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Role and Conduct of Monetary Pdlui'

G.S. Gupta

It is a matter of great priv;logonto have this opportunity to
sddress this distinguished gnihorini; of policy sconomists on a
subject of high significance in‘the present day Incia. I am
grateful to Prof. Kot ari and His colleagues for their generoue irwi-
tation. Although Bonetary theory and policy has been a subject of
my interest but boing'placod in an Institute of M-anagement, it

has been a bit hard for me to keep up with the pace of sver
increasing literature. It is in this background that I begin my

talk and crave for your indulgence if you do find some shorfcomings.

The subject 1 havechosen, the role and conduct of Monetary Policy,
with particulasr rnflfonco to Inoia, ;s vast, for if uoﬁld include,
all that Monetary Policy could do snd the methods of practising that.
Aé James Tobin has ssid "We are in the easy profession of advising®
but I trust our prescriptions are not impractical. Uhét 1 proposs
to do is ta‘providn you with, in brief, "the state of the art'f

on the theoretical development of the subject, which I would Later

use to infer my views on the efficaecy of monstary policy in Incia

‘and to venture concrete recomsendations for the conduct of Indian

Monstary Policy for yor kind 4ediberetions.

*Text of the invited lecture delivered at the Seminar organised by the
Dspt. of Eooncaics, M8 University, ‘Barods uadBrits UGC Spscial Assistenc
Fregremme during Dic.20-21, 4986,
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Let us remember that economics is an inexact science, which deals

'with functionel relationships amsong/betwesn varisbles, which we try to

quantiéy with the aid of historical dafo and toolg of sconometrics.

In this connection, it wjll be u;oful to recall the Seving-Tinbergen fnu
fold claosification of variables 1into high leval goals, proximate
(lntouedhtl) targets, indicators and poucy instruments. The learned
audience does not need elaboration ari examples, The Monstary Policy
like any other policy tool, atfect high level goals through its effect

on financial or intermediate variables.

There is unanimity among economists and policy makers across the globe
with regard to the ultimate objectives, viz, ezonomiz growth (high and
growing GNP), price stability, sslf-reliance and social justice
(alleviation of unemplpymaﬁt, poverty and 1naqualit£?n—-bnth personal
ano regional), There is also probably some degres of consensys

with reﬁard to the coneistency or otherwise among and between yhooo
goals, though we do have the faious Phi;lipi' curve, Kuznets' ;Lrv;
and now the {affer curve, Wrose still, we have serious differences,’
among ourselves with rLgard to thé priorities which we attach to
various Joals, when we find they are in conflict. But ] Quess we don't

have to offer applogiss, for ours is an inexact science and 'we do have

severs conBtraints of poor raw-materials, i.e. deta, which particularly

.in Sur country comes reluctantly with a long lag: and .-rioua doubt.

nniggp;r sccutacy. 1 oay all this, for ;r Sconoaice ¥ere an @xaed

science like mathematics, and we had reliable data, we could have
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produced, en the basis of the Tinbergen-Theil policy modele, the
deterministic altermative policy pachages, and our bureaucrats
and politicians could choose the one on their objective or/and

subjective considerations, to exactly hit their targets.

The policy variables are converiently clarcified into ocirect and
indirect. We are nere con . ermnec with inuirect instruments only,

and Ry talk covers only on such instrument, i.,e, monetary policy,

The resson 1 have reczllec this is that Moretary Policy cannct be
framec without reference to the fiscal policy, for as my own

Professor, Or. Cerl Christ, has pointed out, long back (1968) mmmx
ExinicexuMX  the two pclicies are interﬁependent trrough the government
budoet constroint . n: very often the Ril is obliged to purchase

govafnmnnt bonde, which leads to increase in money supply.when the

Govt. 1is unable to secure needed funds from alternative sources,

Far the sake of explicity, let us note that we consier the effectiveness
of any policy with Tespect to itas contribution towarcs high level goals,
wheh in surrogative terms is understood with r.ference to Nominal GNP,

real GNP/employment or unemployment, and the price level.

To provide a brief review of the literature and policy actions, we

3 .
could name something life seven schools, which, chronologically speaking,

-

include by thoir'-nst‘fahiliqt- alloc.°tht-eltnhienlloto.4N-vHOOIQn.;



monetarism, Neo-classital-neo—Keynesians, New Classical Econonics,
supply-side economics, and the Reagonomice or ﬂajivo—Singhl'.i“cl

in our case., The first school which dominated our beliefs until
midethirtees arguo's that aor;ot.qry pol:u‘:y is very sffective with

regard to nominal income and the price level,but not with reard to
real income and employment whichuere always at their full employment
level, TYhe Keynesians which raised their heads, beginning 1936 and
dominated the scene for almost three decades until the mid-sixties,
discovered some limitations of monetary policy, including the ones
ca_sed by liguidity trap, ahd brought out the efficacy of fiscal
policy through the ingenicus tools of the 1S-LM curves. Both these
demand management policies were throught to be of significance and
with regard not only to the nominal GNP and price level, but 2lso with
respect to real GNP and unemployment., Tho Digou—Pa.tlridri-Habarlor fsal
Balance effect was diacOuerecto rescue the effectiveness of anatary
Policy in the presence of liquicity-trap and the Phillips curve became
the subject of serious talks. Under the Phillips curve hypothesis,
all that the policy makers ars requifed to do, is to opt for any
combination of inflation and unemployment rates deem fit by them.

The two nobs} lnu:;atas, James Tobin and Franco !'I:diglviar;i, are still

behind this Keynesian or non-monetarjsts schaol.
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The strong monetarists, Milton friedman, challenged the Phillips

curve hypothesis, by distinguishing ' between the two types of this
curve, which sre now known as thes short-rtn s long-run Phillips curve.
The b.mer is based on the constant expectations model while the latter
is the Inflation Expectatlions augmented Phillips curve. According

to this approach, the output (real GNP) depends not on the inflation
rate, as in the Phillipe curve, but on the cifference Bms between

the actusl and expected inflation rbtes. Through this device, the
Monetaricts advanced tuo hypotheses: the Meutrality or the hatural

Ra‘te Hypothesis and Non-neutraility hypothesis. Under the former,

the demand management (monetary and fiscal) policies are ineffective
with respect to real income (employment) (though they are éfective
with-respect to nominal income and the price lsvel) in the long-runj and
undgr the latter hypothesis, such policies are effective sven ui.th‘-
respect to real income in the short-run. These economists which includq,
besides thelr chief proponent Milton Friedmen, Karl Brunner, Phillip
Cagan, Allan Meltzer, Thomas Mayor, David Laldler, among others, argue
that since there is lag, which is long and variable, the mpnatafy policy
must be conducted through Rule rather than Discretion to ensure its
maximum effectiveness, To the credit of thio_school-nf thought, there
is a near censensus that inflation is a monetary phenomemon and “to quote
one of the strong Fiscalists, Franco Modigliani, “we are all monstarists

NOWeeesee in the sense that all {or most) macroeconomists believe in

the importance of money™ (American Economic Review, March 1977},
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The Micksian IS-LM paradigm proviced good scope for the vemanstaration
of the vicws of both monetzrstand Nor-monetazristeconomists, and this,

in tumn, is also useful to analyse the views of neo-classicalists and
neo—Keynesians {the so celle o NewEconorics) which crovide e synthesis
“f th. tuo scheools. Time cpes not permit me to ao inte cdetzils of

this minor matter,

The Keynesian revclution, which cutuivec the attzck of early Monetcrists,
hes beern follo.ec -y still ctren er “onetorist., vpown as the Rational
Etxpectations (RE) revolution, alsc knouwn as the Newclassical Economics
(NCE),  Introcuced by Jeof. Muth in 1963, snd populerisec later by
Robert Lucae, Thon e sirgent, heil wallce =nd Rodert Sar:ic, thie s-~hool
hat revived the classicalists N.utrality Hypothesis in a slioshtly

dif ferent context. According to them, while the non-syst-matic or
non-expected (surprisec) changes in demand mancaement pclicies do

¢xert influence on real magnituces, thne systemotic chznges in them

are insicificant with r g.rc to real income ant real interest rate
even in the short-rum, Such a strong conc.usion is, cfcourse, based

on the¢ir two assumptions, one of which is harc tb ~hallenye but the
other is equally hard to believe. The firet one is that people form
their mp expectations rationally, meaning that they are optimal in
treir use of inférmation inc its cost znd thot they don't make
systematic errors. The other is with regero to the market clearings
that there is no involuntary unesployment onC &veD all otneor markets

sre totally clear,
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The critics of the RE school, which inmclude Stainley Fischer,

Robert Gorden, E.S5. Phelps, 1,8, Taylor, A.A. plinder, znd B.Je Blanchard,
have refuted, on the basis of their empirical work, the neutrallty
hypcihecsis, wven for the short-run, Thelr mein be ie tor arauments include
tnree foctors () tnot tooe ir lec then perfect informztion and that
information is quite costly, (b) that markets are not clear anc that

() peorle substitute leisure interdemporarily, which means that even
antizipcted chcnies in maney voply affect -gal interest rote, through

t-cir effects on expected infletion rute, which in tarn, =ffect

oitput, amony other thinus {Lucas Suoply Fumction).

could
The ingernious incomplete inform.tion rovel thcgis'comgrate both

the neutrality as well as the non-neutrality hypotheses is sound
and preferable to any other mooel, but clas, the acacenicizns and

policy mekers heve yet to cove out with one such mouel.

The sup ly~sic: economics w.ich came into limeliakt only in 1980s

was inspired by the disease of staaflation which plazued many co;ntrias
guring 1970s. This is an important uide, for it attacks on supnly
bottlenecks through enhunced sevings and prodUctiuity, ad it zlone

could safeguard us from the twin evils of stagnationand inflation;

Tax cuts, ercourazerents to saving and i;uestﬁent, et=. are thc components

of such a policy.
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The Reaganomics, or Rajivo-Singho~nomics in our case, is basically
the prattice of the prescriptions of the supply-siders, without
ignoring cemanc considerations, These policies are of recent origin
and have produced mixed results., Time alone woulo establish the

credibility or otheruise of this hybrid policy acticn.

Cominc to my oun vie.o, T co belicve thet money metters, «nc it
matters not only in the long~run and with respect to th- price level
only ss suggested by Prof, Modi, but slso in the short—run and with
regard to most high level goal:s, incluging real GMe anc the inflation
r.te, 1 co not necc tc prove thic torocuon ro-ource to data, but eimcly
by underscotring some of the salient feztures of our economy vis-a-vis
the thecretical cebate 1 have just presented to you. We have an econom
where
a. the information set ié late and yet incomplete
b. markets arc rarely - lesr and there are waje-price ricicities-
in=lucinn the agcminicstered prires, wnich have a 15,8% weight in
the whcles le price ince-;

c. Peogle oo subrtitute lelsure inter-te-norarily

d. ocecision-making is slow and uncecencable with respect to, time
it takes

6. there sists considerable immobility of labour and market
imperfections

f. the capital market i: still devebping

g« the government is unstable and subject to less monitoring and
criticisms than the Western world, and

h. the Central Bank (RE1) has big arms, which include the Bank
rzte, ocen m.tket operations, cash reserve requirements,

¢t tulory liguitity retio, moral suasion, clective gredit
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controls, interest rate structure, refinance schemes, foreign exchange
rate determination,etc,
In fact, in 1:st feu years, RB1 hus restricted the rate of growth in

Mi/M and wehave witnessed a low inflation rate,

hotulthst nGin. the above, we are unable to quantity tne exact effect
of monztzry policy and the time lag which it takes to exert the
influence, for

a. our econcny's structure is tar more unknown znd unstecble
thzn thove ~f the ceveloged c-ountries,

b. the theoretical debate has not incicatec clearly as to

uwhich values ot, whleh peremateTs, in Jhich
behaviourzl equations inly » hideh policy concliysions
Co vhire i lsn: ere vori-cl. 1z

d. there is political cost to certazin de€isions, which may
otheruise be desirable, and ?

~

S
e, very often the decdeiosn-m.ker: have pseudo objectives, cuch
z5 tax cuts/incore tax raids/rural developments/vegker section

prczrenmes for their oun szke, to infiuenzs tre yoters. }

To conciude tnt role part, the monctary polisy has a sianificant role

to play in our economy, which ofcourse, it constrained by the deficit
financing decisions of the governm'nt. Whot we need to do is to

insulate the Monetary Policy from this menace to the exten:-it is possible

We have cisucssed this ocint enough in other sessions so I do not take

time to repeat my position.
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17. ARt this point, 1 should like to respond to Prof, Sondesara's general
question to all the mm experts, viz. what would explain the improvemehi
inﬁour grouth r:te in the last one decacve over the earlier de-ades?

The main gnswer I would like to offer is th:t the monetary policy is
but one indirect policy tool znd it woula thus be too mush for it alone
to provise the nesdec explamztiar, Houever, s-ould the deleg:tes oesire
and time pt;mit, we can discuss this guestion thriugh recourse to all
policy tools znd the economic-political-climatic conditions in the

country,

18, Coming tothe conduct p-rt of our mEmmxt monetary policy, I fully
endorse some important recom-cnc:tions of the Chakravarty Committes,

vhich followcs

18.1 Resort to monetary targetting, where RBI snnounces it target for
HE, for, say, next S years and make all efforts to adhere to it
just as in the case of our five year plans. The target should be
in terms of a range rather than a number. 1 have examined the
rationale =nd effectiveness of such a tar:et in considerable detsil
in my work elsewhere, and 1 don't propose to report that here.
Suffice it to point o.t here that our empirical work has demonstrated
that M, (broad money concept) mects the tests of controllability,
separability, closeness with the high level goals and ite stability,
and the exogénity reasonabl; well, Should the learned audience wish,
1 would be delizhted to 30 into this detail, Furthermore, 1 should
like to stress that targetting is neither polizy by Rule nor by

Discretion but perhaps somewhers in betwsen the two,
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As regards the method of fixing the t arget, 1 suggest we depend on threse
approaches, viz. (s) consistency withhigh level goals /Zould be
+ seen through St. Louis Jordan-Anderson) type of model7 (b) consistency
with genuine credit needs of the priority sectos, (c) censistency with
money dem;nd function, that is the one uhich depeﬁds on the growth
rates in money gemanc veterminants and the various money demand
elasticities, I do not mezn that these three approaches would generate

the same number for the target, but some compromise among them could be

achieved in the presence of differences.

18, 2 Use all (or most) monctur tools simult neously., Tnis is necessary,

for oursis a vast economy and there is a congderable degree of the

unorganized sector and the parallel economy component in our aconomy.

18,3 Make sure that the real interest rates on bank deposits and government
bonds is positive and the wize of it is commensurate with the matur{;y of
financie]l assets. 1n particular, the real interest rate on fixed
deposits of-less than one year duration ard mmR on short-term trez ury
bills should be marginally positive, on mepss deposits of five years
or more should be around 2Z¢{ znd that on long-term government bon&%
must be about 3%, To ensure this, the R8I would need reasonably
accurate fore€¢asts fpxxtimxsmfyztam for the inflation rate, which it
MuAkxRRLinuexkxuk kRunaxraguxuansind.  ghould systematically make,

Incidentally, I de not believe that thsse cacomméndad rates are too
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. high or that they would require an increase in the current nominal

intersst rates in the economy., 1In fact, the inflation rate is

already within one digit number now for geveral years in a rou and

do not see any difficulty in atleast maintaining it within that limit.
Nevertheless, 1 do support prof. V.M. Dandekar and refute Prof. R Mgdl
(EPW debate) in that if the interest rate is raised still further, the
debt servicing would pose serious threat to our economy, for while a
lot of government assets are non-incoma (interest) earners, all

ji=bilities {barring currency) are interest=bearing.

Curb concessional finance to the priority sector, public sector
undertakings and to the gectors where there is no excess demand,

We believe that because ours is an economy of multi-class and we have
been having special ., programmes and éoncGSsions for weaker Bact§9n|
{regions) of the community (India), our policy makers are constréined-
to continue these. Wwe feel thot the co ntry cannot afford to have them
incefinitely end particularly to the same of increasing extent over tim
Further, the public sector undertakings must prove thelr of ficiency and

profitability if they have to survive,

vnlike some of-yuu, I feel that quite a few of the recommendatione
of the Chakravarty Committes, which include the ones 1 h;v. Just
mantionéd, have alresdy béen implemented. .Tﬁis.l ;ay on: the basis -
of my understanding of the e-onomic environment of our economy, Xuu

thouzh 1 have nO experience of working with the jovernm nt wnich some of

you do.
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Due to the constraint on time, I have been rather brief in my talk,
However, I would be deliuhteo to eiaborata any of my observations

and recommendations, should you so desirs,

I thank you for providing me with a patient hearing,

*+2 880



