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MONETARY POLICY:
SOME QUESTIONS ANSWERED

fnomy lectare this nmrmng., I would like to deal with
sore of (he gquestions that have been raised on the role
and conduct of monctary policy in Todia. In the recent
vears there has been s growing inlerest among the
academicians, professionals and policy makers in India on
the role that monetary policy can play in achieving growth
with stability. In fact, this debate is not unique to India,
World over there has been a renewed public interest in
the objective and working of .monetary policy. This has
partly stemmed [rom the resolve by several countries to
control inflation through monetary policy. No longer are
inflation conlrol policies regarded as inimical 1o growth.
Rather, a low inflation rate is being increasingly regarded
as an essential conudition for improving the growth and
produciivily potentials of the economics. These
developments have led to a rapid change of public
perception regarding the henelicial ellects of price stability
for the ecanomy and a distinet recognition ol the role of
monetary policy in controlling inflation and creating
conditions for sustainable growth.

Despite the changing poercoption about the role of
monetary pc}lic}', Lhere s never theless no general
agrecment on some eritica] Issues (hat the central banks

world over have (o cope with in their task of managing

the internal and external value of money, Both in peciods
of cxpansion and contraction, monetary policy lay been
in the centre stage of controversy, [t is also precisely
these debates 1hat have contributed Lo the strengthening
and reorientation of monclary policy gmﬂs aned 1o Ellullg{:s
and innovations in the ir1.‘-.ilrl1|m'.nl.:-. of monetary ]JUliE}f.



As a person who has spent a laree parl of prolessional
life i rescarch and ]u'nr_'li:'r o ey pelicy, 1 have
a natura! mterest i revisiting the gquestons that have
been raised and examining their relevince 1o the
condnct of monetary policy in India. [ have, accordingly,
selected the title of this lecture,

In the past few vears, monetary policy has moved oo a
strategic position in the Todian cconomy, as a result of
several reform initiatives undertaken in the inancial sector,
particularly in areas such us policy setling, institutional
arrangement and regulatory framework, While the overall
policy environment in which monetary policy is conducted
has undergone a rapid change. so has the context of the
policy itself and the expectations regarding whal monctary
policy can do to bring about a change in economic
prospects. The developments in the recent years also
show that we have been able to contain the inflationary
pressures in the lndian economy, while maintaining
sustained improvement in growth. The growth rate in the
resal GDP which exceeded 7 per cent successively for two
years in 199495 and 199596, was again close to- that
figure in 199697, 1t is during this period, that a substantial
improvement has also taken placu in the price sitation,
with the annual vate ol inllation {as measured by Wholesale
Price Index) declining steeply [rom 10.9 per cent in 1994~
85 to 7.8 per cont ancd 6.4 per cent in 19495-96 and 1996-
97, respectively. The price sitnation has shown a much
SIrOIger imprf_n.-'f:m{:m in 199798, as the inllation rate as
on August 16, 1997 reached 2.9 per cenl on oan average
basis and 3.8 per cent (annualised) on a point-lo-point
lrasis, This is the lowest inflation rate recorded in the
Indian ceonomy during the past several years. Even afler
accounting fon certain changes in administered prices, the
price increase will s1ill be in a modest range.



Even while we have made steady progress on the inllation
ared growth frones, several guoestions and concerns have
Leen raised an the objectives ad workings of monelary
policy. One of the important concerns which has been
raised 1 this context is whether monewary policy has
maintained a favourable condition for achieving the desired
acccleration in growth momentum, An issue like this
raises a whole lot of questions such as @ What should be
the objectives of monetary policy? What  intermediate
target should be adopted by the central bhank 1o achieve
the monetary policy objectivesy What are the inter-
relationships among money, output and prices and how
strong and stable are these empirical estimates in India?
and what should be the appropriate inflation rate which
the economy should seek to achiever Since my presidentiul
address at the Conference of Indian Economic Association
at Calcutta in December 1988, 1 have on many occasions
re-examined these questions, against the background of
the theoretical development and the experiences of our
and other countries. I propose to go over some of these
issues again with some recent evidences and reflect upon
the current abjectives of monetary policy in the context of
the concerns that have been expressed in this regard.

What should he the objectives of Monetary
Policy?

The first and foremost of several questions that have been
raised relates Lo the objectives of mwonetary policw. Like
any other arm of economic policy, monetary policy pursues
the same set of natonal goals such as growth, price
stability and social justice. It is a well known proposition
in ceonomic policy that there should be as many
instruments as there are objectives il all the objectives are
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to be fulfilled. Faced with muliple objectives that are
cqually relevant and desivable, there is always the problem
of assigning to each instroment the most appropriate
target or objective. This wssignment rule favours monetary
poliey to pursue the objective of price stability as the mos
dominant objective.

Should Price Stability be the only objective of
Monetary Policy?

It is important Lo note that commitment to price stabilily
does nol mean a blind faith in mamntaining a certain level
ol inflation, without concern for the need to maintain and
accelerale growth. Far from it, in no country in the world
has this been so. The commitment to maintain price
stabilily essentially stems from the concern to achieve the
objective of promoting economic development on g
suslainable basis. Opinions, however, start to differ when
srowlh und price stability are seen as two COmpeing
abjectives of monetary policy. This raises an important
question @ Is there a ‘trade-ofl” bhetween pronvth aned price
stability? Let me deal with this question in four stages -
whal causes inflation? Does price stability affeet srowch?
What are the inflaton costs? What are the necessary
conditions to sustain high rates of prowth and the role
that monecary policy can play Lo help vealise this ohjective?

Whal cuuses inflation?

First, and perhaps the most logical question o addres is
what eauses inflation and whether o 0% @ moneary
phenomenon, In a monetary economy, where each single
transaction s valued in . terms of the unit of natonal
currency, it is nothing bul a iruism te say that money



supply has a role in determining the price level i the
coonomy, 1 is also true that changes n price level are
canseel by several other Lactors, which inlluence the cost
stroclure of Aroms. However, @ continuons pressure on
prices, which iy whal inlalion is all abonl, cannot be
sustained, if there is no accommaodating inercase in money
supply. Tt is in this sense that inflation is a moneary
phenomenon. 1T would, however, add three imporiant
gualilications to this statement. First, there could be a
variable lag between the time a monetary change is
initialed and the tinte its ultimate impact on prices and
autput is fell. The length of this lag is determined by the
inherent dynamics in the real sector and the speed with
which coonomic agents adjust 1o a change in monetary
situation, Therelore, a monctary shock may ake soveral
months Lo express lsell on prices amd outpal. Second, it
15 also essential o differentiate between g relative price
change and its immediate impact on overall price sileation,
an the one hand, and (he presisient merease o prices on
the ather The former effect can be cansed by a sudden
shock to the cost structure of a firm, which may raise the
price of ity product relative o others, causing some
reallocation of resources and at the same time raising
overall price level in the economy to some extent
ITowever, given the size of nominal demund, which is
largely determined by the growth of real income and the
money supply, 4 relative price shock cannot cause a
sustained merease in the overall price level i the economy.
For this to happen, it would require a concomitant increase
in money supply. U'his is the reason why the overall price
effect of an ncrease moadministered prce ends o be
higher when monetary policy is abeady slack and (here
exists an inflationary pressure in the ecconomy. It is
therefore, important to recognise that from the medium
to long run perspective, controlling money supply growth
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becomes integral to contin inflationary pressure in the
cosnony. Al _]E)hll Crow, the Former Goveronor of Bank of
Canada has once noted -

“The veasan Central Benks persistently forws o inflation,
monetory aggregale lovgels or wo ds anl el ey wdenr dafTadion
s the only significant eronomic issue fucing madern industrial
stetes. Tar froom 3i0 Morve weasonably, they take the considered
vten thal what they are unavoidably responsible for - managing
frrimarry Liguidily and in that eruciel sense n creating money
- will in the end alse be the crucial factor mn what happens to
snflation, and that good mflation performance 15 a plus for the
eeomamy as g whole ™

Third, the effectiveness of monetary policy in causing an
impact on price level also depends on inllation
cxpeclations. For example, while the expansionary eflect
of fiscal policy will not persist for long without an
accommaodating inerease in money supply, the interest
rale effect may, however, get sustained, giving rise 1o
inflation expectations, and thereby adversely aflecting the
effectiveness of monetary policy to fight inllation.

Daoes price stability affect growth ?

Coming to the ‘wade-ofl” between price smbilicy and
gl'()wth, it 15 essential Lo recerrnise the natore r}f‘rt_‘f;«uiunsl':ip
between inllation and prosvih inan COOTLOILY and then see
how lar and under what circumstances monctary policy
can make a lasling impact on growth. By now, 1t has been
well recosnized that there is no long run 'trade-ofl
between inflation and growth., The well known Phillips
curve which became the centre ol discussine ol such a
‘rade-oft’ i the 19505 and 1960 has heen theoretcally
and {:mpil‘it‘.u]l}-' tvalidated in many countries, sinee the
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onsel of a prolonged period of stagflaton in the 1970s.
This is, however not to say that there «is no relation
hetween inflaton and growth. The ‘wade-oll” is scen o
exist at best in the shorl run. Given the slow pace of
adjustment between peoples’ expectation about certain
evenls and their actual occurrences, there is always a
possibility ol a short run “trade-oll” between inflation and
unemployment. But since there are obvious long run
tmplications of such an oplion, it is importan (o
dillerentiate the nature of unemplovment which can he
most effectively addressed by monetary policy. There is a
general consensus thal monetary policy can not be of
mch help in removing siruetural unemployment in the
ceonomy. Iowever, monetary policy can make the cvclical
employment situation better, by pursuing counter-cyclical
demand management strategy. This is cssentially the
stabilisation objective of monetary policy, and has an
important role to play in any economy for th management
of aggregate demand level.

Empirical rescarch on inflation and growth linkage in the
cross country sciting though not conclusive Teads to a
general finding that inflation adversely alTects growth i
the Jong run and its impact is stronger beyond a threshold
inflation. Stanley Fischer's study of inlation and arowth
performance ol a large number ol countries based on
panel regression reports that “The evidence points stron gly

o a predominantly negative lone term relationshio
" p ; 3 |.L.| [

between growlh and inflaton”. The estimates presentecd
by Fischer show that a 10 percentape POILL Increase in
inllation vate rvesuls in 0.4 pereent decline in SR IR]
growth per annwm and (L18 per cent decline in productivicy
growth. Another recent study by Robert Barro reinforces
this finding. His estimutes show that an increase in
inflation rate of 10 pereentage points in cach vear during
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the period 1960-1990 on the average resulted in decrease
I per capital real GDP growth by 0.2 - (0.3 percentage
poelnls per annum and a decline in the investment ratio
to GOP by 0.4 o 0.6 pertentage points. He shows that
over o long time period of 30 years, a 10 prrecntage point
permanent increase in the inflation rate is estimated o
bring down the level of real GDP by 4 to 7 per cent. A
comparison ol inflation and growth performance ol six
fastest growing countries viz., China, Thailand, Malaysia,
Singapore,; Korea and Indonesia during 1990s so far
showed a mean growth rate of 8.4 per cent during 1990-
94 and a mean inflation rate of about 6 per cent.

It iz important to note that while an increase in money
supply beyond what is consistent with the growih in real
income, could improve the credit availability, reduce the
iterest cost and promote investment and growth in the
short run, the impact cannot persist for a long period,
The ullimate effect will be a rise in inflation rate. A
recent muacroeconometric model for the Indian cconomy
for the period 1970-%1 and 1995394, stimulated by s
shows thal an increase in investment spending financed by
money creaton while has a positive elfect on output, this
cffect is significant only in the short run'. In the long run
prices rise at a fast rate. A 10 per cent sustained increase
in public investment in the non-agriculiural sector over
the reference simulation [inanced Dy an increase in net
RBI credit to Governement increases the money supply
by 5.3 per cent, real capital slock in non-agricultural
sector by 1.0 per cent, price level by 1.3 per cent and real
income by (L7 per cent, onoan average, during the (irst

. Rangarafan aod Mo 5 Meohanty {19970 0 "Fiscal delicie and External
benbadanee - A necro coonamenic Model of the Tadian F.l'n:llr_ll:n\_. 1|.'|.'r_u_'].:_|_|_:|!_=l'
Paprer, Reserve Bande of Tndio,



twar vears of the shock. In a span of 18 vears, the average
rale of increases in price level accelerates o 181 per ceny,
while oulpt growth averages around 2.7 per cenl showing
the severe inllationary outcome of this policy option,
Maorecover, there is also an adverse external implication aof
this finanecing policy, as i leads 1o 2 tleterioration m the
current account deficit in the Talance of pavments through
import leakage and loss of competitiveness: ol exports.
What this policy scenario implies is that a high and
disproportionate growth m money supply, whatever may
be s origin, will in the long run, worsen both  the
internal and external balance in the economy. This needs
tor be weiphed against the ‘trade-off’ that it may have in
terms of oulput gain in the immediate short run.

What are the costs of inflation?

The various costs that inflalion imposes on the economy
need to be evaluated for a proper assessment ol the
consequences of inflationary finuncing growth. Inflating
the economy on a continuous basis for a hoped [or
additional gain in outpul provides only a partial view of
the ‘trade-off’ argument. It is also important 1o cvaluate
the economic and soctal costs of inflation, which constitute
vet another aspect of ‘trade-off’. Inflalion imposes
uncertainty costs, distorts relative price signals, Teads 1o
misallocation of resources, affecting savings and capilal

“formation, and causes dynamic deterioration in governmenl

balanace. [ oalso has a huge social cost, on account of iis
adverse impact on the real income of the poor whao are
largely unprotected from price rises. The adverse
distributional implications of cven a moderate intlaton
is significantly high in India compared 1o the output
gains of inflation. This underscores the importance ol
the social dividends of a low and stable price environment
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which have lar greater ramifications than the perceived
Benelits of inllation. Any serious debare on inflation andd
output ‘trade-oll” canmot ignore the varions costs ol
inllation, which though - invisible are huge and haw
adverse implications for growih and productivity in 1he
CoOnOmy.

What ave the conditions fur x.iumiuiﬂg h.igh rates of ECONONILE
growth and how can these be helped by monetary policy?

I the recent vears, there has been a growing realisalion
in both developed and developing countries that long run
erowth constrainsts are largely the outcome the struciural
rigidities in the economic system which distor! incentives
and price signals and promote inefliciency. The experience
of some of the fast growing East Asian cconomies as well
as some developed economies demonstrate that micro
level reforms targeted at removing specific stroctural
rigidities, a macro-policy environment aiming for increased
competition, technological upgradation, a proper incentive
structure and a stable price environment plav a erucial
role in achieving and sustaining high rales of growth. In
today’s world, the nature of the working of cconomies has
changed radically due to the pressure of competition and
globalisation. This has made firms extremely conscious of
price competition. Since firmy, workforce and counirics
compete at the margin, public policies for providing a
stable background (o the ecconomy have assumed a critical
mmportance for promoting growth and productivity. ‘These
developments have made the countries, across the world,
more conscious of the hidden costs of milaton and theo
ardverse implications for growth. Perhaps the single maost
il‘Ilp(H‘tH.l'lt contribution that menelary I:n::-lit'j,-‘ can make
under these conditions i3 to maintain a low and siable rate
of inflation that would provide the neeessary condition for

L
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ronneking compelition, officicney and growth in the

CICOMLOMITLY.

Die o resonree consteained coonomy Hke ours, moncary
policy wonld also have Lo iﬂ;iy an active role in ensuring
adeguate flow of credit to the essental sectors of the
ecoiomy. Since by now the restrictions on banks in the
matter of eredit flows have been by and large removed,
cash reserve ratio on banks has been substantially reduced
and the corporate sector has started aceessing funds fromm
domestic and global capital markels in a g way, 1he
industrial sector ne longer comes aonder the ervedit-
constrained behavious, Under this environmen! manetary
policy s expected to work theough the cost of credit in
prommoling the expansion of credil and overall invesiment
aclivity in the coonomy. Indeed, (his has remained the
focussed objective of the recenl monetary palicy initiatives
which made interest rale as g signalling deviees provided
a free hand 1o commercial banks to the delermination of
lending rales and subsiantially improved  the liguidity
condilion in the coonemy, with 4 view to bringing down
the level of tnterest rate. Responding (o these initatives,
the preimme lending vates of conmmercial banks came down
steadily from the tevel of 17 per cent in 199594 (o the
lovwest of 18.5% por cent by mid-Augsust 1997, The interest
rales i Government sceurily mnarket has also seen a
significant reduction, with the 364-day Treasury bill rate
ceelining by as much as nearly 5 percentage points between
April 1996 and mid-Angust 1997 and that on lomgest
dated securities showing a reduction on 2.5 percentage
points between March 1996 and August 1997,

[t is important to note that interest rate responds 1o
several [actors and the nominal interest rale comprises of
threo important clements (1) veal interest vate, (1) inflaon



expectations, and (i) a discount [actor for uneeraintics.
[ this sense real interest vate is not an observed variable.
Real interest rate is influeneeed by several Tong-term Lactors
such as saving and investment balanee in the economy and
the rate ol retirn on capual, The effectiveness of IO ATy
policy to bring down the nominal interest rate will depend
on the impact that this policy will have on inflation
exprcialions and on the perception of wncertainty in the
cronomy. As the expericnce of many counlvies have shown,
expansion in moncey supply to bring down interest rate
leads to the hardening of the nominal interest rate due 1o
4 rise in inllation and inflation expeciations. This is nol o
say that interest rate cannot and should not be influenced
by monetary policy. It can and will be, But the essential
point to note is that the only enduring way of bringing
down the nominal interest rate is by keeping the inflation
rate low.

Should we be concerned with Fiscal Deficit in the
Management of Inflation and Interest Rate?

There is a close link between fiscal and monelary pd!icy.
These two maojor instrumenis of economic ey have o
work in tandem with each other. A tight monelary policy
along with a lax fiscal policy can lead 1o many distortions
in the ceonomy. This has been the experience of mary
conntrics. T do not want to go into the question of what
the appropriate level of fiscal deficit should be in our
country. However, il is fallacious to argue that the level
of fiscal deficit docs not matter. It has many implications
for the conduct of monetary policy. A high level of fiscul
deficit apart from whatever crowding effect it may have
on private investment also pushes up the interest rate.
The fiscal deficit of the Centre and the States taken

12
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together was 2 bowt 7.1 per cent of GDF i 199596, Tn
that vear, the houschaold secior saving as 2 proportion of
LCDP was TG per cent, Investment ain linancial asseis
was S per cenl of GINE Thuos a very high proportion of
savines of the household in the lorm of financial asses
gers diverted w the government sector. When the
competition from the corporate secior for funds was very
limited, this did not matier. However, in a situauon in
which the private sector's demand for household savings
also keeps increasing, o higher fiscal deficit puts pressure
on the available resources leading 10 a rise in the mite of
interest. Obwiously a higher level ol savinges could solve
the problem but given a certain level ol saving il s
inevitable that rising fiseal deficit will have the effect of
pushing up the interest vate, The argument that borrowing
for capilal expenditures on the part of 1he Government
should not cause concern s valid only if the Carnings out
of the assets ereated are at least cqual 1o the rate of
interest, I the revenue receipts ol the Government do
nol rise either directly or indirectly as o consequence of
the creation of the assets, it tends only Lo increase the
revenue defieit.  Interest payment gs a proportion of
revenues s rising thus pre-empting increasingly lavger
proporton of revenue. Apart Trown the basie question as
to what the appropriate level should be, it must also be
noted that 1t 15 becoming increasingly difficult 1o place
i the market the growing borrowing requirement of
the Government. Whal is relevant is the level ol gross
borrowing rather 1han net borrowing because of the
large repavments arvising oul of the debts incurred in
the past. For example. in the current year, 1997.93
while the net borrowings of the Central Government was
Rs. 33,820 crore the gross borrowings amounted 1o
Rs. 52963 crore in view of the large repavments,
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What should be the appropriate rate of
inflation?

The on-going macro deonomic reform process s
underlined the imporiance of maintuning price stabilivy
i the cconomy in the context of the signilicant degree of
openness achicved in the Indian coconomy, bath in terms
ol external arientation and  liberaiisation of domestic
financial sector,  Exercising proper maneuverability over
interest rate would require that not only inflation rate is
kept at a low level, the degree of its variability is also
minimised lor dampening the adverse inllation
expectations, There is also a considerable concern now 1o
align domestic inllation with those of our trading pariners
to prevent the crosion of our competitive position.
Maintenance ol liscal sustainability is also conditional on
price stability becanse of the dynamic implications of
inflation lor the inlerest race, fiscal deficit and the debe
servicing burden in the budger.

In the emerging cconomic environment, we cannol he
complacent on the price front. It is well recognised that
adverse implications of inflition are higher at high vates
of nflation while a moderate inflation rate could he
manageable withoul implying severe costs, In the recent
vears, most of lhe major industrialised counties have
moved over to an inflation rate range ol 1 1o 3 per cent
Some have cven reached or targeted zero inflation rare,
At this stage we are not prepared lor cither zero or a
low mflation rate of 1 10 3 per cent. It is also imporiant
to recoguise thal negative costs of inflation are high
both in the extremely low and high inflation spectrnm.
We should, nevertheless, seek to rvestrict the inllation
rate 1w a manageable level from the view point of
ensuring reasonable degree of price stability as well as

14



'grf:nﬁil‘lg the wheels ol the economy’. Beslricling
inflation rate n the range ol live 1o sis per cent is he
coal we should seek o achiove.

III. What should be Targeﬁng Framework [or

kg,
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Monetary FPolicy?

Given the basic goal ol the central bank to nmintain price
stability, an Important guestion arises as o what should
be the intermediate targel chosen o influenee inflation
rate? It is cven asked whether an intermediate targee or
any tarsel s such is required for such a purpose? While
il is eotirely conceivable not 1o have any formal target, it
is pracucally impossible o pursue the monetary policy
sodls without an announced target. A monetary policy
target, whether intermediate or final, carries important
signals to the market. convevs the monetary policy slance
in unambiguous terms and helps anchoring inflaton
expectation in the economy. On the question of whether
to have an intermediate target there is no standard answer
since the choice is dependent on the country specilic
sitnation and the kind of relatonship between varions
maonetary indicators and inflaton rate,  In the west,
several countries have switched over Ifrom intermediate
monetary target to final nflation target becanse ol the
observed instability ol the demand Doclion for money,
leading to uncertaim relation between monetary aggremites
and nllation rate. There ave bee lypes of eriticisme
which have been olten cited apainst the argeting of
monctay aguresales. Firsl is the explanation provided
by the Goodhart’s law that "anvy observed statisucal
regularity will tend to collapse once pressure is placed
upon it for control purpose”. This is an extension of
the famous Lucas critique which implied that people’s
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optimal decisions are anfluenced by the policies
themselves, leading 1o unstable coconomic relations, ban
consistent policy rules will provide stable cconomic
behaviour. T'he Goodhart's law poses only an empirical
fuestion whether money demand Dnction 15 reasonably
stable for it o be usctul o predict ioflation rale?
Second, the other limitation of the monetary argeting
approach pointed out by many is that financial innovations
have radically changed the poruolic behaviour of
economic agents, leading to a breakdown of the relation
between monetary aggregates and inflation rate.

In India, our experience shows that money demand
Iunction is-a stable [unction ol select variables and it can
be used to reasonably predict inllation. Several statistical
Punections of the demand for money estimated by using
the eguilibrinm and  disequilibrivm analysis provide
overwholming evidence on the long ran stability of the
mcrey demand Tonction. A recent sticdy conducted by the
Development Research Groap (DRG) of Reserve Bank of
India which specifically fested the impact of foancial
derepulation in the Indian ceonomy on the demand T
maney in Lthe cointeoration framework stated that "thoere
exils a long run relationship beoween money and s
determinants namely exchange rate, interest rate, inflation
rate and real output"® Another study conduected by
DRG stated that "cointegration tests confirm that broad
money stock, outpur and prices have stable longrun
linkages. Disequilibrium analysis highlights the inherent
tendency of money demand to revert to ns steady state.
In comparison 0 notorious missing money expericnced
i the Western conntries, money demand in India has

Askok Paokl (1990 "An approsch e Mopetary Targeling in Toddia”
nl"\.'l'|II[III:II'IJ[ Researela f:l'l:'lul'l Frll:li‘l.}' Moo 8, Resceve Bank of Todia.
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been less volatile Oher researchers have also reached
similar conclusion nsing dilterent specilications, sample
periods and data frequeney [for example Nag and
Upadhyay (1993} and Joshi and Sugeac(1995), in Reserve
Bank of India Occasional Papers]. The extent and pace
of financial innovation in India are not that wide and
deep as in the industrial countries to affect the stahility
of money demaml behavior The concept of monetary
targeting that we have heen using s a llexible one
which takes into account varicus fed-back offecis. Money
supply target is relatively well understood by public and
provides unambiguously the stance of monetary policy.
[t is also important to note that while a target range for
M3 growth provides the annual or medium term contes
of monetary policy, Reserve Bank will need to watch
closely the behaviour of interest rates in the various
markels. Tn fact, with the inflaton rate coming down
and remaining in a narrow range, it becomes possible to
focus on interest rate along with overall monetary growth,

Conclusion

There is a cermin continuily in the philosophy underlying:
the conduct of monetary policy in India. Fven in the
Sixnties and Seventies, the monciary aathovities ased o
describe the policy as ane of "controlled expansion”. What
it implied was that while expansion was weleome, it b
10 be regulated. In the present day terminology, it could
e interpreted to imply that the expansion had 1o he
consisten! with the acwal or expected growth in the

R OB AL (Ee96d © Money Demand Sabilioy @ Myth oor Realiy - An
Feonemetric Analvis”, Developrocnt Besearch Grocp Stody, Moo 13, Reserve
Bank of Lndia,



ceonomy. As it has been mentioned very olten, the two
broad ahjectives of meonetary policy in India have been {a)
to maintain a reasonable degree ol price swability by
regulating moeney supply and (W) o eosioe adegoate
grostly of credit to meer the prodoctive reguirements of
the cconomy. The emphasis as between the two objectives
has changed from year to year depending upon the
conditions prevailing o that year or in the previous
years.,  However, these two goals have been the broad
concerns underlying the conduct of monetary policy in
all years. Studies have clearly shown that the relationship
antong money, oulpul and prices holds gpood not within
the lramework of a single vear hal over a period of time.
These studies clearly indicate that if over a period of lme
money supply is regulated inoa manoer consistent with the
rial rale of growth, reasonable degree of price stability
can be achieved. In fact, the moderation in price increase
seen in the reeent period is g vindication of the policy
of regulating money supply consistent with real growth,
It would be wrong Lo attribute the current decline in
price to weakening of demand. What is relevant in
terms of seneral price level is monetary demand and
one of the important factors determining the level of
monetary demund is growth in money supply. While
money supply growth can be to some extent counter
cyclical, what is relevant is a to ensure that the rate of
growth in money supply during any period of time bears
a definite relationship to increase in real output. Ensuring
stability requires the pursuit of a consistent policy over
a period of time. This may at times make the central
brankers unpopuba, Bul this is a ceoss they have 1o bear.
The oecd 1o fake 2 view which s nol short teem has
indecd been one of the arguments advanced for greater
autonomy for central banks.
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