 
system. The exchange rate system has also undergone a 
radical change. The rate is no longer determined by us 
but is subject to the forces of supply and demand. This 
implies a close link between monetary policy and 
exchange rate management. We therefore look forward 
with great interest to the lecture by Mr.Crow. 

I once again welcome you all to this function and 
would now request Governor Crow to deliver the Eighth 
Chintaman Deshmukh Memorial Lecture. 



CENTRAL BANKS, 
MONETARY POLICY 

AND 
THE FINANCIAL SYSTEM 

John W. Crow 

My remarks today are those of a practitioner. What 
I aim to present are some observations on central 
banking activities ... through the eyes of a Canadian 
banker. 

I realize of course that some of what I say will cover 
territory familiar to a number of you here today. 
Nonetheless, I think there is merit in underlining 
important central banking issues and in sharing 
practical experience. There may be particular merit in 
discussing these issues when what we can do, and in 
fact do, might part company with common perceptions 
outside the central bank - for example, as  I shall discuss 
later, perceptions a s  to how interest ra tes  get 
determined. 

Furthermore, my distinguished predecessors in this 
lecture series do not appear to have focussed in any 
detail on central banking as such. But it was of course 
a major part of 'chintarnan Deshmukh's illustrious career 
- Secretary of the Central Board of the Reserve Bank of 
India, Deputy Governor, and then Governor. 

Among the public policy activities undertaken by the 
Bank of Canada, by far the best known in Canada are 
its responsibilities for formulating and conducting 
monetary policy. In addition the Bank has a less well- 



known, but also important, role in contributing to an 
efficient and stable financial sys tern. 

These are the two areas that I wish to reflect on. 

You probably need no convincing that they are 
suitable topics for a central banker. But before getting 
into them more specifically, let me underline that they 
are more than just suitable. Indeed, it is not going too far 
to say that they are the essence of our job. 

I say this because their mainspring lies a t  the heart 
of the central bank, namely right in its balance sheet. It 
is the ability of the central bank to manage the size of its 
balance sheet that gives it the power to create and supply 
liquidity, the ultimate means of payment, for the national 
financial system. And this is its indispensable and 
inalienable lever for monetary policy and for i ts  
involvement in the financial system more generally. 

How the lever is applied differs in each case. In the 
case of monetary policy, the leverage (including lending 
undertaken to smooth out clearing and settlement 
fluctuations) is used on a regular, day-to-day, basis. In 
the case of the financial system, the leverage is available 
more a s  a backstop. This more occasional role is 
captured by the fact that central banks, by virtue of their 
unique liquidity creation powers, are also traditionally 
known a s  lenders of last resort. 

But not too well known, I trust. The less real lending 
of last resort we do, a s  opposed to regular smoothing 
operations, the better. To do a'loi. would clearly mean 
continual confidence problems in the financial system. 
So, while we are of course always ready to play backstop, 
we do expend much effort trying to ensure that the 
financial system works well - through good design or  
preventive medicine in the areas where the Bank of 



Canada is specially able to make a contribution, 
particularly as regards the clearing and settlement of 
payments. 

Another feature that to my mind links these two 
areas is the fact that from whatever angle they are 
approached, one constant is the need for a central bank 
to pay close attention to financial markets, the  
information they provide and how effectively they are 
working. 

Monetary policy and financial markets 

Monetary policy is the most market-oriented, and 
therefore most indirect perhaps, of all public economic 
policies. And in this case there is a two way street - 
monetary policy operating through financial markets and 
financial markets feeding back on monetary policy. 

Let me start by dealing with the first, perhaps more 
standard, direction - monetary policy operating through 
financial markets. 

What is continually impressed on the practitioner is 
the fact that the instrument the central bank has to work 
with in undertaking monetary policy is a very specific 
kind, in a very specific dimension. As I have already 
noted, at bottom it is the central bank's balance sheet, 
its control over the volume of assets that it accumulates. 
Through this control of its assets it controls its liabilities 
- the volume of the ultimate means of payment available 
in the system. 

For the Bank of Canada at least, there really isn't 
any more than what I have just indicated. Not for many 
years has the bank attempted to exert a direct influence 
on credit or on  interest rates posted by financial 
institutions. Even our own statutory minimum lending 



rate, the Bank rate, floats - being linked to the rate for 
three month treasury bills set a t  the weekly government 
auction. And indeed, by mid-1994 there will be no 
reserve requirements on bank deposits - although 
financial institutions will still have to settle their claims 
on one another on the books of the Bank of Canada. 

These comments are statements of fact, certainly not 
notes of regret. What we have is what it takes for 
monetary policy to work effectively in the Canadian 
context. 

Now to the context. 

What we have beyond our balance sheet that does 
help a lot are resilient, well functioning, financial 
markets. They are  well equipped to a c t  a s  the 
transmission belt of our monetary policy actions when 
we add to, or subtract from, the liquidity in the system. 

Naturally enough, the Bank of Canada has had a lot 
to do with encouraging the development of those 
markets, especially the money market. 

When the Bank was set u p  in the mid-1930s. 
Canadian money markets were not well developed. The 
Bank was concerned to do what it could to change this, 
but its helping hand could not be extended in earnest 
until after World War 11. 

The 1950s were for the Bank a time of intense 
market-building. It began to offer a line of short-term, 
last resort financing to investment dealers; auctions of 
treasury bills were changed from a fortnightly to a weekly 
cycle and the amounts that were auctioned increased; 
the Bank provided wire' facilities across the country (a 
very wide country!) for the  transfer of government 
securities. Daily averaging of commercial bank reserves 



was introduced. This latter initiative enabled banks to 
economize on cash reserve balances, a s  they could 
average shortfalls and surpluses over a given period; it 
also helped the Bank of Canada by encouraging a 
demand for bank reserves that was more stable, and 
therefore more systematically responsive to changes in 
the supply of central bank liquidity. 

Let me add a t  this point for the specialists among 
you, that we are preserving this averaging even though 
reserve requirements as such are being eliminated. The 
rules will give financial institutions a n  incentive to aim 
for a zero balance a t  the Bank of Canada, averaged over 
roughly a month. 

The basic reason why commercial bank reserve 
requirements are being phased out has been the growth 
of competition from nonbank financial institutions. While 
the Canadian financial market has become much less 
compartmer~talized institutionally than just a few years 
ago, reserve requirements apply only to banks and not to 
other deposit takers. 

Accordingly, the removal of reserve requirements 
(and I should note that reserves in Canada do not pay 
any interest, market rate or otherwise) has been driven 
by considerations of efficiency and equity. 

In any event, the change has no material effect on 
monetary policy management. In other words, we will 
continue to have the same effective control over the 
liquidity creation process that we had before. 

Given a well functioning domestic financial market, 
the Bank of Canada is in principle able to  see quite 
readily the results of its broad liquidity actions fan out 
from one-day market's through markets at 30 days. 90 
days and so on - just as the standard textbooks say. 



Now I want to turn to the other side of the street - 
the influence of markets themselves on what central 
banks can do. This will add a note of greater realism to 
the discussion, because what the discussion thus far 
misses is the demand side. What it misses is indeed. in 
the broadest sense of the term, the market. 

What I mean by the market in the broadest sense is 
the views and attitudes of savers and investors. These 
are the folk, individuals or institutions, that acquire the 
liabilities generated by the financial system. Their views 
matter vitally a s  to what is bought, how much, and a t  
what price. 

What I now want to address more directly is how 
this relates to monetary policy. And perhaps the best way 
to illustrate the importance of the attitudes of savers and 
investors is by focussing on how interest rates are 
determined. 

In my experience, by far the  most common 
perception regarding monetary policy is that it consists of 
the central bank's power to raise or lower interest rates. 
However, while this view may be partly right, it is quite 
wrong in crucial respects, as the Bank of Canada often 
explains. Certainly, the central bank can add to, or 
subtract from, the stock of liquidity. But what happens 
to interest rates in general is a rather different story. In 
particular, because interest rates are inherently forward 
looking, it depends on what happens to the views of 
investors and savers in the process. 

The idea that interest rates respond automatically 
and in a particular direction - the primary example being 
that they will move down when the central bank adds to 
liquidity - stems from one of two views. 



One is that those acquiring financial claims are 
simply indifferent to what the central bank is doing. 

But how could they be? Since the central barik is at 
the heart of the liquidity supply process this is not 
credible. At least, the view is not credible a t  the all- 
important margin of supply and demand for financial 
assets, where the yields are determined. 

A better founded view is that savers and investors do 
care about what the central bank is doing, but that they 
also have confidence in its actions. Then, it may be 
plausible to argue that the additional liquidity greases 
the wheels of the financial market, acting to encourage a 
decline in interest rates across the maturity spectrum. 

Why would savers and  investors have s u c h  
confidence? The answer of course lies in the ability of the 
monetary authorities to articulate a clear and consistent 
framework for monetary policy, into which the particular 
central bank actions are shown to fit and are seen to fit. 
In my view, the importance of this point can hardly be 
overemphasized. 

Establishing and maintaining such a confidence- 
building framework may involve a range of features. For 
example, one helpful element is a clear institutional 
structure for monetary policy decisions. Such a structure 
points to the value of well conceived mandates and 
accountability for the central bank, the statutory creator 
of money in the system. The Bank of Canada has 
published quite a lot of material analyzing a n d  
discussing the issues involved in this area. 

I 'will not go further into mandate and accountability 
issues here, but I will consider further what kind of 
monetary policy is likely to have t h e  favourable 
properties I have alluded to. 



I t  is evident from a wide range of experience that the 
monetary policy most likely to help is one that is 
grounded in price stability - in presening confidence in 
the future value of money. Such a policy has two vital 
advantages. For one, it systematically contributes to the 
good functioning of a market economy, that is, a 
decentralized economy in which the institution of money 
and monetary exchange is a central feature. It also 
provides a necessary anchor for market expectations. 

Let me say a brief word on Canadian experience. 

The Bank of Canada's monetary policy has been 
clearly set on the medium-term goal of price stability. Not 
so long ago, inflation fears were quite strong, as was 
inflation, peaking at  some 6 per cent in early 1991. In 
this climate, with the Bank aiming to expand liquidity a t  
a pace that did not encourage inflation, interest rates 
rose, particularly a t  the short end. In more recent years, 
inflation has come down substantially. It has averaged 
less than 2 per cent for more than a year. In this 
situation, interest rates have come down a long way, 
both a t  the short and a t  the long-term ends of the 
market . 

The decline in interest rates has been gradual, and 
it has had interruptions. Still, I think it fair to say that 
those interruptions have originated not so much in any 
uncertainties about what the objectives of monetary 
policy have been as in uncertainties about fiscal and 
political developments. The decline has been gradual 
because savers and  investors expectations tend to 
change only gradually. And given history, their views on 
the chances that a better inflation performance can be 
sustained are likely to be particularly slow to change. 
This means that the Bank of Canada has to move 
carefully and purposefully i f  it is to encourage a 



sustained improvement in those expectations. We know 
that we have to bring savers and investors along with us. 
Obviously, this process would not have been helped by 
creating liquidity a t  a pace that would have been judged 
inflationary. 

It used to be commonplace to refer to Canadian 
monetary policy a s  a "high interest rate policy." This is 
now far less easy to do. However, some infer from the 
fact that interest rates have been appreciably lower than 
for many ye&s that monetary policy itself has  changed. 
Not so. It's just that one of the eventual results of a 
policy oriented to price stability is in fact, so far as 
monetary policy can deliver them, low interest rates. not 
high ones. But, a s  I already indicated, generally a low 
interest rate climate does take time, because building 
txust in money takes time. 

Let me now shift focus somewhat, noting that thus 
far I have been looking very much through a domestic 
lens. All the same, I have been conscious that what I 
have been saying about monetary policy does imply that 
the exchange rate floats. In other words, if the exchange 
rate is pegged, it is a t  the least somewhat contrived to 
talk about a monetary policy that is domestic in origin. 

In any event, making the role of the floating 
exchange rate more explicit changes very little in the 
substance of what I have said. Indeed, where there is any 
change it is in the direction of reinforcing the thrust of 
the argument. 

Consider the market transmission process for 
monetary policy. 

Clearly, we have to allow for the fact that not only- 
can interest rates shift in response to monetary policy 
actions but so can the exchange rate. Indeed, in its 



assessment of shifts in monetary conditions the Bank of 1 
Canada takes account not only of changes in interest 
rates but also of changes in the exchange rate. In other 
words, it aims to take an integrated approach regarding 
the  monetary policy transmission process and the 
market impact. of monetary policy actions on aggregate 
demand. 

This jars a bit with much commentary in Canada, 
which sees monetary conditions (not to speak here of 
interpretations of the thrust of monetary policy itselfl) 
exclusively through what happens to interest rates. The 
difference is most striking when, for example, interest 
rates move up while the exchange rate goes down, as  
happened in the autumn of 1992 and more recently. All 
I will do now is reiterate that the Bank of Canada must 
look a t  yields and prices in both the money and 
exchange markets in assessing the overall impact of 
monetary conditions on aggregate demand. 

I think .it can also fairly be said that the role of 
expectations, and the desirability of providing a strong 
monetary policy framework so that market expectations 
can evolve in a constructive way, is rendered only the 
more important when put in the context of the exchange 
market. 

Looking across countries, Canada has been a bit of 
a n  exception in its exchange rate regime. We were 
floating when most of the rest of the world was fuued. So 
whatever else might be said, our experience with floating 
has been relatively lengthy. 

I know that  much i s  made these days of the 
difficulties in managing exchange rates in the light of a 
dramatic expansion in international capital mobility. 
However, our own experience does n o t l l v  S U Z S I S P S ~  that 



floating is more hazardous than before in the sense that 
the exchange rate is now more susceptible to being 
pushed around in ways that seem quite unwarranted by 
the "fundamentals." I think it is also relevant to note that 
for Canada the experience with a floating exchange rate 
has been one without exchange controls. The last 
vestiges of the wartime controls were eliminated in 195 1. 

In fact, the recent European experience would 
suggest a rather dilferent moral, namely, that holding on 
to a fixed rate has become more difficult. The Bank of 
Canada has always been conscious that one advantage of 
a floating rate is that it does not provide a one-way bet 
for speculation. This itself should make a big difference 
to the momentum that speculative capital movements 
can gather. 

Central Banks and the effective operation of the 
financial system. 

Now I want to turn from discussing monetary policy 
in a market context to discussing the role of central 
banks in the effective operation of the financial system. 
While my treatment is far from comprehensive, I will 
make some observations on what I view as  some of the 
main issues or question marks concerning how well 
financial markets work. I will also comment on the kinds 
of challenges these issues pose for central banks. 

Let me begin by noting that there is no presumption 
that financial markets are always going to get the price 
right. Obviously , this is unlikely in markets providing 
quotes every minute of the day (and often night as well) 
as participants filter and react to the stream of disparate 
information arriving. 

However, to note this; a n d  to  recognize the  
possibility of volatility and overshooting - even of herd 



.instinct, bubbles and misalignment - is far from 
indicating that the "market" tends to get things wrong. 
Indeed, as a policymaker I particularly value the fact that 
markets provide a valid independent view, even a 
"quote," on the economic and financial situation. In other 
words, financial market developments and reactions are 
undeniably a source of information and invaluable check 
on wishful thinking. 

Furthermore, and as I emphasized in regard to 
monetary policy,' there can be no doubt that the effective 
functioning of financial markets in general, in particular 
the avoidance of erratic movements, is helped greatly if 
they a re  underpinned by clear a n d  coherent 
rnacroeconornic policies. 

One often cited example of sharp and unsustainable 
movements in financial markets was the explosion in 
Japanese stock and real estate prices in the late 1980s. 
However, it is worth bearing in mind that a n  enormous 
amount of liquidity had been allowed to accumulate in 
Japan - a monetary policy concern. And in some ways, 
the surprise was not so much the sharp increase in 
property and stock prices, but rather the remarkable 
absence of significant inflation in currently produced 
goods and services: 

But what about behaviour in the exchange market? 
This is a financial market that is arguably of even more 
acute interest to central banks, if only because it quotes 
a price for domestic money in relation to someone else's. 
I have already touched upon the exchange market in a 
monetary policy context, but here I'll comment on its 
operation as a market. 

Clearly, with a floating exchange rare regime, one 
shouldn't really complain about the exchange rate 



moving. But one might still complain about it behaving 
badly. And equally clearly, misalignment is a serious 
instance of bad behaviour - an e q e m e  example of 
volatility perhaps. This is when the exchange rate seems 
to part company for a n  extended period with what are 
thought to be the fundamental detenninants. 

But these "fundamentals", especially when they are 
seen as purchasing power parity or a movement in the 
current account, may not be giving the right answer. I'd 
like to look a t  two cases. 

Much has been written about the "misalignmentn of 
the U.S. dollar in the 1980s. As many of you will recall, 
the U.S. dollar moved up  sharply against virtually all 
major overseas currencies in the first half of the decade 
to what many thought were unsustainable levels, before 
falling back in the latter part of the 1980s. 

The view I take is that there may well have been 
some misalignment, but not as much as. many suppose. 
It should be recalled whqt happened to fiscal policy in 
the United States in the earlier part of the decade. The 
budget deficit widened sharply and national savings 
shrank. This, at  a time of booming U.S. investment, had 
a lot to do with the upward movement in the U.S. dollar. 
And indeed, one of the possible policy antidotes, running 
an easy money policy in order to bring down the external 
value of the currency, would have made the overall 
macroeconornic situation worse, not better. Bear in mind 
that this was not a time when overall demand for U.S. 
goods and services was by any measure soft. 

In this context, let me also make reference to 
Europe. Concerns about the behaviour of exchange rates 
came to the  fore recently i n  connection with the 
turbulence in the European Exchange Rate Mechanism. 



The underlying shock, financing Germany's unification, 
was very similar in nature to the U.S. fiscal shock to 
which I just referred. However, in the European case the 
problem could be seen as one where the deutschemark 
was. for institutional reasons, slow to shift up relative to 
the currencies of its partners in the ERM. The shift in the 
deutschemark was made necessary by the nature of the 
adjustment in Germany's balance of payments on 
current account. This adjustment from surplus into 
deficit had to take place because of the sharp increase in 
Germany's intake of foreign savings to spend at home. 

Instances of these kinds suggest that we should be 
cautious about deriving strong general conclusions a s  to 
the existence of exchange rate stresses as independent 
events. For the most part, what tend to be seen as 
misalignments have their root cause in the kinds of fiscal 
and monetary policies that are followed. Put another 
way, what dominates ' in this regard is the payoff in 
improving our domestic polcies - clearly, in achieving a 
better fiscal performance in the two cases I have just 
mentioned, I t  is heartening that  this has  been 
happening. 

Furthermore, when considering what kind of 
contribution national monetary policies can make that 
would systematically promote exchange rate stability, I 
doubt whether one can do better than having each 
country consistently pursue policies oriented toward 
domestic price stability. Such an international framework 
.provides a solid monetary basis for relatively stable 
exchange rates. It also guards against the corrosive 
effects on open international trade of competitive 
depreciation - an important source of international 
economic discord in the 1930s. 



Let me now shift my focus from the macroeconomic 
plane. I want to look principally a t  issues relating to the 
effective operation of the financial system coming from 
the degree of risk taken by financial institutions, and a t  
some implications for prudential regulation and 
supervision. 

These issues of course involve many institutional 
and rnicroeconomic questions, including legal ones. But 
the main questions for central banks are the systemic 
implications. These are  the chances that  financial 
difficulties will spread contagiously through the financial 
system, damaging that system and consequently the 
economy, and what can be done to lessen those chances. 
The Bank of Canada is not a supervisor of individual 
financial institu tions,but such systemic concerns are still 
intrinsically on its plate - supervisor or not. 

I can perhaps be brief on the background, noting 
that such eminent practitioners as Gerald Corrigan, until 
recently President of the Federal Reserve Bank of New 
York, and Alexandre Lamfalussy, General Manager of the 
Bank for International Settlements (BIS), have delivered 
numerous addresses on the subject. Indeed, part of 
Mr. Corrigan's lecture here almost three years ago 
reviewed the issues with his usual pointedness and 
succinctness. 

Trying to be even more succinct, I would say that 
while globalization and deregulation have brought major 
gains in terms of competitive and therefore economically 
efncient financial markets, there is concern that risk may 
also have increased as financial institutions have 
exploited new business opportunities. 

One element commanding a lot of attention recently 
has been the explosive growth in the volume and variety 



of fmancial derivatives - swaps, options and suchlike. It 
is clear that by tailoring risk to a user's particular 
business circumstances the use of derivatives can help to 
manage, and therefore limit, risk in business. However, 
legitimate and important questions remain as to how the 
risk gets transferred across institutions in the financial 
system. In particular, it is not as ,clear as it might be how 
robust derivative markets will be under stress and what 
are the possible systemic implications of pressures in 
these markets. This is because the linkages across 
instruments, institutions, and supervisory jurisdictions, 
the probabilities of market stress, and the kinds of 
financial exposures that could turn up in times of 
turmoil, so far have been dimcult to gauge. 

As Mr. Corrigan pointed out, all this leaves a 
compelling burden. 

In the same vein, we can surely agree with the view 
expressed a few years ago by Preston Martin, when he 
was Deputy Chairman of the Federal Reserve Board, that 
deregulation (imposing fewer restrictions on the range of 
activities that financial institutions may undertake) does 
not mean desupervision. What kind of prudential 
supervision and how much prudential supervision there 
should be are  matters that  need to be addressed 
separately. 

I noted that the Bank of Canada is not a supervisor. 
Perhaps, however, I should add a t  this juncture that we 
do  maintain very close contact indeed with the 
supervisory authorities. Since we are lender of last 
resort, this is only common sense. In other words, while 
it may not be necessary for the central bank to be 
directly involved in supervising financial institutions, it is 
difficult indeed to see how it could effectively play its role 
as fender of last resort and, collaterally, in facilitating the 



final settlement of payments, if it did not have close 
knowledge of prudential issues and concerns in the 
financial system. In our case, statutory mechanisms 
have been set up to ensure that we can acquire that 
knowledge. 

The particular contribution that the Bank of Canada 
has to offer in the area of financial system risk is its 
expertise with regard to payments and payments 
systems. As I stressed earlier we, as do all central banks, 
provide the ultimate means of payment in the system. So 
we should not duck the involvement, because we cannot 
duck the responsibility a t  the end of the line. 

I also referred at  the beginning of these remarks to 
good design, to preventive medicine. In this regard, the 
notable feature that has impressed itself upon us, as we 
deal with issues concerning payments, debt clearing and 
settlement, a n d  the netting of foreign exchange 
transactions, is the need to understand very clearly the 
nature of the risks that. are being assumed in the context 
of these systems, and by whom-knowingly or otherwise. 

This understanding doesn't necessarily come 
quickly, either in  the private sector or among the 
regulators. Still, the Bank of Canada has systematically 
asked itself a n d  other parties whether the  r isk 
characteristics of the various arrangements were being 
adequately understood and provided for. Perhaps they 
were understood at the  level of t h e  individual 
institutions, but this understanding was much less 
apparent when we scrutinized the risks at the systern- 
wide level. Perhaps it was thought that dLmculties at that 
level would be assumed by the lender of last resort. 
Perhaps they might, but the Central Bank is the last 
institution to wish to have systems designed to operate 
with that outcome in mind. That's introducing moral 



hazard, and potential carelessness. Accordingly, the 
Bank of Canada's involvement, besides seeking to ensure 
that the systems will work smoothly, has also focussed 
on making sure that they will contain risks adequately - 
preferably by seeing to it that incentives that minimize 
risk are built into the systems. 

At the same time, I am happy to report that work 
has proceeded on these systems, consciousness of risk 
and, more broadly, an appreciation of the need to guard 
against what might happen when things go wrong, has 
advanced a great deal. 

A recent welcome development in the increasing 
awareness of risk has been the sharper focus of financial 
institutions on counterparty risk. This risk has been 
brought to the fore by the massive expansion in the use 
of financial derivatives. 

Another manifestation of heightened awareness of 
risk has been the increased importance financial 
institutions have been attaching to capital backing. 
Indeed, as someone who recalls a t  first hand the 
introduction of the capital adequacy standards for 
international banks under the auspices of the G-10 
central bank governors and the BIS, it is gratifying to see 
that those minimum standards are now generally being 
not just met, but  exceeded by the vast majority of 
internationally active banks. Clearly this is happening in 
response to the increased value that the markets 
themselves now put on capital adequacy, and is a 
constructive response, especially in the context of 
deregulation. 

I have already referred in passing to the BIS. Let me 
now underline the importance of the contribution it has 
been making, in close cooperation with central banks 



and other supervisory authorities around the world, in 
devising and promoting prudential techniques and 
standards that help us  to cope with the changing 
financial environmen t. The international cooperative 
nature of the exercise - particularly the development of 
standards that command common assent - makes the 
tasks of individual central banks, regulators and 
supervisors s o  much less difficult than it could be. 

My conclusions are brief. 

Coming back to domestic monetary policies, let me 
just reiterate the value of a noninflationary monetary 
climate in contributing to sustained good performance in 
a market economy. In terms of getting exchange rates 
that behave reasonably well and interest rates that can 
be  low across the whole maturity spectrum, the 
arguments for price stability are only reinforced. As a 
final point, let me add that stability in the value of 
money, and sustained confidence in its future value, will 
make domestic financial systems, and the international 
links among such systems, generally work better as well. 
This itself contributes to better economic performance 
and also facilitates the prudential tasks we undertake. 



VOTE OF THANKS 

S.S. Tarapore 
Deputy Governor, Reserve Bank of India 

Governor Crow, Governor Rangarajan and 
distinguished invitees, 

It is a great privilege to the Reserve Bank of India to 
have with u s  today Mr. Crow to deliver the Eighth 
Chintaman Deshmukh Lecture. Mr. Crow is the  
quintessential central banker; he gave up  a very 
successful and lucrative career with the International 
Monetary Fund to become, what with great humility he 
calls 'a practitioner of central banking*. Coming as  he 
does with the background of a long career in a central 
bank which was set up around the same time as  the 
Reserve Bank of India his talk today is of particular 
relevance to us. In his lecture we observe not only 
parallels in experiences but also an incisive presentation 
of the kind of issues we in India would face in the future 
a s  the financial sector reform gathers momentum. 
Governor Crow has stressed the fact that there is a two 
way street of monetary policy operating through financial 
markets and financial markets feeding back on monetary 
policy; thus  critics of tight monetary policy must 
recognize that financial markets get the monetary policy 
they deserve. In Canada, reserve requirements will be 
totally abolished by the middle of 1994; while removal of 
reserve requirements is driven by consideration of 
efficiency and equity it is pertinent to note that in 
Canada no interest is paid on reserves. For the central 
bank to have an influence on interest rates. savers and 
investors must have confidence in monetary policy and 
this is only possible if the central bank is in a position 
to articulate a clear and consistent framework for 



monetary policy. Such a credible monetary policy has to 
be grounded in price stability and this provides an 
anchor for market expectations, Governor Crow presses 
home a vital point to audiences in India when he 
explains that generating a low interest rate climate takes 
time precisely because building trust in money takes 
time. Canada has had the longest experience of floating 
exchange rates and while we do recognize the interaction 
between exchange rate and domestic monetary policies it 
is pertinent to take note of his sagacious advice that the 
best framework for international monetary stability is for 
individual countries to pursue policies oriented towards 
domestic price stability. Furthermore, the management of 
financial system risks is ' increasingly important in the 
payments system and these risks need to be minimized. 
Finally, Governor Crow h a s  reminded u s  t h a t  
deregulation does not mean desupervision. 

Today we have been provided a rich fare on a wide 
gamut of issues which are of vital interest not only to 
central bankers but also to all others who are part of the 
financial system. If I may be permitted to go down 
memory lane for just a moment may I say that I have 
been fortunate to have worked, albeit for a short while, 
under the leadership of Mr. Crow. It is, therefore, a great 
privilege for me to have the opportunity, on behalf of the 
Reserve Bank of India, to thank you, Sir, for delivering 
a thought provoking address on a subject of vital concern 
to u s  in India today. We are also grateful to Mrs. Crow 
for her gracious presence this evening. 

To those of you who have kindly responded to our 
invitation, and in particuiar the members of the 
Deshrnukh family who are here, may I, on behalf of the 
Reserve Bank, thank you all. 
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