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THETHEORETICALLATTICEOF THEMONETARY AND CREDIT POLICY
FORTHEFIRSTHALFOF1998-99

A. Vasudevan

Ored te dsingushing feares o te
mongaly and cedt  poicy for the it hef
of he cument year is that it opens up the
possibility of having afaily  stuctured
theoreticalframeworkofmonetarypolicy
tet bigs Mo fisn te vaos dads o
thought from the economics of development
andmicroeconomicstosuitthechanging
economic  crcumstances. Such a framework,
when constructed, would enable the
monetary authoiity  to generate  a liquidity
modelthatcouldbeoperatedonalmosta
dailybasis.Hereanattemptismadeto
povide such a posshity. The endeavour s
not © povde, as Keynes has once remarked,
‘a machine or method of bind manipulation
which Wl ursh  an inle asne, but ©
provideourselveswithanorganisedand
odey method of thinking  out particular
problems ..'relaing 0 the woking of the
monetary system against the badkdop o the
recety made monetary poicy  Statement

2 R oosder te webkown  Hamod
Domarformulationthatgrowth ofan
economyisdependentupontheinvestment
tee  and podloMy o nesmet  The b
factor,oftenrepresentedbyIincremental
Coptel —Ouput Ratio (COR), & niuenced
by a host of factos such as technological
advancement, <Sd - fomaion,  instiuiional
changes, and te rae of investment  iseff
Whie thee s abody of gonon tat ICOREB
representedbestbyinvestmentitself,a
number of county exeiences,  egpeddy
East Asa n recet yeas show tat te sae

of technoogy  and instituional changes are
areasofcriticalimportancefromthe
viewpoint  of growth.

3 Let us assume the state of
technodogy as gven —an assumpion  that is
reasonablefortheshorttomediumterm
period.  The instiutional facor  which has
aways been amater of nense  inerest for
economists  ever sihce the days of Veblen,
has,however,takenadimensionthatis
breathtakingly edxersve  and compex.  To put
t simply, it encompasses both real sector
and finandial sectr refoms,  wih  complex
linkageswithineach ofthe sectors
andbetweenthetwosectors. Itisthe
compedy o the kages ta  necesstates
‘sequenang, an area in which there ae no
fm admeddke gidpss o adn But
is recognised in both academic drdes and
pocy malkdg bodes n Inda tat refoms n
boh red and fnancal sedos Wl need D
be undertakenintandemtoimprove
efficency in the alocation of investble
resources.  Whie there has been a forward
trust n resped of boh red and fnancal
sectorreformssince 1991, thepaceof
reformshasdifferedasbetweenthetwo
sectors. Therecentmonetary policy
statementhasgonefurthertointensify
financial reforms.  But what 5 impotant o
recogniseisthatitplacedemphasisona
cudd aspect of financal market reforms,
namely, te one that has abeaing on market
efficiency, besdes touching upon aspects
such as prudental standards,  and banking

* Presentation made by Dr. A. Vasudevan, Executive Director, Reserve Bank of India at the Faculty Meeting of
the National Institute of Bank Management at Pune on May 18, 1998.
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structure. t is here the poicy Statement
broke anay fom the constrainis of the logc
o moneay tageting, which haes ofen  been
Oesobed aste s veson o mongaEm

4  Marketefficiencywouldimprove
(copsocrco VANl o< Vog:| argats
functioningofmarketsareremoved. The
measuresannouncedintherecentpolicy
statement in respect of money and
Govemment  securiies markets  essentially
beong o tis genre * By hemseles, these
measuresmaynotberegardedashighly
innovative, but they have to be undertaken
asamatterofcoursetodeepenandwiden
the makets. What has gven citical thrust
to market eficency s in our opnion, the
ingenous movetonad geder et e

o te

Texbly and onad  Iquidly management
The dereguiaion  of depost rales  together
wih aredudion in the matity peiod of

em deposs  woud  sgnificanty mpoe te
ity manegement of economic Lnis,  whie
the measures to shaply reduce regulation

o edg m@ies ponke fediy n maket
ogadios Theeest e dly woud
tus fdice assatidly meregemant and
enablemarketforcesofdemandforand

supy of fuxds © operae fredy, ogvg N
the process information to market
patticpants dout te tue oppotnly  oost
o il

5 Thepolicyannouncementalso
containedaclearmessagethatliquidity
wouldbesomanagedthatbankswouldnot
id any diicly n managng ther  assefs,
sod ter idlies not denge n adem
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Apat fom announdng  te redudions in the
BankRateandpre-shipmentexportcredit

rate, refinance  imis  have been restored.
These umens togeher wih e nienion
touseCashReserveRatio(CRR)andrepo

rates for  eficadous iquidity managemernt,
woud infuence maket  expedations.

6 The'information”contentofand
information flow from the policy
announcementisavailabletoallmarket
participants simultaneously and symmeti-
caly. But, as interest rates have become
predominanty  fiexible, information on the
movementofinterestrates could be

asymmetic.  In the event, the economic unit
which has greater  information is expected
to reap benefts in terms of improving  its

voume of busness.  Under such a framework,
economic units would acively — compete for
business, reducingthespreadsinthe

process. Toovercomethe problem of
informationasymmetries, theunitswould

hae O nt oy nest n nomaionseedg
butalsoadoptagame-theoreticapproach

to optimise  decision-making. Bu, for the
systemasawhole, optimisationwould

bogdy  depend onthe natue of conteds and

te pingd  —aget reHoEp.

7 Itmustbenotedthatthequantum
vaidbe redoed n te calos O neest
tde  deeminaion adte neet e i
coud undergo achange, if credit  deivery
systems impove. tt maybe recdled tat the
policy statement referred to the
recommendationsofthetwocommitieeson
bank credt for agricuture and smal scae
industies h vy pdie EBNs

* They are: provision of liquidity support to primary dealers against the security holdings, reintroduction of
182-day Treasury Bills, holding of 364-day Treasury Bills auctions every month instead of every fortnight as
of now, permission to Foreign Institutional Investors to transact in Treasury Bills within the approved debt
ceilings, the possibility of using repos on a daily basis in near future, and use of both fixed interest and

auction based repos, as appropriate.
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8 Tre reet e by
expectedtothrowupinformationonthe
endogerely of bank cedt  Besides n view
of the auconhg  of Govemment securiies
and the gowing secondary maket for  gifs,
the investment behaviour is also
endogenised, subjecttothelimited
gt imposed by the Sauy  Liquidly
Raio (SLR) requrement  As such, one coud
regad the overal bank asset portfoio as
endogenouslydetermined. Thisleavesout
the Net Foreignexchange  Assets (NFAs) on
the sources side of money supply. NFAstoo
ae adready endogenous, gven the fag  that
caplel  aocoout  hes become a aiical pat o
te overal bdance of paymenis and capial
flows are largely dependentonthe
confidenceoftheexteralworldinthe
workingofthedomesticeconomicsystem.
hts ot aed te neesig ageds
of the poicy datement s argerence made
totheneedfordiscouragingshort-term
extemalliabiliiesandlargeunhedged
epsues o copose  dens, respecively
by eledng  sudbe danges n te neest
rateceiingsonFCNR(B)depositsandby
adoptingappropriate riskmanagement
ssems n banks cedt  apprasak. Ths
an indication thet capidd fons ae poioy-
inducedandnatsolelybasedoneconomic
fundamentals. In defence of this argument,
the policy statement pointed out that the
pressures  on the exchange rate of the rupee
inthesecondhalfof1997-98hadtobe
addressed by a stong package of monetary
poicy measures on January 16, 1998, which
asiswellknown,hashelpedtorestore
odely condiions in the foreign
market

aod be

exchange

9 Theeconomicdevelopmentsin
1997-98 provideanumberofimportant
indcaions tet te adid foudbdios o
monetarypolicybasedonpuremonetary
targetingareincreasingly becoming
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wiheabe © fnandd sods, n patoiar
from rate variables. The sources of money
Sppy denges ae suggeshe  of the gowng
nience o endogenous  fadors. Ths cannat
be dsmissed  ightly, even though the money
demandfunctionsappeartobestablein
functionalform,and muchlesssoin

numerical  terms.

10. Interestinglyenough,thepalicy
statement providesabroadmoney (M 2
targetfor1998-99ontheconventional
parametrs  such as the income  elasticily of
money demand, anticipated gowmh rae, and
atkae e o nbn A te smeig
the dsatement poins out that te ememence
offinancialinnovationsinrecentyears
o0 seemio exerdse someinfuence  on the
decsons of economic unis to hod money.
Ore intexpretation o suh adance o pocy
isthatmoney supplytargetwould be
informationalandnotbeanintermediate
target Admittingthattheinterestrate
channel of tansmisson  of monetary poicy
or the evoluion  of a monetary condiions
index canot be lad downin dearct terms
as yet because of the enomity of data base
needed for i, the poicy statement makes
ot acee for adgpion o amuie  indcaor
approach  as an inital measure.

11 The mulipe indcator  appoach by
definiion wil meannat merly updaing of
dataondiverseareas—output, prices,
nees  rEies edaxe ks aed  foas
money supply, ol fons,  fscd posion,
ad tade, © nameafew —but aso a caelu
understanding  of the undeying tends and
nerebiong s Ths B mpotat  because
it s esseniall o movweou of the exsing
operating  procedure of policy, namely the
bark resenves  posiioning D oetat reeds
market  condiions. There is no denying the
factthatasmarketsbecomeincreasingly
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dose  and interinked, as shoan by te recent
evidence of the relationship betwveen money
andforeignexchangemarkets, therate
ontheeconomicunits'decisionsonthe
managementofportfoliosinwhichmoney
wouldbeonlyoneofthesubstitutable

asxEs

12, Animportantimplicationofthe
policyannouncementisthattheadoption
ofthemultipleindicatorapproachwould
hep © wok ot the bBgs n monglary  poloy,
the empirical
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not asclearinthecaseoftheIndian
economyasinrespectofthedeveloped

economies. Proxying the lags by averaging
o by moving average method coud gwve rise
o seious prodems, for exampe the tming
o poky adons, andusng the informaton
conent of the feedbacks of poicy duing a
year. Thesoope for reseach n this aea s
immense and the problems  of daia  oodlection
onhoh feqey bess onres  isiuiod
mechanismsandothermacroindicators

would have to be addressed quickly as much
byadoptionofnewtechnologiesasby

dmensions of which are now  fooussed reseach  effors.



