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TANGIBLE WEALTH OF HOUSEHOLD SECTOR 
K.G.K. SUBBA RRO* 

The es t imates  of t ang ib l e  wealth of household s e c t o r ,  
b u i l t  up on t h e  bas i s  of data  ava i l ab l e  from the  decen- 
n i a l  sample surveys on debt and investment with a  reas- 
onable degree of precis ion,  could be used t o  cross-  
check those derived i n d i r e c t l y  by o the r  methods. The 
r e s d l t s  of t he  All-India Debt and Investment Survey, 
1981-82, provide information on most of t h e  items 
required f o r  es t imat ion of t angib le  wealth of the  
household s e c t o r ,  The paper presents  these  es t imates  
f o r  both r u r a l  and urban households and dea l s  fur ther  
with t h e  s t ruc tu re  of t angib le  wealth. The value of 
s tock  of tangib le  wealth per household showed wide 
va r i a t i ons  over the  S t a t e s ,  with as many as nine 
S t a t e s  having average values less than t h a t  of a l l -  
Ind ia  i n  respect  of both r u r a l  and urban households. 
Land was the most important item i n  t h e  a s s e t  s t ru -  
c t u r e  of r u r a l  households, accounting f o r  more than 60 
per  cen t  of t h e  value of s tock  of physical  a s s e t s ;  a t  
t h e  .al l-India l e v e l ,  t he  c o s t  of land per a c r e  incre-  
ased near ly  by 4 t imes between 1971 and 1981, 

INTRODUCTION 

The estimates of tangible wealth of a sector can be built 
up by taking the benchmark data for a specific year, and 
successively adding the net capital formation (NCF) figures 
for each of the subsequent years, thereby deriving t h e  
series for a time period. The estimates obtained through 
this approach, known as the "Perpetual Inventory Method", 
suffer from a major limitation in that there will b e  a 
spill-over effect  of the errors in the benchmark estimates 
to  the subsequent years, apart from those in t h e  estimation 

* K.G.K. Subba Rao i s  Adviser i n  the  Department of 
S t a t i s t i c a l  Analysis and Computer Serv ices .  The au thor  
is g r a t e f u l  t o  S h r i  S.P. Gothoskar f o r  h i s  valuable  
comments on a n  e a r l i e r  vers ion  of t h e  a r t i c l e .  The com- 
pu ta t iona l  a s s i s t a n c e  provided by S h r i  V.M. Doshi is  
g r a t e f u l l y  acknowledged by t h e  au thor .  
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of NCF in the  intervening period. Fidded to this, deprecia- 
tion and price adjustments a r e  t o  'be reckoned for each 
category of assets, the  data  in reqpect of which a r e  of 
doubtful +reliability. Against this .background, i t  would be 
useful .to build up est imates :independently for certain 
benchmark years, (which could be *derived from sample sur- 
veys of households .and accepted with a reasonable degree 
of precision, The <est imates s o  deri*ved may possibly be 
used to cross-check those derl;tled :by {other methods. In this 
paper, an a t tempt  .is made t o  es t imate  t h e  tangible wealth 
of the household sector on the  basis of t h e  results of the  
All-India Debt and Investment Survey '(AIDIS), 198 1-82. 
Section I of the paper is devoted to  a description of t h e  
scope of the survey, and the  use of these data  in $he 
estimation of tangible wealth of rural and urban .household 
sectors. Section I1 provides the  est imates of tangible 
wealth of rural and urban households. Section 111 presents 
a summary of observations. 

SECTION I 

The AIDIS, 1981-82, formed t h e  main subject programme 
of the  37th round of the  National Sample Survey (NSS) 
and was organised during the  calendar year 1982. The 
schedules designed for the  Survey recorded information on 
most of the i tems required for the  estimation of tangible 
wealth of  the  household sector. The  reference period for 
t h e  collection of data  was July 1981-June 1982. In addition 
t o  the  assets  and liabilities of the  households a t  the end 
of the reference period, da ta  on i)  capital expenditure on 
(a) residential plots, houses or  buildings, (b) farm business, 
(c) non-farm business incurred by t h e  households and ii) 
sale and loss of assets  dcring July 1981-June 1982, were 
also collected in the  schedules. 

A two-stage strat if ied sampling design was adopted for. the 
Survey. The first-stage units were villageshrban blocks, 
while the  second-stage units were households. The Survey 
was spread over 7718 villages in t h e  rural sec tor  and 5169 
blocks, in the  urban household sector, Of this, 3755 villages 
and 2450 blocks constituting the  cent ra l  sample were 
surveyed by the  National Sample Survey Organisation 
(NSSO). The remaining villages and blocks constituting t h e  
S t a t e  sample were  surveyed by t h e  respective S t a t e  
statistical agencies. Eight households from each of the 
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sample villages and six households from each of the urban 
sample blocks were selected for detailed investigatibn. The 
required. data were collected from the same set of 
sample households in two visits to each household; the 
first. visib was covered during the period January- June 
1982; and' t h e  second during the latter half of the  calendar 
year 1982. The processing of data collected in all the 
samples and the generation of the pooled estimates was 
undertaken by the Reserve Bank of India (RBI). 

The priority tabulations emanating from the results of the 
first visit of the Survey, provided, inter-alia, detailed data 
on the stock of assets of both rural and urban households, 
as on 30th June 1981, which could be used for the estima- 
tion of tangible wealth of the household sector! The 
constituent items of tangible wealth covered in t h e  survey 
a re  : 1)  Land, 2) Building, 3) Livestock and poultry, 
4) Agricultural machinery, 5) Non-farm business equipment, 
6) Transport equipment and 7') Durable household assets? 

1. The es t imates  i n  respect  of urban households are 
ava i l ab l e  f o r  the  f i r s t  time I n  t h i s  survey. 
Though t h e  AIDIS ,  1971-72 covered t h e  urban house- 
holds a l s o  i n  t he  26th round of the-  NSS, t h e  
r e s u l t s  a r e  not ava i lab le .  

The s a l i e n t  f e a t u r e s  of a s s e t s  and cash dues out- 
s tanding of r u r a l  and urban households, emanating 
from t h e  p r i o r i t y  t abu la t ions ,  were covered i n  
t h e  a r t i c l e  'Assets  and l i a b i l i t i e s  of households 
as on 30th June 19811, published i n  t he  June 1986 
i s s u e  of t h e  Reservk Bank of Ind ia  Bu l l e t i n .  
The present study g ives  an a n a l y s i s  of t h e  s tock  
of phys ica l  c a p i t a l  owned by t h e  h o u s e h o l ~ s .  

2. Durable household a s s e t s  a r e  covered i n  t h e  esti- 
mation of t ang ib l e  wealth i n  some of t h e  count- 
ries. I n  t h i s  p a p e r ,  t he  es t imates  of t ang ib l e  
wealth are worked out both ways, i .e . , inc lud ing  
and excluding durable household qssets. I n  t h e  
es t imat ion  of t ang ib l e  wealth i n  Ind ia  f o r  19652 
66,  t h i s  item i s  taken i n t o  account by Gothoskar 
and Kripashankar. For d e t a i l s ,  s e e  t he  article : 
S.P. Gothoskar and Kripashankar, "Estimates of 
Tangible Wealth i n  India", Reserve Bank of I n d i a  
B u l l e t i n ,  October 1972. 
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The stock of physical assets a t  the. end of the  reference 
period' was derived, taking into consideration the  physical 
assets a s  on the  d a t e  of t h e  visit as  also the  additions 
t o  and depletions of the  assets during the reference period 
and t h e  date  of visit. The stock of assets a t  the end of 
the  reference period was evaluated by taking into conside- 
ration a) current market price prevailing in the  locality 
on the da te  of the  Survey in t h e  case  of assets acquired . 
prior t o  30th June 1981 and b) sale/purchase price for  t h e  
assets sold/purchased a f t e r  the  reference date. In the  s t ~ d y  
of tangible wealth,. in addition t o  the stock of fixed 
assets in the  form of land, building, machinery and equip- 
ment, etc., the  estimation of stoclcs of raw materials, work 

. in progress, finished goods and stock-in-trade with the  
household sector should also be taken into consideration. 
However, the  stock of agricultural commodities with the  
rural households could not be  estimated, a s  i t  is  difficult 
t o  collect such data  in a household survey, and hence i t  

/ w a s  excluded from the  purview of the  schedules. Also, 
the  inventories with the  non-agricultural rural households 
and urban househoids were not covered in the  schedules. 
These limitations a r e  t o  be  kept in view, while using the  
es t imates  from t h e  survey. 

SECTION I1 

The Survey results indicated tha t  the  average value of 
tangible wealth per  rural household, a t  the  end of June  
1981, was Rs. 35598 and tha t  of urban household Rs.36088. 
The es t imates  for t h e  ent i re  household sec tor  as  also for 
rural and urban sectors  a r e  given in Table 1. 

The es t imated  aggregate value of tangible wealth of t h e  
household sec tor  was Rs  439230 crores, while the 
reproducible tangible v~ea l th  (excluding land) was P\s. 19076 1 
crores. The tangible wealth of the  rural households accoun- 
t e d  for  three-fourths of tha t  of all households. Excluding 
land, the  share o f  the  rural housc-holds in reproducible 
tangible wealth was about 65 per  cent  of t ' le total. 
(Table 1). 

A comparision of the tangible wealth of, all rural house- 
tlolds in 1971 and 1.981 indicates tha t  it increased four- 
f o l t l ,  the increase being relatively more in the case o f  



TANGIBLE WEALTH 5 

cultivator households. The rural cultivator households 
accounted for 94  per cent of the total tangible wealth of 
rural households, and about 90 per cent in terms of repro- 
ducible tangible wealth in the respective years. 

In order t o  estimate the real growth in the stock of tangi- 
ble assets over the decade from 1971 to  1981, i t  is 
necessary to  deflate the value of total stock of tangible 
assets for t h e  rise in prices. Though i t  is difficult to 
make this adjustment in the absence of suitable deflators 
for each of the assets held by households, the indicators 
available in the White Paper on National Accounts Stati- 
stics (NAS) in respect of 'constructiori', 'livestock', 
'machinery' and equipment' and 'private final consumption 
expenditure' have been made' use of for the  purpose. 
Accordingly, the real rate of growth in the stock of all 
tangible assets during the decade is estimated to  be of 
the order of 4 per cent per annum. 

The structure of assets of rural households indicates that  
land accounted for 63 percent of t h e  total stock of tangi- 
ble wealth. Next in importance was 'buildings', accounting 
for 2 1  per cent of the total stock. Livestock and poultry 
and farm equipment and machinery together accounted for 
about 8 per cent, while durable household assets consti tu- 
ted another 7 per cent. The structure of tangible assets 
of urban households showed a striking contrast, with land 
constituting 36 per cent and buildings another 40 per cent. 
Durable household assets formed 17 per cent of t h e  value 
of total assets. Non-farm equipment and transport equip- 
ment together accounted for about 5 per cent, and the 
other physical assets formed hardly 1 per cent of the 
total stock. (Table 3) 

A comparison of the composition of tangible wealth of 
rural households between 1971 and 1981 indicates that  
there was a decline in the share of land f ron  57 per cent 
in 1971 t o  63 per cent in 1981. This pattern was observed 
in respect of both cultivator and non-cultivator households. 
There was a marginal increase in the share of buildings 
from :9 per cent in 1971 to  21 per cent in  1981. Within 
the rural sector, there was a small rise in respect of 
cultivator households, and a decline in respect of non- 
cultivator households. The other important item was the 
durable household assets. Though t h e  share of this i t e m  
showed only a marginal increase from 5 pe r  cent in 1971 
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to 7 per cent in 1981, the percentage rise was more pro- 
nounced in the case of non-cultivator households from' 13 
per cent in 197 1 to-17- per-cent: in 1981,. (Table 4) 

Among the States, differences were noticed in the average 
value of tangible assets per household in& respect of both 
rural and urban sectors. In the rural sector, the average 
value of tangible assets per household was. the, highest in 
Punjab (Rs. 95671), followed by Haryana (Rs.90100). Next 
in importance were the States of Kerala (Rs. 75178), 
Hirnachal Pradesh (Rs.6 1416) and Jammu and Kashmir 
(Rs. 58287). In contrast, low average values ,of  tangible 
assets per household were observed in respect of Orissg 
(Rs. 17392), Tamil Nadu (Rs.19048), Assam (Rs. 20101) 
and West Bengal (Rs. 20075). In the urban household 
sector, Kerala had the highest average value of tangible 
assets per household (Rs. 107863), followed by Jammu 
and Kashmir (Rs.809871, ' Haryana (~s.53973) and Punjab 
(Rs. 51984). The average stock of tangible wealth per 
household was relatively low in respect of Orissa 
(Rs. 17935), Madhya Pradesh (Rs, 22777) and West Bengal 
(Rs. 23864).(Appendix 1). 

Based on the average value of total stock of tangible 
wealth per household, the  States can be classified under 
two broad categories (Table 5). As many as  nine s ta tes  had 
'an average value of total stock of tangible assets less than 
that of all-India in respect of both rural and urban 
households. 

In the structure of physical assets of the rural households, 
land was the most important item, constituting more than 
60 per cent of the value of total assets in 1971 and 1981. 
In this context, i t  would be relevant to examine the cost 
of land per acre  in each of the States, for which data 
are available in the respective years3 The details are 

3* The important f a c t o r s  in f luenc ing  the u n i t  value 
of l a n d  a r e  cropping p a t t e r n  and i r r i g a t i o n  
facility as r e f l e c t e d  i n  t h e  r e t u r n  from land ,  For 
an empir ical  study on these  a spec t s ,  reference 
may be  made t o  t h e  a r t i c l e  : R.P. Pathak : Varia- 
t i o n  i n  value of land over di f fe ren t  agro-economic 
reg ions  - Journa l  of Income and wealth, Vol. 5, 
No. 2 ,  July 1981, 
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provided in Appendix 2. At all-India level the  cost of 
land per acre  increased by 3.5 times between 1971 and 
1981. The position was similar i n  most of the States. How- 
ver+ the rise was eight timgs in Kerala and about five 
times in Jammu and Kashmir. 

SECTION 111 

The main findings of the study are summarised below : 

1. The average value of tangible wealth per rural house- 
hold a t  the enci of June 1981 was Rs.35598 and that  of 
urban household Rs.36088. Taking into consideration all 
the  rum1 and urban households in the country, the  estimat- 
ed value of tangible wealth of the household sector worked 
out to Rs.4392W. crores, while the reproducible tangible 
wealth iq estimated a t  Rs.190761 crores. The rural house- 
holds accounted for 76 per cent of tangible wealth and 65 
per cent of reproducible tangible wealth of the household 
:sector. After a s t r n e n t  for rise in prices, the ra te  of 
growth of stock of tangible assets owned by the rural 
households is estimated to  be around 4 per cent per 
annurn. 

2. The share  of rural cultivator households in t he  total 
$tock of capital assets of rural households remained broad- 
Sy the same (94 per cent in terms of tangible wealth and 
99 per cent in respect of reproducible tangible wealth) in 
1,971 and 1981. 

3. The structure of assets of rural households indicated 
that  land accounted for 6 3  per cent of the total stock of 
tangible wealth. Next in importance was buildings account- 
ing for 21 per cent of the total stock. Livestock and 
poultry and farm equipment and machinery together 
accounted for about 8 per cent, while durable household 
assets constituted another 7 per cent. The structure of 
tangible assets of urban households showed a striking con- 
trast  with land constituting 36 per  cent and buildings 
another 40 per cent.' Next  in importance, durable house- 
hold assets formed 17 per cent of the total assets. Non- 
farm equipment and transport equipment together account- 
e d  for about 5 per cent, and the other physical assets 
formed hardly 2 per  cent of the total stock. 
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4. There was no perceptible difference in the  pat tern 
of assets held by rural households as between 1971 and 
1951, though there was a marginal decline in the share of 
land from 67 per cent  in 1971 t o  63 per cen t ,  in 1981. 
The share of durable household assets in the  total  s tock 
of capital assets increased from 13 per cen t  in 1971 t o  
17 per cent  in 1981 in respect of non-cultivator house- 
holds. The share of this i tem was relatively low in t h e  
structure of assets of cultivator households - 4 per cent  
in 1971 and 7 per cent  in 1981. 

5. The average value of tangible assets per rural house- 
hold was the  highest in Punjab (Rs.95671), followed by 
Haryana (~s .90100) .  In t h e  urban sector  four States,  viz., 
Kerala, Jammu and Icashmir, Haryana and Punjab, had 
total assets exceeding Rs. 50000 each. Among t h e  four 
States, Icerala had the  highest average value a t  Rs.107863. 
In a s  many as  nine S ta tes  the  average value of total  
stock of tangible weatlh was less than the  all-India level 
in respect of both rural and urban households. Among 
these States,  the rural sector  in Orissa, Tamil Nadu, 
Assam and West Bengal and the  urban sec tor  in Orissa, 
Madhya Pradesh and West Bengal had relatively low 
average value of tangible assets. 

6 .  As land was the  most important item in the  asset 
s t ruc ture  of the  rural households accounting for more 
than 60 per cent  of t h e  value of total  s tock of physical 
assets, an examination of t h e  cost of land per a'cre in  
each of  t h e  S ta tes  would be  relevant in making an 
assessment of the  r a t e  of growth of assets. A t  the  all- 
India level, t h e  cost  of land per  ac re  increased nearly by 
four t imes between 1971 and 1981. This was t rue  for  
most of the  States. However, the  rise was eight t imes  in 
I<erala and about five t imes  in Jamrnu and Kashnir .  
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Table 1 : Estimates of Tangible Wealth 
as on 30th June, 1981 

(Rs in Crores) 

All Rural Urban 
House- House- House- 
holds holds holds 

A. Total tangible wealth 439230 333279 10595 1 

B. Reproducible tangible 
wealth (Tangible 
wealth excluding land) 190761 123367 67394 

C. Tangible wealth 
excluding durable 
household assets 397204 309284 87920 

Note:The estimated number of households fo r  r u r a l  and 
urban a reas  f o r  1971 and 1981 are given below i n  
thousands : 

Rural 
U r b a n  

77035 93623 
Not Available 29359 
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TANGIBLE WEALTH 

Table 3 : Average Value of Tangible Wealth per 
Household ( 1981) - All-india 

All Rural Urban 
House- I-Iouse- House- 
holds holds holds 

Asset 

Land 

Building 

Levestock and poultry 

Farm equipment  and  
machinery 

Non-farm equipment  

Transport  Equipment 

Durable household a s se t s  

A. Tota l  tangible  weal th 357 15 35598. 36088 
(1 00.0) ( 100.0) ( 100.0) 

i3. Reproducible tangible 
wealth(esc1uding land) 155 1 1 13177 22955 

C. Tangible wealth exclud- 
ing durable  household 
assets 32298 33035 29946 

( F i g u r e s  i n  b r a c k e t s  i n d i c a t e  the  p e r c e n t a g e  s h a r e s  of  
of component assets t o  total tangible weal th . )  



12 RESERVE BANI< OF INDIA OCCASIONAL PAPERS 

V) 
C1 
Q) 
V) u + J z  

2= C 
Q, a-0 
E E z  
.s.sA= 5 
2 3 g; 
m = ~  a Q ,  01 0 3  

, E  z C  
a as! a-n " v , 9 . -  

& C a w  
s.4 C o E = J a  

ZI-Clt 



Table 5 : Classification of States according to Valaue of Tangible Wealth per Household 

--- 

Rural Households Urban households 
-- - * 

1 2 3 

Category 1 States  with average 
value greater, than 
all-India average 

Category 2 States with average 
value less than 
all-India average 

All-India average 

Purijab, Haryana, Kerala, Kerala, Jamrnu and 
Himachal Pradesh, Jammu Kashmir, Haryana, 
and Kashmir, Uttar 

3 
Punjab, Himachal Pradesh, 

Pradesh, Rajasthan and Karnataka, Rajasthan, 2 
Maharashtra and Gujarat. W 

Gujarat, r m 
Andhra Pradesh, Assam, Andhra Pradesh, Assam, 4 c: 
Bihar, Karnataka, Madhya Bihar, Madhya Pradesh, 
Pradesh, Maharashtra, Maharashtra, Orissa, 

F r 
4 

Orissa, Tamil Nadu Tamil Nadu, Utter 3: 
and West Bengal. Pradesh and West Bengal. 

Rs. 35598 Rs. 36088 
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Appendix 1 

Average Value of Tangible Wealth per Household (1981) 

(Rs.1 

S ta te  
All Areas Rural areas Urban areas  

All All All 
households households households 

Andhra Pradesh 
Assam 
Bihar 
Gujarat 
Haryana 
Himachal Pradesh 
Jammu and Kashmir 
Karnataka 
KeraIa 
Madhya Pradesh 
Maharashtra 
Orissa 
Pun j ab 
Rajasthan 
Tamil Nadu 
Ut ta r  Pradesh 
West Bengal 
All-India 
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Appendix 2 

Value of Land per Acre (All Rural Households) 

(Rs*) 
- - 

Sta te  

Andhra Pradesh 
Assam 
Bihar 
Gujarat 
Haryana 
Himachal Pradesh 
Jamrnu and Kashrnir 
Karnataka 
Kerala 
P.4adhya Pradesh 
Maharashtra 
Orissa 
Pun jab 
Rajasthan 
Tamil Nadu 
Uttar  Pradesh 
West Bengal 
All-India 
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INSTRUMENTS OF MONETARY AND CREDIT 
POLICIES IN SELECTED COUNTRIES 

The rapid pace of f inanc ia l  innovations sweeping many developed 
countr ies  during t h e  l a s t  decade has brought about a remarkable 
transformation i n  t h e i r  f inancia1 s t ruc ture .  This i n  t u rn  has had 
far-reaching implications f o r  the  formulation and conduct of mone- 
tary policy. In response t o  the changing economic environment and 
developments i n  t he  f i nanc i a l  system, monetary and c r ed i t  policy in- 
struments and prac t ices  have a l so  been constantly evolving. A 
comparative study of the  evolution of techniques and instruments of 
monetary policy i n  f i v e  i ndus t r i a l l y  developed count r ies  during t he  
past decade ind ica tes  t h a t  recently more re l iance  has been placed 
on open market operations, though there  is a co-ordinated use of a l l  
policy instruments. Further,  of l a t e ,  there  is a l s o  a move' towards 
i n t e r e s t  r a t e  deregulation. 

INTRODUCTION 

A primary function of a central bank is t o  regulate the  
volume of money and credit  with a view t o  attaining 
various national ecoriomic objectives. In pursuing the goals 
of monetary policy, a central  bank has an array of policy 
instruments a t  i t s  disposal through which it seeks not only 
to  ini t iate changes in money supply but  also in t h e  quan- 
tum, direction and cost  of credit. In view of t h e  divergent 
financial s tructures and goals, different countries use and 
emphasize different policy instruments suited for their 
needs for attaining the  policy objectives. 

Further, i n  t h e  wake of financial innovations and other 
developments, banking and financial s tructures of several 
countries are  findergoing rapid changes which have far- 
reaching implications for t h e  design, implementation and 
- 
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transmission channels of monetary policy. In response to 
the:. :changing economic environment and developments in 
fibanfa1 itructure, monetary and credit policy instruments 
an$ 'practices have also been undergoing a constant process 
of evolution incorporating several new innovations and 
techniques. 

This paper is a comparative study of the evolution of 
techni-ques and instruments of monetary policy during the 
last decade in five industrially developed countries, viz., 
U.S.A., U.K., West Germany, Japan and Australia. 

The study is divided into three parts. Section I discusses 
in brief the general objectives and targets of monetary and 
credit policies. Section I1 is a survey of instruments used 
in selected major industrialised countries and Section I11 
presents a summary of the main* conclusions of the study. 

SECTION I 

OBJECTIVES OF MONETARY AND CREDIT POLICIES 

As monetary policy is an essential plank of general econo- 
mic policy, i ts  final objectives are "theoretically t o  be 
attuned t o  those of fiscal, trade and foreignf exchange 
policies. The objectives and targets of monetary policy can  
be . broadly classified into two groups depending upon 
whether they are ultimate or, intermediate. The ultimate 
targets of policy differ from country to  country. In t he  
case of developed countries. full ehployment, price stabili- 
ty, sustained economic growth and favourable balance of 
payments constitute the main objectives of monetary 
policy. Monetary policy can also strive a t  achieving 
the ultimate targets through proximate or intermediate 
targets. Proximate targets are variables which give an 
early and unambiguous indication of the way in which 
ultimate objectives behave (Brian Griffiths and. Geoffrey 
E. Ward in Monetary Targeting). Depending upon the  
differences in financial structure, the '  intermediate targets  
differ among countries, but generally the major ones a r e  
(i) control over some monetary aggregate, (ii) control over 
the level and structure ,of interest rates and yields, (iii) 
control over. the level and structure of private sector 
credit and (iv) influence over capital movements. 
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The operating variables or indicators of policy also differ 
among countries. Generally the operating variables are  
money market conditions/rates (J apan, U.K. and West 
Germany), reserve aggregates (U.S.A.), bank reserves (U.K.) 
and bank credit to private sector (Japan). Some countries 
have more than one operating variable, e.g., U.K. and 
Japan, Australia has a 'check-list' of indicators like money 
and a-edit  aggregates, exchange rates, interest rates, 
iafdation, external accounts and economic activity. 

SECTION I1 

A SURVEY OF INSTRUMENTS 

The following survey h5ghlights the  fact that  the instru- 
ments relied upon for attaining t h e  monetary policy 
objectives have varied widely amang countries. This can i 
be directly traced to  t h e  differences in the financial ; 
structures and the aims of monetary policy. Under the I 

former, the major determinants are 'the *degree of develop- ' 

'ment of money and securities market and 'the imporstance 
of banking sector in t h e  financidl system. 

In the  ensuing paragraphs t h e  use of major instruments of 
monetary pd icy  in U.S.A., 'U.K., West Germany, Japan and 
Aus tral'ia are described. 

Open Market Operations '('OMO) 

The purchase and sale strf :secutities by central bank is an 
instrument which is available in all the  five countries 
under review. The objective of OMO, type of securities 
issued and the technique of issue have, however, varied 
among them. The major advantage of OM0 is its  flexibility 
as  the size of operations and timing a re  a t  the discretion 
of the central bank. Further, OM0 is not only less discri- 
minatory than direct measures but. also has less disruptive 
impact on the  efficiency of the financial system. The 
disadvantages of Oh40 are  that  its effective use calls for 

the  existence of a well-developed securities market as a 
prerequisite and, further, t h e  scope of O M 0  in securities 
is  dependent on the structure and management of public 
debt. This in turn leads to  a conflict sometimes as the  
long-term aim of securing stable conditions in t he  market 
gains precedence over the short-term objective of influen- 
cing money supply or interest. The extent of success of 
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O M 0  also depends on the linkage between fiscal and 
monetary policies. 

In the United States, OM0 constitutes t h e  most powerful 
tool of the  Federal Reserve System (Fed) for influencing 
the  cost and availability of credit. The O M 0  directly 
influences the  volume of member banks' reserves and help 
to  offset short-term fluctuations. At  the  monthly meetings 
of the Federal Open Market Committee, which is t h e  main 
policy-making body, t h e  instructions t o  be issued t o  the  
Open Market Manager, who conducts such transactions, i s  
formulated, The trading desk of t h e  Federal Reserve Bank 
of New York conducts OM0 through dealers in Government 
securities. The securities which a r e  eligible for purchase 
by the  Fed a re  the  U.S. Government securities, securities 
of Federal agencies, bankers' acceptances, bills of ex- 
change and short-term municipal warrants. Transactions a r e  
mostly conducted in government securities and a r e  concen- 
t ra ted  a t  the short-end of t h e  market. Among t h e  various 
transactions like sales, purchases (or repos) and reverse 
repos (matched sale-purchase transactions) in which the  
Fed engages, in recent  years repos and reverse repos 
predominate'. The bulk of the  Fed's O M 0  comprises 
defensive operations which a re  undertaken t o  offset  un- 
desirable fluctuations in the  components of monetary base. 
A striking feature of OM0 in t h e  U.S. is tha t  t h e  two 
functions of OM0 (those related t o  monetary policy and 
debt management) a r e  kept separa te  with the former 
conducted by the  cent ra l  bank and the lat.ter directed 
by the  Treasury2. Generally, the re  has been a close co- 
operation between the  Fed and the  Treasury to  minimize 
the disturbing e f f e c t s  of Treasury operations on. the  
money market and t o  t ime Fed's. actions t o  avoid complj- 

1. Under repos  o r  repurchase  agreements,  t h e  Fed 
buys securities from t h e  d e a l e r s ,  who a g r e e  to re- 
purchase t h e m  by a s p e c i f i e d  d a t e .  Reverse repos  
t r a n s a c t i o n s  invo lve  a c o n t r a c t  f o r  inmedia te  
s a l e  t o  and a matching c o n t r a c t  f o r  a subsequent 
purchase from, each p a r t i c i p a t i n g  dealer; t h e  
m a t u r i t i e s  of such ar rangements  u s u a l l y  do n o t  
exceed 7 d a y s .  

2 .  Frank M. Ta~agna ,  Monetary Management prepared 
for t h e  Commission on Moncy and Credit. 
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cating t h e  Treasury's financing problems3,. Both have 
worked closely together to  srnooth out the impact of 
Treasury receipts  and disbursements on bank reserves and 
conditions in t h e  money market. The Fed thus pursues an  
"even keel" monetary policy and undertakes neither to peg 
U.S. Government securities nor crea te  artificial market 
conditions when new securities a r e  issued by Treasury, 
which in turn prevents abrupt changes in bank , credit 
conditions from interfering with Treasury financing. 

In the-United Kingdom, though OM@ is a major instrument 
employed by the  Bank of England (BOE), i t s  purpose is 
slightly different. The principal object' of O M 0  is to 
support Governments borrowing requirements and also t o  
i n f l u e n c ~  the money supply and the  commercial banks'. 
liquidity . Customarily, t h e  BOE has been prepared t o  con- 
duct O M 0  in treasury bills and British Government marlce-- 
table securities (gilts) of less than one year maturity. 
While the former aims a t  making minimum Iending r a t e  
(MLR) effect ive in the money market,  the la t ter  is used 
t o  influence banks' liquidity. The O M 0  also influence long- 
t e rm interest  rates. The BOE manages the  borrowing needs 
of t h e  Government - both short-term (treasury bills) and 
long-term . (stocks). Since 1971 the  BOE has not been 
obliged to conduct outright support operations in the  
market  for  longer maturities, i.e., more than one year. 
While i t s  dealings in t h e  long-end of the market are with 
a large number of transactors, i t s  treasury bill operations 
a r e  largely confined t o  discount houses, private banks and 
foreign official institutions. In August 1981, the  BOE 
abandoned t h e  pract ice of quoting prices for purchase of 
eligible bills; instead, t h e  discount houses offering their 
bills for  sa le  had t o  formulate the  price, the BOE being 
f ree  t o  accept  or  refuse the  offer .  With t h e  adoption of 
the  1 98 1 money market  management arrangements and 
emphasis on interest  ra tes  'determined by markets , the  only 

3. Clay J, Andrew, Debt Management and lfonetary 
P o l i c y  publ ished i n  Money, Banking and Monetary 
Pol icy e d i t e d  by Harold R. Williams and Henry 55, 
IJoudenberg . 

4. The Funct ions  and Organ i sa t ion  of  t h e  Bank of 
England : Bank of England Quarterly Bulletin, 
September 1966. 
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imeans available t o .  t h e  authorities t o  control 
i£ iM, was 'fundingf through the  Government bond (or 
"!@&-edgedW mark?t) which became the  main instrument of 
manetary  control . 
In recent  years, t o  cope with xhe risk of bill arbitrage 
and market reluctance to sell aanger paper and alsa tb.o 
provide cash to the  banking system, two operating tdlnf5- 
ques have been increasingly used by t h e  BOIL T h  'first 
is purchase and resale transactions in G ~ ~ r ~ n m  securi- 
t ies  o r  in government guaranteed p l a p  ((&sing from 
official schemes for fixed r a t e  b n & i  'for financing 
exports and ship building) d i r d y  wit'h banks. The second 
technique applicable when longer-dated bills a r e  withheld 
from outright sale t o  the  BOE is to :buy suchs bills for 
resale a f t e r  some shorter period upto one month . 
in Germany, the Deutsche Bundesbank c a n  influence t h e  
money market  by buying and selling certain bills of 
exchange, t reasury bills and bonds officially listed on the  
stock exchange. An important feature of the  Bundesbank's 
OM0 is that  i t  can buy and sell securities only in t h e  
open market and i t  is so designed t o  check direct inter- 
vention by the  Bank for financing the  public borrowing 
requirements o r  supporting the  market. Due t o  t h e  
cumbersomeness of the traditional main instruments, t h e  
Bundesbank c rea ted  flexible supplementary open-market 
instruments like bilateral transactions with the commercial 
banking system in t h e  riloney, foreign exchange and long- 
term securities marltet, which can  be easily used for  
short-term intervention purposes in t h e  domestic money 
market. As the  Bundesbank cannot effectively fine-tune 
operations in the domestic inter-bank market as there is 

5. The Banks' new arrangements f o r  monetary c o n t r o l  
implied a change i n  t h e  t echn iques  of monetary 
p o l i c y  which, i n t e r  a l i a ,  inc luded  reduc t ion  i n  
London c l e a r i n g  banks ' o p e r a t i o n a l  ba lances ,  a bo- 
l i t i o n  of r e s e r v e  a s s e t  r a t i o ,  g i v i n g  up  of 
continuous p o s t i n g  of  MLR, e t c  . , which became 
e f f e c t i v e  i n  August 1981. 

6. A.L. Coleby, "Changes i n  Money-Market Ins t ruments  
and Procedures i n  t h e  United Kingdom" publ ished 
i n  Changes llin Money-Market Instruments and 
Procedures : Objectives and Implications, Bank 
f o r  I n t e r n a t i o n a l  S e t t l e m e n t s ,  March 1986. 
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virtually no short-term s~~ market irnt Germany, i t  
was forced to  invent "'~mfsfi%re a s s & m e  measures1' for  
open market purposes. Such rnemwes include as reserve- 
absorbing transactions, the  sztk of 'mobilisation' and 
'liquidity' paper issued by the Burrd'bank,, foreign exchange 
transactions under repurchase agreemems,, dollar; sales on 
a swap basis and sale of Bundesbank discount paper with 
maturities ranging from 6 to 24 months,, and as reserve- 
creating operations day-to-day lending of Federal c d  
funds to  the money market, foreign exchange swaps, open- 
market transactions in commercial bills and bonds under 
repurchase agreements and redemption prior t o  maturity 
of Bundesbank discount paper. The measures cover a period 
0-f less than a week t o  1 t o  2 months and a re  used to  
influence key money-market rates in a manner which is  
inconspicuous and easily reversible or t o  effect  prompt 
adjustments in banking systems reserve position. They have 
made the interest rate and liquidity policy more flexible 
in the short-run. Since 1984, the Bundesbank has used 
revolving security-based repurchase agreements to  meet 
long-term refinancing needs of banks. 

The Bundesbank has engaged in open market transactions 
in long-term securities only sporadically as  i t  cannot 
support public debt management by holding a sizeable 
portfolio of such securities. 

In Japan, the scope for genuine open market operations 
was limited for long because of t h e  under-development of 
securities market. Since 1963, the Sank of Japan (BOJ) 
has more actively engaged in the purchase of long-term 
government bonds held by financial institutions t o  provide 
money for economic growth. In the  first half of t h e  
1970s, t h e  short-term money market centred on the  call 
and bill markets (i.e., inter-bank market) while the open 
market in which non-bank economic agents could participa- 
te  was limited to  the Gensaki market for securities? 
Thus, except for the Gensaki market for securities, the 
open market remained under-developed until around 1980. 
Since then, many new financial instruments with freely- 
determined interest rates have been successfully 
introduced. They a re  basically in the nature of deposits 

7. Gensaki market i s  the short-term market  f o r  
purchase and s a l e  of s e c u r i t i e s  with repurchase 
or r e s a l e  agreements. 
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like cert i f icate of deposits (CDS), medium-term government 
bond funds, money market cert i f icates and yen-denominated 
bankersf acceptances, etc. Since 1978, the  BOJ has  resorted 
t o  buying operations by tender in government bonds (with 
limited number of banks and securities companies for 
small-lot operations), which reflects  prevailing market 
forces. It  has also engaged in t h e  sale of short-term 
government bills (Treasury bills) a t  market  ra tes  since 
May 1981 which has facilitated interest r a t e  arbi trage 
between the  inter-bank and open markets. 

In keeping with the  changes in the  financial system during 
the  second half of the  1970s, t h e  B 0 J  has also progressi- 
vely liberalised the  inter-bank market  (by abolishing 
"quotation system" for cal l  and bill r a t e s  and through 
diversification of maturi t ies  of instruments traded in the  
inter-bank market including t h e  introduction of te rm 
money in the  call  market)  and encouraged arbitrage' 
transactions between the  inter-bank and open markets. 
The la t te r  was a sequel t o  t h e  rapid expansion in t h e  
open market. Till the  recent  past, the  short-term open 
markets in Japan dealing in CDs, Gensaki (repurchases 
and agreements) and bankers' acceptance market  were 
characterised by instruments issued by financial institu- 
tions, which were of a deposit nature, a s  short-term 
government bills and commercial paper had not  developed 
in Japan. However, short-term government- bonds were  
issued for  the first  t ime in February 1986. The new 
discount bond, with a maximum maturi ty of six months, 
is designed t o  finance the  redemption of long and medium 
te rm bonds and contribute towards the  development of 
t h e  short-term money market  in Japan, 

The BOJ has t o  finance budgetary operations and for this 
purpose government bonds, with market-related interest  
r a t e s  a re  increasingly being issued. A public auction 
system was introduced in 1978 for the issue of medium- 
term government bonds. On account of  the various 
measures for liberalisation and internationalisation of t h e  
Japanese financial system, the  domestic and overseas open 
markets  and inter-bank markets  have become more  closely 
linked recently. 

In Australia, 0 P d 1 0  is the  most important tool of monetary 
policy. The Reserve Bank of Australia opera tes  in the 
securities market  for regulating l iquid i ty ,  developing an 
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efficient  secondary market, supporting the primary issue 
system, improving information flows and assisting small 
holders. A number of controls a r e  imposed on t h e  ra tes  
of government securities, t h e  intermediaries tha t  handle 
them and the ul t imate investors which aim a t  monetary 
control and the  reduction of government's debt service 
costs. Market operations a re  also used for official debt 
management. As an agent t o  the  Cor?lnonwealth Govern- 
ment, t h e  Bank c a n  issue Australian Savings Bonds, 
treasury notes and treasury bonds. Market operations a r e  
mainly conducted in government securities though t h e  
Bank is empowered t o  deal in other assets and has done 
so on occasions. Participants in the  securities market 
cover a wide spectrum -banks, dealers in short-term money 
market,  life offices, brokers and other large institutional 
holders of Commonwealth Government Securities (CGS). 
The Sank has designated nine authorised money market  
dealers t o  operate a secondary market in short-term CGS. 
The two types of trading in marketable CGS in Australia. 
a re  on charge and off charge. Under the  former, t h e  
Bank operates through a panel of brokers and trading is  
limited t o  bonds, while under the  lat ter  i t  deals only with 
brokers and authorised dealers in short-term money 
market  and transactions include both bonds and treasury 
notes. Sometimes the  Bank buys very short bonds directly 
from banks for liquidity management purposes. The bulk 
of t h e  Bank's transactions a r e  undertaken off charge. The  
role of t h e  Bank in the  securities market has been evolv- 
ing in keeping with market developments and shift in 
monetary policy emphasis. Since 1985, t h e  Bank has  
changed t h e  group with which i t  is willing to  deal in 
bonds which include market dealers, brokers, authorised 
money market corporations, banks and life offices. 

Central Bank Lending and Official Discount R a t e  

This instrument is basically designed t o  limit the access 
of banks t o  central  bank credit. Generally, t h e  two ways 
of borrowing from the  central  bank a re  either by discount- 
ing eligible, securi t ies  or in t h e  form of an advance 
against approved collateral. While in U.S.A., Japan and 
West Germany t h e  cent ra l  banks lending policy influences 
t h e  borrowings and thereby t h e  reserve position of banks,in 
t h e  U.K. changes in the  minimum lending r a t e  a f fec t  
money market  funds and help t o  con t ro l .  moqey supply. 
The degree of use of the  instrument has varied from 
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country t o  country. In most of the  countries reviewed in 
this study, the  official discount r a t e  had a great  impact 
on short-term money market rates. Different practices 
prevail. In some countries the level of lending is decided 
by the  central bank by operating on i t s  cost (i.e. by 
changing discount ra te)  while in others  it is  through 
availability (i.e. rationing system). Generally t h e  rationing 
system, which raises the  implicit marginal cost  of central  
bank credit, have been used in countries where the  basic 
interest rates  on central  bank credi t  facilit ies remain 
below the  money market rates. Through changes in the  
discount rate ,  quota and availability of cent ra l  bank 
credit,  the central banks induce cos t  e f fec t  and announce- 
ment effect and also influence the  liquidity position of 
banks. The main disadvantages of this  instrument a r e  t h a t  
i ts use tends t o  be limited compared with open market 
operations and reserve requirements when the  level of 
lending by the  central  bank is reduced t o  t h e  minimum. 
Further, i t s  effect iveness also depends upon co-ordination 
with other  policy instruments. 

In U.S.A.,lending policy serves a s  a complement to open 
market operations in t h e  implementation of monetary 
policy. Subject t o  review and determination by t h e  Board 
of Governors, t h e  board of directors of each of the  12 
Federal Reserve Banks sets i t s  own discount rate .  The  
progressi e integration of regional c redi t  markets  over t h e  
years  h s, however, produced a national .perspective for  
discount r a t e  determination. The Fed  provides temporary 

-.funds t member banks a t  t h e  basic discount r a t e  t o  help 
in larg and unexpected deposit o r  portfolio adjustments 

3 :: t ha t  i dividual banks sometimes face  and also to  member 
banks as  a .group during periods of monetary restraint. On 
ra re  occasions, credit  is given for  longer periods t o  mee t  
seasonal needs (seasonal credit)  and t o  ease  severe funding 
problems (extended credit).  Non-member banks c a n  also 
borrow from t h e  Fed under unusual circumstances in t h e  
financial markets, but a t  a r a t e  higher than tha t  for  
member banks. Borrowings of banks from the  Fed in t h e  
U.S. depend upon t h e  relationship between the  official dis- 
count r a t e  and the  Federal funds r a t e  and this in turn has 
formed the  basis for the  interest  r a t e  stabilisation e f f e c t  
of the borrowed reserve position since ,1982, Changes in 
the  discount r a t e  a r e  not automat ic  but  recommended by 
the  Reserve Banks and approved by t h e  Board of 
Governors. Banks' borrowings from the Fed  ref lec t  a 
combination of cost  and rationing effects .  Deposi r ~ r y  insti- 
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tutions in the U.S. a re  not entitled to  quotas a t  t h e  
discount window as borrowing is regarded as a privilege 
and not a right. Moreover, discount window credit is 
supposed to  be used sparingly only when other sources of 
aredit are  not %reasonably available. Any extension beyond 
the original maximum period (not more than 15 days) 
brings 'into operation an increasingly strict surveillance 
procedure. The administrative restraint by the Fed over 
member~banks' borrowings aims a t  maintaining control 
over Itheir volume of borrowing and thus avoid excessive 
:and unexpected fluctuations in reserves supplied by this 
means. Member banks can borrow funds from the Fed 
either by a discount .or by an advance, though the latter 
is more significant now. 

In U.K., central bank credit is extended to  discount houses 
which have sole access t o  the lender of last resort 
facilities of the BOE in return for the understanding that 
they would take up in full the weekly offerings of treasury 
bills. Such lendings are of a very short-term nature and 
have played a smoothening role i n  monetary policy. The 
minimum lending r a t e  (MLR) is the  ra te  a t  which t h e  BOE 
is willing to  lend t o  discount market. It has constituted 
the main instrument a t  the disposal of BOE t o  influence 
short-term rates. The terms and mode of accommo- 
dation by the Bank in turn influence the cost of funds 
and the price which discount houses a re  willing to pay 
for short-term assets. The MLR was formerly related to  
treasury bill rate. This formula, however, ran into bad 
weather on account of the massive inflow of funds into 
Pound sterling. In 1978, the market related formula was 
suspended and MLR was fixed as in the  case of t h e  Bank 
Rate  earlier. The MLR thus became fully administered. 
The continuous posting of MLR introduced in October 
1972 was, however, abandoned in 1981 but subsequently 
revived in January 1985. I t  has been used on a number of 
occasions Go secure a sharp upward adjustment in interest 
rates as  also t o  moderate t h e  pace of i ts  decline. 

In West Germany, the discount and lombard ra tes  @re the  
linchpin of Bundesbank's interest r a t e  policy . The 
Bundesbank engages in refinancing under which it lends to  

8. Loans granted by t h e  Deutsche Eundesbank t o  c r e d i t  
i n s t i t u t i o n s  at i n t e r e s t  aga ins t  t h e  c o l l a t e r a l  
of c e r t a i n  s e c u r i t i e s  and Debt Reg i s t e r l c l a ims  is 
c a l l e d  Lombard loans and t h e  i n t e r e s t  r a t e s  
chargedoon such loans a re  Lombard r a t e s .  



RESERVE BANK OF INDIA OCCASIONAL PAPERS 

credit  institutions ei ther  through bills rediscounting o r  
granting' loans against collateral (lombard loans). The aim 
of refinancing is  to  influence t h e  amount of money in 
circulation and of credit  granted. Interest r a t e s  a r e  the 
main parameters of the  policy. The  Central Bank Council 
fixes the total amount of rediscount quotas. Its distribution 
among individual banks is dependant on standard quotas 
determined on the  basis of i t s  liable capital, observance 
of  liquidity norms, etc. In July 1978., for effect ive use of 
quotas, i t s  assessment was linked t o  the size of individual 
bank's bill portfolio. The fornbard facility is  designed t o  
bridge temporary liquidity needs of credit  institutions and 
cannot be granted for more than three months. In 
September 1979, in view of the  unusually strong recourse 
t o  lombard facility by banks for  several months, the. 
Bundesbank imposed quotas on lornbard loans. This was, 
however, subsequently lifted in February 1980. Between 
1982 t o  1954 the Bundesbank followed a comparatively 
easy policy posture a s  banks access t o  lombard window 
was not subject t o  formal quantitative restrictions. 

The heavy recourse of banks t o  lombard facility on a 
revolving basis in the  past few years and the  consequent 
virtual pegging of call  money r a t e  a t  the  level of lornbard 
ra t e  (which served as  a base r a t e  for  t h e  whole s t ruc tu re  
of short-term money market ra tes)  posed a th rea t  t o  t h e  
Bundesbank's monetary policy by limiting i t s  ability t o  
fine-tune domestic money market  r a t e s  and influence 
banks reserve position. In 1984 the  Bundesbank, therefore, 
switched over t o  more flexible operating procedures under 
which i t  employed revolving security-based repurchase 
agreements a t  ra tes  below the  lombard r a t e s  t o  sa t i s fy  t h e  
banking systems' longer-term refinancing needs. Further,  
t o  avoid abrupt fall  in cal l  money r a t e  under temporary 
excess liquidity conditions, banks were offered treasury 
bills -- mobilisation paper with very short  maturi t ies  

9 (normally 3 days) - as  a "last-resortf1 investment out le t  . 
In Japan, lending policy is  t h e  most important instrument 
for  monetary regulation which is used for adjusting short- 

9. The convers ion  of a l l  o r  p a r t  of  the DM 8 b i l l i o n  
e q u i l i s a t i o n  c la im on the F e d e r a l  Government held 
by Bundesbank a s  a r e s u l t  of t h e  c u r r e n c y  reform 
of 1948 i n t o  t r e a s u r y  b i l l s  o r  t r e a s u r y  d i s c o u n t  
paper is known,as m o b i l i s a t i o n  paper 
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term fluctuations of funds. The BOJ provides financial 
institutions (mainly city banks) with funds by lending a t  
the official discount rate. It . announces plural rates 
classified according to the  object of discounting and loans 
against collateral security. Under the credit control 
system introduced in 1962, credit lines have been fixed 
for the major city banks. This is  so because the  official 
discount ra te  is below the call and bill rate. The 
advantages of lending in Japan are that there is a 
"repayment pressure" as lending by the BOJ may be with- 
drawn a t  any time a t  the discretion of the Bank. Further, 
as the  official discount rate is calculated 'according to  
the "method of both-ends counting, on a discount basis", t h e  
effective interest ra te  becomes higher and acts  as a 
penal rate, the shorter the  lending period'0 . As a rule, 
the Bank does not lend in excess of the ceiling but in 
case excess lending to a city *bank becomes necessary 
penal rate (4% above the Bank Rate) is charged. In order 
to cope with increased mobility of domestic and foreign 
funds, a "special lending system" was established in March 
1981, which enables the  BOJ t o  provide loans a t  a ra te  
which is higher tnan the official discount r a t e  for a 
maximum period of three months. It has, however, not 
been put into operation". 

In Australia, t h e  (nine) authorised dealers a r e  required t o  
foster the marketing of Commonwealth Government 
Securities (CGS), particularly short-term, as  also provide 
facilities for investment of overnight and short-term funds 
based on CGS. The Reserve Bank of Australia, in turn, 
provides the  dealers with a range of banking services 
and with a line of credit t o  assist their liquidity. This 
enables the dealers to  borrow from the Bank on the 
security of CGS in case of need. In order t o  provide 

10. For example, a loan of a week is counted as an 
e i g h t  d a y  loan.  Thus, t h e  t e r m  amounts t o  the 
a c t u a l  p e r l o d  p l u s  one. day. 

11. Toshihiko Fukui, "The recent  development . o f  t he  
short-term money market i n  Japan and chagge~.  i n  
t h e  techniques  and procedures of monetary c o n t r o l  
used by t h e  Bank .of Japan". Published i.3 BIS, 
March 1986 publ - ica t~on r e f  e r r e d  t o  i n  ' foo tnote  
number 6. 
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greater  flexibility, conditions at tached t o  this facility 
were changed. Drawings under t h e  facility a r e  now 
normally repayable between 7 and 10 days (previously 
7 and 30 days) af ter  being made. The Bank may also 
offer fixed t e r n  loans for less than 7 days, if conditions 
warrant. The r a t e  of interest  on t h e  loans t o  d e a l e n  1s 
related t o  market conditions and the  last resort nature of 
the facility. 

Changes in Minimum .Reserve Requirements 

Though variation in the  minimum reserve requirements 
against bank deposits is  one of t h e  major instruments 
employed in all the five countries, t h e  intensity of i t s  use 
has varied. Differences between central  bank's operating 
procedures a r e  attributable t o  those in institutional 'and 
legal conditions. Besides, technical differences based on 
the  mode of computing, type and volume of deposits 
included and s ta tus  of depositor exist. .In 'its classical 
form when the  reserve requirement rat ios a r e  applied on 
the  non-interest bearing accounts with the  central  bank, it  
has a great  impact on the  excess and net  f r ee  reserves 
of the  banks which in turn reduces their lending capacity. 
The basic purpose of this instrument is  to  influence the 
excess reserves of banks and their lending policy. The 
main advantage is  that  i t  neutralises large changes in 
bank liquidity brought about by uncontrolled sources of 
reserve creation like external  surpluses or budget deficit. 
The main disadvantages a r e  that  sometimes i t s  impact  on 
excess reserves a r e  blunt and open market operations or  
central  bank lending is temporarily needed t o  offset  i t .  
Besides, as  reserve deposits usually function as balances 
t o  meet  daily transactions, excess reserves tend t o  be  
reduced t o  the minimum, 

In U.S.A., the  Fed is empowered t o  vary the  reserve: 
requirements for member b b k s  within spedified limits. 
Changes in reserve requirements have an  immedia te  
impact on bank liquidity and on costs  in all parts  of the  
country. I t  is thus designed t o  help moderate inflationary 
o r  recessionary tendencies in the  economy, From 1968, a 
lagged reserve requirement system was followed in the  U S  
and any deficit  was subject t o  penalty. In 1978, different 
ranges of requirements were prescribed for reserve c i t y  
and other  depository institutions. Between November 1978 
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and July 1980, a supplementary reserve requirement was 
also imposed on large time deposits. The national banks 
chartered by the Federal Government had to be members 
of the Fed while the s ta te  banks (chartered by the States) 
were f ree  either t o  join i t  or not. As the State-adrnini- 
stered reserve requirements were lower than the Fed's 
requirements, the  adverse e f fec t  of this on profitability 
led many banks to  opt out of it. To counter this, the 
Depository Institutions Deregulation and Monetary Control 
Act was passed in March 1980 which extended reserve 
requirements t o  all depository instituticns and also simpli- 
fied the  structure of reserve requirements. Reserve 
requirements have largely been confined t o  transaction 
deposits since 1983 which has rendered reserve targeting 
more effectivg in controlling M I ,  than the broad aggre- 
gates. Since early 1984, contemporaneous reserve 
requirements have been introduced in the US., but its 
impact120n interest r a t e  volatility appears to have been 
limited The change-over was also accompanied by a 
lengthening of the reserve-holding period from one to  two 
weeks and a liberalisation of the carry-over provisions. 
Against certain non-transaction deposits and net liabilities 
t o  foreign banking offices, additional reserves a r e  to be 
maintained, though the maintenance period is  behind that  
for transactions deposits by four weeks. In order t o  make 
the same schedule of reserve requirements applicable t o  
all types of depository institutions, the reserve require- 
ments of nonmember banks are being phased in over an 
eight-year period ending September, 1987. According to  
the size of institution and type of liability, reserve ratios 
would, however, continue to vary. 

in the U.K., reserve ratio controls have been designed 
to serve as a fulcrum which would allow interest 

Required reserves  aga ins t  t r ansac t ions  depos i t s  
are  based on the  average of such depos i t s  over a 
computation period two weeks long,  beginning on 
a Tuesday and ending two Mondays, l a t e r .  The 
c a l c u l a t e d  r e se rve  requirements must b e  met on an 
average over a maintenance period t h a t  begins on 
t h e  f i r s t  Thursday of the  computation period and 
ends two weeks l a t e r  on a Wednesday. Twelve of 
t h e  four teen  days of the computation and 
maintenance period over lap;  t he  s y s t e m  is, there-  
fo re ,  termed "Contemporaneous". 
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ra te  changes to be brought about effectively and rapidly 
to the extent necessary to  achieve the monetary target. 
Different types of reserve ratios have been employed in 
UK. All listed banks were required to  hold a minimum 
of 12 + per cent (reduced to  8 per cent by March 1981) 
of their eligible liabilities in specified reserve assets on 
a daily basis, This was termed as the  Reserve Asset 
Ratio (RAR) or the Minimum Reserve Ratio. This ratio 
was based on agreement and not on statutory powers. 
Under the Special Deposits (SD) requirements, banks had 
to  deposit a specified percentage of their eligible liabili- 
ties with the BOE on which interest was payable. The 
RAR and the SD enabled the authorities t o  vary bank 
liquidity and thereby influence the level of short-term 
rates in the desired direction. Besides these two ratios, 
there was the "corset" or Supplementary Special Deposits 
(SSD) scheme under which banks had 'to place non- 
interest bearing deposits with thfr, BOE if  their interest 
bearing eligible liabilities exceeded the specified limit. 
This technique was used to  control money supply and to  
restrain lending to  non-priority sectors. Further, London 
Cleqring banks were ,also required to hold balances (cash 
-requirement) with the BOE amounting to  1 4  per cent of 
their eligible liabilities. The SSD scheme was terminated 
in June 1980. In order t o  increase the influence of the 
money markets on short-term interest rates, major changes 
were introduced in the monetary control system in August 
1981. Thus, the cash and RAR requirements were 
abolished. Further, all banks and deposit takers .with 
eligible liabilities exceeding a certain limit (2  10 million 
or more) a re  to hold non-operational, non-interest bearing 
deposits of ;per cent of their eligible liabilities with the 
Bank. The clearing banks can in. addition hold operational 
funds with the Bank. 

In Germany, the banks have to  hold a specific percentage 
of their liabilities and short and medium-term borrowings 
(other than inter-bank liabilities) as  non-interest bearing 
balance on giro accounts (minimum reserves) with the 
Zundesbank. Certain specialised institutions granting long- 
term loans are  exempted from maintaining minimum 
reserve ratios (MRR) '~  The MAR is differentiated 
13. Banks a r e  required t o  hold a s p e c i f i c  percentage 

of t h e i r  l i a b i l i t i e s  a r i s i n g  from s i g h t ,  time and 
savings depos i t s  a s  w e l l  a s  from s h o r t  and medium- 
term borrowings,with t h e  exception of t h e i r  l i a b i -  
l i t i e s  t o  o ther  banks sub jec t  to  MRR,  as balances . 

on g i r o  accounts with t he  Bundesbank which is 
known as minimum reserve r a t i o s ,  
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according to  the  type, origin and amount of each type of 
liability, The. Sank may set  a percentage of upto one 
hundred for liabilities to  non-residents, In March 1977, a 
technical change for calculating MRR was introduced 
whereby reserve class for banks with different volumes of 
liabilities was replaced by a progressive scale of reserve 
requirements identical for all banks. Penal ra te  of interest 
is charged on MRR shortfalls. In Germany, besides the 
impact on liquidity, the MRR also has .repercussions on 
interest .rates. In the last few years, this instrument has 
been 'less frequently used by the Bundesbank for short- 
term adjustment of bank liquidity in view of its conside- 
rable undesirable signal effects. 

In Japan, designated financial institutions a re  obliged to 
hold cash reserves in rnon-interest bearing current accounts 
with % t h e  B0J a t  certain prescribed rates determined 
according to  the financial institutions and the volume and 
type of deposits held by them. The upper limit of the 
reserve requirement is se t  by law. The legal maximum 
limit of the reserve ratio is 20 per cent (100 per cent on 
resident foreign currency deposits and liabilities relating 
to  non-residents) and within the limit, the Bank fixes 
different ratios for different categories of designated 
accounts and also of financial institutions. A semi-lagged 
reserve accounting system is followedt4 . Deficits in 
reserve requirements a t t ract  penal provisions. A progressive 
structure of ra te  has been adopted whereby a higher 
reserve ratio is  applied to  the  entire amount of deposit 
liabilities when i t  exceeds a certain limit. As some insti- 
tutions intentionally reduce deposits outstanding a t  the end 
of a business year, the BOJ is examining the possibility 
of introducing a new reserve requirement system under 
which higher reserve ratios would be applied only to  that  
portion of deposit liabilities which exceeds a certain 
amount. 

In Australia, the Reserve Bank of Australia directly 
influences the liquidity of the trading banks through the  
dual mechanism of Statutory Reserve Deposits (SRDs) and 
the convention poverning liquid assets and government 

14, Under it re se rves  held from t h e  16th of one month 
t o  t h e  15th of t he  next month count a g a i n s t  depo- 
sits held i n  t h e  e a r l i e r  month. 
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securities (LGS)'' Under the  former, each trading bank 
has t o  maintain a ckrtaiq proportion of the  Australian 
deposits in interest-bearing SRDs with the  Reserve Bank. 
The SRD ra t io  is uniform for all major trading banks. For 
each of t h e  prescribed banks, a separate SRD rat io is 
fixed, though i t  cannot be higher than that  for trading 
banks and need not be uniform16 Neither a minimum 
nor a maximum level is prescribed b y  law for SRD ratio. 
If the  SRD ratio does not exceed 25 per cent,  the  Bank 
can change i t  with a minimum of one day's notice, while 
a 45 day's notice is required for ratios greater  than 25 
per cent. Quarterly information regarding expected policy 
on SRD ratio, etc., is provided t o  banks in confidence. The 
LGS rat io is the  rat io of LGS (liquids and government, 
securities) assets t o  the  Australian deposits of banks. LC23 
assets a r e  defined as coins, .deposits with t h e  Bank,, 
Treasury' notes and Common wealth Government Securities. 
The LGS convention had no statutory basis but was based 
on an agreement. Under i t ,  the  major trading banks under- 
took t o  conduct their affairs  so  tha t  their LGS rat io did 
not fall  below an agre6d (uniform) minimum (18 per  cent  
since 1977) and, if necessary,. to borrow from the Reserve 
Bank t o  maintain it. The ra tes  of interest charged on 
such loans were a t  the discretion of the Bank. The 
minimum LGS rat io was not changed often. The 
Reserve Bank had an agreement with other trading banks 
who were not parties t o  t h e  LGS convention about their 
holdings of certain liquid assets. 

In May 1985, t h e  Prime Assets Ratio (PAR) arrangement 
replaced t h e  LGS convention which had operated since 
1956 between the  Reserve Bank and the  major trading 
banks. Under the PAR system major trading banks agreed 
t o  hold, a t  all times, a minimum tranche of high-quality 

15. Trading banks i n c l u d e  Commonwealth Development 
Bank, A u s t r a l i a n  Resources Development Bank and 
t h e  Primary I n d u s t r y  Bank of  A u s t r a l i a .  

16. There are t h r e e  prescri 'bed banks i n  Aus t ra l i a*  
viz., t h e  Bank o f  New Zealand,  t h e  Bank of Queens- 

l a n p  and t h e  Banque Na t iona le  De Paris .  



liquid assets (prime assetsr17,- Through i t  the Bagk aimed 
a t  ensuring that  sufficient funds are available t o  the bank- 
ing system in the market t o  meet their need for liquid 
assets without recourse .to it. Assistance provided b y  the 
Bank under the new arrangement would be a t  i t s  
discretion. 

The three main .instruments which have been described 
above are the only measures which have been used in all 
the  five countries under review a t  .one time or another, 
Besides, there are a few 'other instruments of monetary 
policy which have 'been used in some of the countries. 

Regulation of Lending by Banks 

C o n m l  over lending by banks can assume two ,forms 
-1ixing %of ceilings on lending or restrictions :on flow of 
a e d i t  to ' c ~ r t a i n  sectors or for certain purposes (i.e., 
q~lali tative control'). 

(i) Ceiling on Bank Lending 

Ceilings on lending aim a t  improving the precision 
and the speed with which the  monetary authorities can 
influence both bank lending and money supply. Credit 
ceilings have an edge over indirect instruments. This 
instrument is not without disadvantages; i t  can lead t o  
rigidity in the financial system by limiting competition 
and lead to  disintermediation of funds or hidden lendings 
to  financial institutions not covered under the regulation. 
I t  is also inadequate for implementing an easy monetary 
policy. Further, this instrument could work only in conjunc- 
tion with other orthodox instruments of monetary policy. 
17. The PAR is a prudent ia i  s tandard under which each 

t r ad ing  bank agreed, i n  May 1985, t o  hold a 
t ranche o f  h igh  q u a l i t y  l i q u i f i a b l e  a s s e t s  (prime 
a s s e t s )  equivalent  t o  12 per cen t  of its t o t a l  
l i a b i l i t i e s  i n  Austral ian currency (o the r  than 
shareholder ' s  fund). Prime a s s e t s  include notes  
and co ins ,  balances with  t h e  Reserve Bank, Trea- 
s u r y  notes  and o t h e r  Commonwealth Government 
s e c u r i t i e s ,  and loans  t o  au thor i sed  money market 
d e a l e r s  secured a g a i n s t  CGS. The r a t i o  was exten- 
t e d  i n  November 1985 t o  apply a l s o  t o  fo re ign  
currency l i a b i l i t i e s  used t o  fund Austral ian 
doWnrs assets. 
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The eqeyience of countries reveals tnat  this instrument 
has not been used in U.S.A. and Germany. Japan an4 
Australia have extensively used the instrument. 

In U.K.. the BOE does not have. any statutory powers t o  
impose credit ceilings. The Bank relied on voluntary co- 
operation for' implementation o€ its credit control 
programmes, Quantitative restrictions on bank lending 
were removed in September 19171 under the "Competition 
and Credit Control'' reform. The supplemenmry special 
deposit (SSD) scheme or 'corset' scheme imtroduced in 
December 1973, however, helped to restric't t h e  level of 
lending by banks. As under the scheme, SSD* had to be 
placed with the Bank dn a sharply progressive scale if 
banks' interest bearing liabilities grew by mom than the 
stipulated fate, the effective cost of obtaining actdiaeional! 
funds for further lending of a bank exceeded the market 
interest r e ;  The corset technique was employed by the 
BOE several times during the 1970s for controlling the 
ra te  of monetary expansion and restraining lending t o  non 
-priority sectors. However, as the technique led to  
disintermediation and the flow of funds into uncontrolled 
channels, i t  was terminated in June 1980. By 1981, na  
controls remained either over the extension of credit by 
banks or over the  increase in liab'ilities needed to finance 
it. 

In Japan, the BOJ frequently relies on direct quantitative 
control as an adjunct t o  the conventional measures t o  
achieve monetary restraint. This instrument is used to  
adjust the availability of credit to non-banks. Specific 
limits on the growth of bank lending are put forth before 
the banks. The ceiling control is not based on any legal 
provision; the BOJ relies on its power as central bank and 
the creditor of financial institutions. 

In Australia, besides the  control which i t  has on lending 
by banks by varying the level of their LGS. assets, the 
Reserve Bank also has statutory powers t o  influence the 
volume of adyances by banks (quantitative advance policy) 
and the distribution of advances among various industries 
and purposes (qualitative advance policy). Quantitative 
guidance, which was often given in the  past, specified the 
level of aggregate lending, though allocation of credit was 
lef t  t o  the discretion of the banks. The form of guidance 
on rendirlg has varied over the years; a t  times it was 
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expressed in terms of volume of approvals for new lend- 
ing or growth in outstanding advances or the desirable 
course t o  be followed by banks in the provision of finance 
or some combination of these. 

Though t h e  Reserve Bank has statutory powers tol dbter- 
mine t h e  lending policies; of- savings banks,, i t  has not 
invoked, this power so far- 

ii) Qualitative Crd-t Control 

In U.K., as  mentioned earlier, the corset technique, 
inter alia,purported to  check the flow of credit tonon- 
priority sectors. 

In Japan, window guidance on bank lending primarily 
aimed a t  regulating quantitatively the total volume of 
bank credit and not contxa14fug the dfnec,tro~ of indi'vidbal 
lendings. 

In Ausmlia, t h e  Reserve Bank in the past resorted t o  
qualitative controls by asking banks to disburse credit t o  
particular classes of borrowers like primary producers or 
exporxers or to avoid lending for purposes like speculative 
stock building. This technique has been little used in 
recent years though the  Bank has sometimes informed 
the tjanks about its views on the volume of lending for 
housing. The experience with qualitative guidelines, 
however, proved to be unsatisfactorjr as  i t  was ineffective , 
and difficult to administer. 

Controi over Interest Rates  

Administrative controls over selected interest rates is 
purported t o  supplement the indirect influence exercised 
through instruments like purchase and sale of securities 
and variations in bank rate. The purpose of use of these 
controls is t o  either influence general interest r a t e  or t o  
keep rates lower for certain purposes/borrowers. The dis- 
advantages of interest rate control a r e  that i t  may. lead 
to  choking off of funds to those borrowers. for whom 
lower rates are prescribed or it may lead to  disintermedia- 
tion of funds in the case of deposits or i t  may lead to in- 
efficiency in the financial system as a whole. Further, 
administrative controls on interest can be rendered 
ineffective in the w a k e  of financial innovations and 
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developments in the financial market. 

In U.Sk ,  while the Board of Governors is .responsible for 
fixing the maximum interest rates on savings and- time 
deposits (Regulation Q) of member banks, in the case of 
non-member commercial and savings banks and insured 
savings and loan associations, similar responsibility is 
vested with the Federal Deposit Insurance Corporation and 
the  Federal Home Loan Board, respectively. Ceiling rates 
a re  fixed only after consultation among these agencies. 
T i  imtwest, rates  so established contribute to equitable 
wmpetit ian 'among banks and thrift institutions for the 
publicns interest 'bearing deposits. The late 1970s was 
marked 'by ;a s h q  Qmw;ease in market rates above the 
ceiling rates (on :deposits $l?iidh itn turn ,lad to the diversicm 
of deposits hmm banks and 1t'hniPt iinstitulions to  money 
market secufifies. In response to  this devdhopment; limited 
measures were taken to  lift ,ceilings on some catego~ixzs 
of time and savings- deposits of $ 100,000 or Jess, Further, 
banks were also ;to .issue Money Market certifi-  
cates (MMCs) and SmaU Saver ~er t i i f ica tes '  (SSCs) with 
ceiling rates linked to  the yiidd :an thrrranth Treasury bills 
in the case of t h e  former and market rates in the case 
of the latter. As interest ra te  ceilings caused financial 
disintermediation, discriminated against small savers and 
failed to  increase the supply of residential mortgage 
credit, the Monetary Control' Act was passed in 1980 
which aimed a t  phasing out Regulation Q over a period 
of six years. By March 31, 1986, all interest ra te  ceilings 
were eliminated, except for the requirement that no 
interest be paid on demand deposits. 

In U.K.,.it is the interaction between the market and the 
monetary authorities that determines the level of short- 
term interest rates a t  any time. Discretionary changes in 
minimum leading r a t e  carried out through money 
market operations by discount houses was the main 
instrument a t  the disposal of the BOE to influence short- 
term rates. Banks generally responded to the rise in t h e  
MLR and consequent increase In cost of funds by raising 
their lending and deposit rates. The ability of the mone- 
tary authorities to fine tune money supply in recent years 
has been reduced on account of large swings in short-term 
rates brought about by factors l ike unexpected swings in 
central government revenue or expenditure or officral 
foreign exchange or gilt-edged market transactions. 
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Interest ra te  became a central policy weapon during the 
late 1970s and early 1980s when the Government tried to  
substantially reduce money supply and inflation by permitt- 
ing MLR-led interest rate t o  rise to  extremely high 
levels. In August 1981, when the publication of MLR was 
discontinued, BOE decided t o  keep short-term rates with- 
in an undisclosed band through open market operations. 
This aimed a t  keeping interest ra te  structure consistent 
with market sentiment. One of the factors for reintroduc- 
tion of MLR in January 1985 w.as to push up short-term 
rates in the London money market. 

In Germany, competition in the setting of interest rates 
was encouraged. way back in 1967 on account of its 
expected beneficial impact on the efficiency of the bank- 
ing sector. 

In Japan, the Policy Board of the BOJ is, inter alia, 
entrusted. with the task of fixing, changing or abolishing 
the maximum rates of interest of the financial institu- 
tions. The Temporary Interest Rates Adjustment Law 
(TIRAL) sets out the maximum limits for principal 
interest rates o f  private financial institutions. As regards 
lending rates, in the case of short-term rates though 
TIRAL is applicable .to .many financial institutions, i ts  
regulation over lending rates is restricted only to  banks, 
insurance companies and Norinchukin bank (The Central 
Co-operative Bank for Agriculture and Forestry) and that 
too for lending with a term of less than an year or an 
amount more than 1 million yen. In the case of other 
lendings, the  interest rates are free from regulation. 
Within the legally prescribed rates, which are relatively 
high, individual banks fix their own rates. The standard 
(prime) interest rates is related to changes , . in official 
discount ra te  of the  ROj. TIRAL is- not applicable to  
long-term lending ra tes  which a r e  fixed individually by 
bank/trusts. 

Interest ra tes  in the money markets are exempt from 
TIRAL. Interest ra tes  i n  call and bills discounting market 
and on negotiable certificate of deposits have been libera- 
lised. In May 1979, commercial banks were authorised to 
issue time certificates of deposit, (CD). The interest ra te  
on CD was freed from regulation. Further, in October 
1979, an agreement was reached between the BOJ and 
participants t o  short-term money markets to  discontinue 
the practice of setting posted ra tes  on 2~rnon th  bills, thus 
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leaving the &termination of all call and bill discount ra tes  
arces. in Japan to  mar'ket 5 

The TIRAL prescribes the ceilings not (only f o ~  ordinary 
bank deposits but also for deposits -with oxher financial 
institutions. The BO J provides detailed ~gulddirres for each 
of the nine categories of deposits. But the rates which 
are actually applied a re  determined by individual banks 
within the guidelines and they generally coincide with the 
upper limits. In October 1985, interest ra te  ceiling on 
jnzer-bank time deposits in large denominations was 
f ibe rahe  cdB 

In Australia, %with the Tre~surer ' s  approval, the Reserve 
Bank makes  regulations relatiqg to  interest rates payable 
to/by banks (nr &hers in the course of their banking 
business. The regulat'ions ,afso -relate to  r a m  cof discount 
chargeable by banks and others ,and -may specify dhe 
period for which bankdothers may lpay interest on 
deposits. Maximum interest rates for some types of lending 
by banks a r e  fixed and, within these ceilings, banks 
establish their rates. 

As regards interest rates on lending, trading banks observe 
a uniform maximum rate  which is determined by the 
Reserve Bank for fixing their rates on overdrafts drawn 
against limits of less than Australian $ 100,000. Within 
this rnaxirpum, banks have freedom to  fix rates for parti- 
cular borrowers or categories of borrowers although a t  
times certain categories were given preferential treatment. 
Some specific forms of lending involving higher risks like 
bridging finance, leasing and personal instalment loans are 
exempt from this maximum rate  stipulation. Interest 
rates on term and farm development loans a r e  slightly 
higher than those on overdrafts of comparable amount. 

18. The deregulation of large- lot  depos i t  r a t e s  has  
been implemented i n  steps. After  banks were a l l o -  
wed t o  s e l l  money market c e r t i f i c a t e s  (MMCs) f rom 
March 1, 1985 (Apr i l  1, f o r  city banks), t h e  
i n t e r e s t  ra te  c e i l i n g  on . depos i t s  exceeding Y 1 
b i l l i o n  was removed on O c t o b e r ' l ,  1985; and t h e  
minimum amount was reduced t o v 5 0 0  m i l l i o n  i n  A p r i l  
1986. The minimum l o t  of t hese  depos i t s  were to 
be reduced f u r t h e r ,  while the  ce i l i ng  on the  issue 
of CDs and MPICs was t o  be raised i n  1986. 
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Interest rate controls on small business and personal loans. 
were removed in April 1985 and ceiling rates on banks' 
housing loans of less than $ 100,000 were removed 
in April 1986. 

Since 1973,. no restriction has been placed on the interest 
rates payable by banks on CDs: In December 1980, ceilings 
on interest ra tes  on fixed deposits of trading banks and 
all deposits of savings banks were reyoved. In the light 
of the  recommendations of Campbell Committee and 
Martin Report, t h e  government removed deposit controls 
on trading and savings banks from August 1, 1984'? 

Maturity controls on interest-bearing deposits which existed 
earlier in Australia have been romoved. 

Other Instruments 

Besides the above instruments of credit control, moral 
suasion is used in U.S.A., U.K. and Japan (where it is know 
as 'window guidance') for controlling banks"1ending policy. 
U.S.A. also uses the technique of margin requirements to 
regulate the use of credit for purchasing or carrying 
securities. Germany pursues a deposit policy for strength- 
ening liquidity and influencing money market in the short- 
run by transferring public funds held by the Federal and 
Lander Governments, etc., with it temporarily t o  the 
banking system. 

SECTION 111 

CONCLUSION 

The country-wise s u r v e y  of experience of five countries 
highlights the fact  tha t  though the central objectives 
and t h e  main instruments-open market operations, reserve 
requirements and discount ra te  policy-of monetary policy 
are about the same in all the countries, the  management 
and application of these instruments differ widely from 
country t o  country. Besides the three major instruments, 
the other instruments used in some of the countries a r e  
credit ceilings for central bank lending (West Germany 
and Japan), administrative controls on interest rates, 
maturity controls on . deposits (Australia) and qualitative 
credit control techniques like selective credit control 
- 

19. F i n a l  Report of  the  Committee of Inqu i ry  o n  the 
Austral ian F inanc ia l  System (Campbell Committee 
Report), (September 1981). 
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(U.S.A. and Australia). In addition, moral suasion is also 
resorted t o  in U.S.A. and Japan. 

Of late, the  financial system in all  t h e  developed countries 
have become more complex due t o  financial innovations 
and deregulation. This has, inter  alia, led t o  financial dis- 
intermediation thereby rendering monetary and  credit  
management complicated and difficult. In keeping with 
the  changes in the  financial s tructure and economic 
conditions t h e  use of all the above instruments has  been 
undergoing transformation from t ime t o  time. 

The study reveals tha t  recently reliance has been placed 
on open market operations in one  form or another t o  a 
larger extent  than before though there i s  a co-ordinated 
use of other policy instruments. Another point highlighted 
by t h e  study is  tha t  there  is a move towards interest 
r a t e  deregulation in almost all the countries. 
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THE BURDEN OF DOMESTIC PUBLIC DEBT IN INDIA 

A d e f i n i t e  r i s i n g  tr-end is d i s c e r n i b l e  i n  t h e  i n t e r n a l  
l i a b i l i t i e s  of t h e  Government of I n d i a  from 1969-70. 
A change i n  t h e  p a t t e r n  of l i a b i l i t i e s ,  r i s i n g  i n t e r e s t  
r a t e s  and t h e  lengthening of matur i ty  pe r iods  of 
Government s e c u r i t i e s  have con t r ibu ted  t o  a  f a s t  r i s e ,  
i n  in te res tpayrnen t s .  Given t h e  c u r r e n t  t r e n d s  it appe- 
a r s  t h a t  by 1992-93 a point  may be reached when t h e  
market borrowings may no t  be adequate t o  meet even 
i n t e r e s t  payments. 

Blessed a r e  the young for they 
shall inherit the nat ional  debt. 

- Herbert C. Hoover 

1. Objective 

Recent years have seen a burgeoning of domestic public 
debt in India, particularly of the Central Government. 
This has led to a concern that the country may be head- 
ing for an "Internal Debt Trap", i.e., a situation in which 
borrowings have to  be resorted to  more and more just t o  
keep up with the servicing of debt. "........a situation is 
fast approaching even without raising the interest rates 
on government securities and treasury bills when the 
Centre would have to borrow money just to pay for amor- 
tisation of debt and interest on domestic borrowings. 
Unless the Government controls its level of borrow- 
ings, it would enter into the debt-trap situation. I n a y  
define the internal debt trap as a situation when the capa- 
city of the market to respond to  the Government's borrow- 

+ A .  Seshan was D i r e c t o r  of Div i s ion  of F i s c a l  Analys is  
i n  t h e  Department of Economic Analys is  and P o l i c y  a t  
t h e  t ime of p repara t ion  of t h e  s t u d y .  H e  e x p r e s s e s  
h i s  g r a t i t u d e  t o  D r .  C. Rangarajan, S h r i  A. Hasib and 
o t h e r  c o l l e a g u e s  f o r  t h e i r  comments on an  e a r l i e r  
d r a f t  and t o  D r .  Anupam Basu, S h r i  K.G .  P a t k a r ,  S h r i  
K.L. Deshpande and o t h e r s  who p a r t i c i p a t e d  i n  a 
depar tmenta l  seminar on t h e  s u b j e c t .  He i s  g r a t e f u l  
t o  Dr. S.R.K. Rao f o r  sugges t ing  t h i s  s u b j e c t  t o  him 
and f o r  t h e  d i s c u s s i o n s  he had wi th  him. S t a t i s t i c a l  
a s s i s t a n c e  rece ived  from S h r i  R.K. P a t n a i k ,  S h r i  
T .  Hedavkar and S h r i  D.C. P a t r a  is acknowledged 
wi th  t h a n k s .  
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als being limited, the amount borrowed might be just 
sufficient t o  meet with the debt servicing burden. After 
that  threshold, the  country would enter into an internal 
debt trap, i.e., the borrowings would not be sufficient 
enough to  , meet even the debt servicing chargest!' The 
Fourth Pay Conmission has also sounded a warning that  
increasing reliance on borrowing for Plan financing could 
.lead t o  serious budgetary problems in the future. The 
manner of borrowings has monetary implications. The 
Long-Term Fiscal Policy has taken cognisance of the 
problem. I t  has projected the levels of market borrowings 
and budgetary deficit as proportions of Gross Domestic 
Product during the Seventh Plan period and stated: "The 
projected Seventh Plan shares for these two components 
are  noticeably lower than the actual corresponding avera- 
ges for the  Sixth Plan and reflect our concern that  the 
Government's recourse t o  bank credit be ,contained to  
levels consistent with reasonable price stabilit$' It is the 
objective of this study to  review the  trends in the internal 
liabilities of the Government of India and find out what 
they portend for the coming years. Such analytical issues 
as the  concept of debt burden, gross and net debt, gross 
and net interest burden and real and nominal liabilities 
-are dealt with. However, operational matters of debt 
management a re  outside the purview of the  study. The 
study consists of five sections. Section I deals with the 
objective of the study and the concept of 'Debt Burden'. 
Section I1 is on internal liabilities of the Centre while 
Section I11 is on interest payments. Section IV examines 
the question of "Internal Debt Trap". Concluding remarks 
a re  given in Section V. 

Debt Burden 

The concept of debt burden has been an area of intense 
controversy in Public Finance. By drawing an analogy 
between private and public debt the classical economists 
(Adam Smith, Ricardo and Pigou) considered all public debt 
as a burden. They postulated that taxes reduced mainly 
consumptiori while internal borrowing led to a reduction 

1. D r .  S.R.K. Rao, Bank EcbnomistslMeet 1986, 
Punjab Nat iona l  Bank, N e w  Delhi. 

2. Long-Term Fiscal Policy, Government of Ind ia ,  
December 1985. 
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in private capital formation. To quote Pigou: "Finance by 
loans does hit capital and, through this, the economic 
fortunes of future generations somewhat more hardly than 
finance by taxesY3 . The underlying assumption was, of 
course, one of full employment. Denying this assumption 
the  early Keynesians regarded the choice between the 
two means of financing as a matter of controlling the 
level of aggregate demand and employment! Given the 
level of public expenditures, governmental commitment to  
the  maintenance of full employment and the stability of 
price level eliminates the  freedom to  choose the  level of 
taxation and borrowing and thus t h e  possibility of influ- 
encing investment in this way. The analogy between 
private and public debt is inappropriate in view of certain 
unique characteristics of Government as a soveregin 
authority and their macro-economic implications. There is 
a stabilisation aspect to public debt when the idle savings 
of the community are activated through public borrowing 
and investment in order to  augment aggregate demand and 
maintain full employment. Redistributive effects of public 
debt may result in a real burden due to  a disproportio- 
nate relationship between the payment of taxes t o  service 
the debt and the receipt of goods and services provided 
with the debt-created funds. 

A fundamental distinction needs t o  be made between. 
internal debt and external debt. When internal debt is 
incurred resources a r e  just transferred from one sector t o  
another within the country. It does not imply any addi- 
tional real resources. On the other hand, external debt 
facilitates the use of additional real resources imported 
from foreign countries. This dichotomy is meaningful from 
the point of view of repayment also. The servicing of the 
internal' debt does not involve any reduction in the  real 
resources within the country. I t  is a mere transfer from 
Government t o  the bond-holders. On the other hand, the 
servicing of external debt necessitates the export of 
goods and services and does connote a transfer of resour- 
ces outside the country. 

3, A.C. Pigou, A .  Study in  Pub l i c  Finance, 2nd Edition 
Macmillan, London, 1929. 

4 ,  Anibal A. Cavaco - Silva,Economic Effects of Public 
Debt ,  Mart in  Robertson, London, 1977. 
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One should also keep in view the  distinction between 
nominal debt and real debt. Inflation benefits borrowers 
and affects  lenders adversely, whether they a r e  in the  
private or  public sector. The loss in real value of Govern- 
ment IOUs tantamounts t o  an inflation tax. 

In his celebrated article ent i t led "The 'Burden of the  
Debt1 and the  National Income" Domar showed tha t  the  
problem of debt is essentially a problem of achieving a 
growing national income? The faster  the income grows the  
lighter will be the burden of debt. In other  words, one 
should be concerned not with t h e  absolute level of debt 
but its ra t io  to national income. 

There is, however, a popular view tha t  the  national debt 
is a burden in some way and a c t s  a s  a drag on the  
economy's performance. The burdkn arlses because debts 
of the  Government a r e  ultimately debts  of the  tax  payers. 
However, the  national debt is mostly a debt tha t  we owe 
to  ourselves. Looking a t  all the  people together, on 
average they both own national debt and owe i t  t o  thern- 
selves. Thus on this basis i t  cancels out except  tha t  part 
of the debt owed t o  foreigners. 

But there a r e  two reasons why the  debt may be  a 
problem! Some owning a Government bond, for example, . - 

could have owned stocks. I t  is  possible tha t  debt displaces 
other  forms of assets  tha t  peple might hold. People may 
save by holding national debt ra ther  ;than! physical capital. 
It  would mean tha t  the  stock of physical capital  is lower 
than i t  would be without debt.-Therefore, there is less 
physical capital available for production. This argument 
may be considered by some as being not applicable t o  
India in view of the  negligible ownership of Government 
securities by the  public other  than Government-owned 
institutions. The market for Government securities is 
narrow and captive. It is confined t o  institutional invest- 
ors, mainly Reserve Bank of India, Commercial  Banks, Life 
Insurance Corporation of India, General Insurance Corpora- 
tion of India, Provident Fund Schemes and o ther  t rust  

5. Evsey D. Domar, Essays i n  the Theory of Economic 
Growth, Oxford U n i v e r s i t y  P r e s s ,  N e w  York, 1957. 

6. S t a n l e y  F i scher  and Rutliger Dornbusch, Economics, 
McCraw-Hill In t .cbrr ! r~ t i o n a l  Rook Company, New York , 
198'3 
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funds. While the Bank holds the securities on its own 
account for conducting open market operations and for 
maintaining them as an asset in the Issue Department and 
the Banking Department, other investors invest in o'rder 
t o  comply with the provisions of the statutes governing 
their operations? At the end of March 1982 individuals 
owned 0.2 .per cent of the outstanding Central and State  
Government securities: Notwithstanding this one may 
argue that if Government had not borrowed a certain 
amount i t  would have become available to t h e  private 
sector for investment purposes. To the extent that Govern- 
ment borrowings are used for current consumption pur- 
poses this argument will be relevant from the point of 
view of capital formation in the economy as a whole. 

The second reason is  that interest payment on a rising 
debt can become .>very large. It builds a very large out- 
lay into the budget and makes t h e  expenditure policy of 
the Government somewhat inflexible. If the Government 
cannot raise resources through taxes and instead resorts 
to  borrowing from the public a vicious circle merges. 
ItThe debt is large and therefore interest payments are 
high. But because interest payments are  high the  Govern- 
ment has t o  borrow to  pay them. That means the debt is 
increasing, and therefore interest payments are  increasingYg 

This situation may mean trouble. Unless the  Government 
can raise taxes i t  has t o  find some other way of finan- 
cing i ts  outlays. One way is to  borrow from the public. 
Another way is t o  print money to  finance the debt. There 
is t h e  possibility that a large deficit and debt may ulti- 
mately lead to  the Government's printing money and 
thereby creating inflation that  is a t  t h e  bottom of 
popular fears about deficit. A ceiling on public debt has 
been prescribed in law in U.S.A. where there is a 

7. Functions and Working, Reserve Bank of India, 
R.B.I .  1983. 

0 

8. "Ownership of Government (Rupee) D e b t :  March 31, 
1982 and Preliminary Trends i n  1983 and 1984; 
Reserve Bank o f  1ndi 'a  Bul le t in ,  January 1984. 

9. Economics, op. cit. 
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statutory debt limit which, by t h e  Act of October 
13, 1984, was established a t  $ 1,823,800 million!' 

In . the  Sir Chintaman Deshmukh Memorial Lecture James 
Tobin portrayed the long-term consequences of ever-rising 
public deficits and debt!' He  also pointed out the vicious 
circle of higher interest rates accelerating t h e  growth of 
debt a s  the  rates cannot be  taken t o  be  constant while 
t h e  debt grows relative t o  t h e  economy. 

In the literature on public debt there  has also been an 
intense discussion about the  inter-generational transfer of 
debt burden. The orthodox position is  tha t  a debt burden 
rests  largely on the present generation which creates  the  
debts and that  i t  may be shifted to  fu ture  generations 
only if t h e  present generation reduces i t s  r a t e  of saving 
as  a result of the debt creation!' On the  o ther  hand, 
opponents of this view have contended tha t  taxes for the 
servicing of debt a r e  an actual  net burden passed on t o  
future generations since they would not have been collect- 
ed from them if the  present generation had m e t  i t s  
expenditure through taxation while the bond-holders of the 
present generation would have received income any way 
from whatever other assets in which they might have 
invested their savings. However, even though t h e  inter- 
g-.,nerational t ransfer  of t h e  financial burden of debt may 
occur, the  later  generations are  likely t o  consume some 
of the real benefits from the earlier Government invest- 
ment financed by debt. Failure to  use a comprehensive 
approach to  inter-generational debt equity, taking a total  
view of primary and secondary costs and benefits, has  
been a weak point in t h e  l i terature on public debt. 

I1 Internal Liabilities of Government of India 

The internal liabilities of the  Government of India may be 
classified into two categories, viz., "Internal debt" and 

10. Report of the Committee to revise Public Debt Act 
1944, Public Debt Rules 1946, etc., Reserve Bank of 
India, 1986. 

11. James Tobin, "Centra l  Banks and  Government Budgets", 
Reserve Bank of Ind i a  B u l l e t i n , J a n u a r y ,  1985. 

12. Bernard P. fierber, Modern Public Finance, Richard 
D. I r w i n  Inc .  
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"Other liabilities". Internal debt consists of (i) Market 
Loans, (ii) Treasury Bills, (iii) Special Securities issued to  
RBI, (iv) Special Bearer Bonds and (v) Balances of expired 
loans, Prize Bonds, Premium Prize Bonds, Compensation 
Bonds, etc. (Annuity Certificates are excluded from here 
and included under Small Savings). "Other liabilitiesn com- 
prise: ( i )  Small Savings, (ii) State  Provident Fund, 
(iii) Public Provident Fund, (iv) Postal Insurance and Life 
Annuity Fund, (v) Hindu Family Annuity Fund, (vi) Borrow- 
ings against Compulsory Deposits, (vii) Income-tax Annuity 
Deposits, etc. and (viii) ~ e p o s i t s ! ~  All liabilities owed 
within the Central Government by one ministry t o  another 
are not considered as  liabilities for the purpose of this 
study. Non-negoti able and non-interest bearing securities 
issued to International Financial Institutions, like IMF, 
IBRD and IDA a r e  also not considered as liabilities.. 

In reviewing trends in the internal liabilities one has t o  
keep in mind the distinction between .gross liabilities and 
net liabilities. Just as  the Centre has debt obligations t o  
others, the lat ter  too ha.ve similar obligations to the 
former. For example, the Central ~ o v e r n m e n t  issues loans 
to  the States, public enterprises, etc. Such outstanding 
claims within the country have to  be netted out of the 
gross liabilities t o  arrive a t  a meaningful measure of the 
internal debt burden on the Centre. Another point to be 
borne in mind is t h e  change; if any, in t h e  composition 
of debt. Generally, "Other l iabil i t ie~'~ carry a higher ra te  
of interest than internal debt. The change in interest 
burden over a period will depend on the relative com- 
position of debt in terms of these two categories as also 
on change in interest rates. 

Gross Aggregate Liabilities - Trends 

The Fourth Plan commenced from 1969-70 af ter  three 
years of Plan Holiday. Further between 1950-51 and 
1968-69 ne t  aggregate internal liabilities moved within a 
narrow range, i.e, between Rs. 1,662 crores and Rs. 1,848 
crores. A definite rising trend is discernible from 1969-70 
onwards. Hence 1968-69 is taken as the base year for 
analysis. 

13. "Reserve Fundst' a r e  shown under Other L i a b i l i t i e s  
i n  t h e  budget documents but are .excluded here.  
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Data a re  presented in Table 1 on the  Gross and Net 
Aggregate Internal Liabilities of the Government of 
India. Gross Aggregate Internal Liabilities (GAIL) rose 
from Rs. 10,134 crores in 1968-69 to  Rs. 138,213 crores 
in 1986-87 (RE). According to  the budget for 1987-88 
they are likely t o  go up to  Rs.161,029 crores a t  the  end 
of the year. The annual compound growth ra te  works out 
t o  15.6 per cent up to  1986-87 (RE) and 15.7 per cent 
up to  1987-88(BE). If  the dues receivable from others a r e  
excluded the Net Aggregate Internal Liabilities (NAIL) can 
be arrived at, NAIL rose from Rs. 1,662 crores in 1968-69 
to  Rs,67,788 crores in 1986-87 (RE) with an underlying 
compound growth ra te  of 22.9 per cent. If the budget 
estimates for 1987-88 are taken into account NAIL will 
be Rs. 82,2.67 crores and the compound growth r a t e  since 
1968-69 would be 22.8 per cent. One point emerging from 
the table is that NAIL as a proportion of GAIL has shown 
a rising trend from 16.4 per cent in 1968-69 to 49.0 per 
cent in 1986-87 and 51.1 per cent in 1987-88. In other 
words the liabilities of the Centre are  contracted for its 
own use a t  a faster ra te  than for lending to  others. I t  is 
this feature which has resulted in NAIL showing a higher 
growth rate than GAIL as mentioned above and the conse- 
quent interest burden. 

Composition of GAIL 

GAIL consists of a number of liabilities other than inter- 
nal debt. Generally i t  is the other liabilities like Small 
Savings which carry a higher ra te  than market borrowings 
and other instruments of internal debt. The rising interest 
burden on Government is a result of two factors - the  
increase in the interest rates over the years, a point 
referred to  later, and the increase in the proportion of 
the high-interest bearing liabilities in GAIL. Hence a 
reference to  the composition of GAIL is appropriate a t  
this stage. For obvious reasons this cannot be attempted 
for NAIL. 

There has been a disti.nct rising trend in t h e  proportion 
accounted for by other liabilities t o  GAIL. This is 
revealed also by the data for the years between 1968-69 
to  1985-86 which a re  not included in Table 2. 
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Change in Maturity Pattern of Loans 

Even though the proportion of market loans to GAIL has 
declined since 1968-69 i t  is worth examining as to  how 
the maturity pattern has changed. The dated securities 
with long maturity carry a higher rate of interest than 
others. Data a re  available on maturity pattern up to  1986 
which are presented in Table. 3. 

Maturities have lengthened remarkably over the years. 
While the proportion of securities with a remaining life of 
5 years and below to  the total declined from 44.0 per 
cent to  10.2 per cent, that of the securities with a remai- 
ning maturity of 15 years and above rose from 26.0 per 
cent to  64.3 per cent. The weighted average maturity 
period of security issued under the borrowing programme 
for 1968-69 was 18.1 years which rose t o  19.2 years in 
1981-82 and further t o  25.8 years in 1985-86. 

The lengthening of maturities observed in Table 3 has cer- 
tain serious implications. In the first place i t  means a 
rising interest burden in as much as Government debt 
with long maturities carry a higher interest ra te  than 
that with short maturities. The position is further aggra- 
vated by the across-the-board rise in interest rates effe- 
cted by Government in recent years. Secondly, there is 
the question of the quantum of debt burden being passed 
on to  the future generations. While referring to  t h e  'crowd- 
ing out' effect  of public borrowing Tobin said; "The burden 
of public debt on our children and our children's children 
is that  we collectively bequeath them smaller stocks of 
the assets on which their living standards will dependv1 
Whether public investment which, inter alia, is one of t h e  
reasons for public borrowing in India results in crowding 
out private investment is a matter of controversy. While 
Krishnamurty finds that  Government investment crowds 
out private investment in the short run Pani has shown 
the 5ybstantial stimulating effect  of. the  former on the 
latter. This is a matter which needs a separate study by 

14, op. cit. 

15. ( i )  K. Krishnamurty, Inflation and Growth, A Model 
for India, 1961-80, Institute of Economic Growth, 
Delhi (Mimeo). (ii) P.K. Pani,  "A Macro Model of 
Ind ian  Economy w i t h  s p e c i a l  Reference t o  Output, 
Demand and P r i ce s  (1969-70 t o  1981-82)", Reserve 
Bank of India Occasional Papers, December 1984. 
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itself and cannot be covered here. However, it is possible 
to  look ahead and estimate the nominal debt burden that 
will be passed on to  the next generation. For this purpose 
though it may be arbitrary, we may select the  beginning 
of the 21st century which will be reached 13 years from 
now. Of the GAIL of Rs. 1,61,029 crores as on March 31, 
1988 internal debt will .constitute Rs. 93,045 crores (57.8 
per cent) and "other liabilities" Rs. 67,984 crores (42.2 per 
cent). It is not possible to  find out how much of the  
other liabilities (Small Savings, Provident Funds, etc.) 
would be maturing for payment in the year 2000. How- 
ever, one can determine the amount of the current out- 
standing market loans that would be carried over t o  that 
year. Thus, of the total internal debt of Rs. 93,045 crores, 
as on March 31, 1988, Rs. 37,798 crores, or 40.6 per cent 
would still be outstanding a t  the beginning of 2000 as ' the  
loans would be maturing for r eaymen t  between 2000 and 
2015. In the remaining years of this century many more 
loans would be floated which would be due for repayment 
in the next century. Thus the nominal internal debt 
carried over to the beginning of the next century would 
be more than Rs. 37,798 crores mentioned above. Further 
there would be other liabilities also about which we 
cannot have any estimate. At the same time the net  liabi- 
lities of the Centre (NAIL) may be well below the gross 
liabilities. However, considering that  NAIL has been 
increasing as a proportion of GAIL i t  is evident that the 
amount of all (net) liabilities carried over to the  next 
century would be  substantial. To have a total view of the  
debt burden on the future generations one needs to study 
the combined liabilities of .the Centre and t h e  States 
netting out the intra-governmental debt transactions. How- 
ever, this is not done for two reasons, viz., (i) i t  falls 
outside the scope of the study and (ii) data on the liabi- 
lities of others owed to  State Governments a r e  not 
readily available from the budget documents. 

Trends in Net Liabilities 

The trends in NAIL are  reviewed in Table 4 in relation 
to  both nominal and real values. 

NAIL increased from Rs. 1,662 crores a t  the end of 
1968-69 to Rs. 53,546 crores a t  the end of 1985-86 
recording an annual compound growth ra te  of 22.7 per 
cent. In the Fourth Plan period (1969-74) the growth ra te  
was 21.1 per cent. It accelerated to  29.4 per cent i n  the 
Sixth Plan period (,1980-81 to 1984-85). The occeleratior: 
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is also brought out by t h e  proportion of NAIL to GDP at  
market prices (current prices). It rose from 5.0 per cent 
in 1968-69 to  22.0 per cent in 1985-86. Between 1968-69 
and 1975-76 the proportion varied in a range of 4.6 per 
cent and 7.7 per cent. Although i t  fell in 1978-79 and in 
1983-84 the underlying t r e n d  is one of increase since 
1977-78. 

Due to  the rise in prices during the period covered the 
burden of real NAIL has not increased to  the same extent 
as nominal NAIL. Thus the annual compound growth rate 
of aggregate real debt was 13.7 per cent between 1968-69 
and 1985-86 against 22.7 per cent in nominal debt, 

The trends in per capita NAIL are  presented in Table 5. 
Over the period 1968-1986 per capita nominal NAIL grew 
a t  a compound rate  of 20.0 per cent. However, the ra te  
for per capita real NAIL was 11.2 per cent. These rates 
may be compared with t h e  growth rates in the nominal 
and real aggregates, viz., NAIL, .which were 22.7 per cent 
and 13.7 per cent, * respectively. Thus the per capita 
growth rates were lower than those of aggregates due to  
the population growth. However, more recently during t h e  
Sixth Plan period, the per capita nominal and real NAIL 
were growing a t  a ra te  of 26.7 per cent and 16.5 per 
cent, respectively, against 29.4 per cent and 19.0 per 
cent, respectively, in t h e  NAIL proper. The per capita 
growth ra tes  a r e  still lower than those for the aggregates 
but the rising trend should be noted. 

111 Interest Payments 

The trends in interest payments relating to aggregate 
liabilities considered earlier are  presented in Table 6. 

As in the case of Aggregate Internal Liabilities one has 
t o  keep the  distinction between Gross Interest Payments 
(GIP) and Net Interest Payments (NIP!. 'otherwise, a 
distorted View of interest payments may be obtained. The 
Centre receives interest on the loans advanced to States 
and others and they are sizeable. One has to net  out t h e  
interest receipts to  arrive a t  NIP. 

In finding out t h e  net interest burden the question arises 
as t o  the treatment to be accorded to  the interest paid 
t o  the Reserve Bank of India which holds a large propor- 
tion of Government securities. The income of the R9I is 
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t o  a large extent  traceable t o  i t s  operations $in the  
financing of Government. One may argue tha t  t h e  in teres t  
income of the RBI from holding Government securi t ies  
should also .be deducted from GIP t o  arr ive a t  t h e  n e t  
position. However, in view of the  monetary implications 
of the holding of the  Government securities by the  RBI 
any adjustment for interest received by i t  would present  
a distorted picture of  the  Government's interest  burden. 
In fact  one may argue that  the  cost  of RBI's financing of 
Government deficit is not represented only by the  in teres t  
received by i t ;  i t  has wider ramifications in terms of t h e  
impact on- money supply and prices. 

From Table 6 i t  is evident tha t  until 1973-74 the  interest  
receipts of the  Centre  exceeded i t s  payments. In f a c t  
negative payments s t a r t ed  in 1963-64 when t h e  Cen t re  
received Rs. 32.6 crores more by way of interest  than 
what it  paid. NIP has been rising at a fas t  pace since 
1978-79. The annual compound growth r a t e  of NIP is 52.1 
per cent  for the period 1978-79 t o  1985-86. As a result 
NIP a s  a proportion of revenue receipts,  t ax  receipts and 
revenue expenditure has gone up from 1.4 per cent ,  1.8 
per cent  and 1.4 per cen t  respectively, in 1978-79 t o  9.8 
per cent ,  13.5 per  cent ,  and 8.2 per  cent,  respectively, in 
1985-86. The rising interest burden is brought out more  
dramatically by the  rising trend in recent  years in the  
proportion of interest payments on market borrowings to  
net  market borrowings. In 1986-87 nearly two-thirds of net 
market borrowings were pre-empted by interest payments. 

Interest Rates 

In addition t o  the  f a c t  tha t  t h e  proportion of high 
interest-bearing sources of borrowings has gone up in 
total  liabilities there has been a distinct rising t rend in 
the  ra tes  of interest also. 

Data  presented ' i n  Table 7 show tha t  both the  minimum 
and maximum in the  range of interest  r a t e s  payable on 
dated securities have risen by a large number of points. 
A s  a result the  range which was 4.50 t o  5.50 per c e n t  i n  
1968-69 became 9.00 t o  11.50 per cen t  in 1985-86. I n  
1986-87 tht: minimum went  up t o  10 per cent. Fur ther  
*tic. highr~st r a t e  of 11.50 per cent which was paid for a 
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30-year . loan in 1985-86 was available for a 20-year loan 
in the  market floatations of 1986-87. As a consequence 
of the  general across-the-board rise in interest rates the 
weighted average ra te  of interest of 5.07 per cent in 
1968-69 more than doubled t o  11.08 per cent in 1985-86. 

In the loan tranches for 1987-88 floated so far rates of 
interest of 11.50 per cent, 11.00 per cent and 10.50 per 
cent have been announced for 20-year, 15-year and 10-year 
loans, respectively. Similar increases in t h e  rates are 
observed in respect of other liabilities also (Table 8). 

The rates of interest on only such liabilites as are avail- 
able are presented in Table 8. The ra te  of interest of 4.26 
and 8.22 per cent on market loans in 1968-69 and 
1985-86, respectively, refer to the weighted ra te  of inte- 
rest on all such liabilities outstanding a t  t he  end of these 
yeais. (In Table 7 the rates of interest refer only to 
loans floated during the year mentioned in Col. I). While 
t h e  rates on Treasury Bills rose only by a small amount 
the increase in respect of Small Savings and Provident 
Funds is large. As a result the weighted average ra te  went 
up from 4.17 per cent in 1968-69 to  7.85 per cent in 
1985-86. This hardening in the rates has contributed to  
the acceleration in the net interest payments of recent 
years. 

The Government of India has also been raising its interest 
rates on the loans issued to t h e  States arid Union Terri- 
tories. Details a r e  not available on all the loans. The 
limited data presented in Table 9 give some idea about 
the  trend. 

One additional factor that should 'be borne in mind is the 
compounding nature of interest liabilities in respect of 
some instruments of borrowing. Provident Funds and 
certain 'schemes under Small Savings have provisions for 
the compounding of interest. The compounding effect gets 
ieflected in the growth of both GAIL and NAIL. To the 
extent interest rates a r e  further raised or the proportion 
of such instruments in t h e  total increases the  compound- 
ing effect  on the interest burden will get aggravated. 
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IV Internal Debt Trap 

The question whether we would reach a situation when 
even the annual interest payments will exceed the annual 
borrowings can be answered in a limited context. If one 
were to  look a t  the trends in net market borrowings and 
interest payments on such borrowings one finds that  they 
were growing a t  annual rates of 15.3 per cent and 25.7 
per cent, respectively, between 1979-80 and 1986-87. 
These growth rates are the end result of the fiscal 
operations of Government. Thus they. sum up in a nutshell 
the overall trends in fiscal .pressures. If this trend conti- 
nues t h e  annual interest payments on market borrowings 
will exceed annual net market borrowings by 1992-93. One 
may argue that. different reference periods with different 
growth rates may give different results. But there will 
not be any change in the basic situation portrayed by 
interest payments vis-a-vis mar-ket borrowings. I t  couldp a t  
best, mean a postponement of the  day of reckoning. I t  
is t o  be noted here that the normative ratios mentioned 
in the Long -Term Fiscal Policy between net market 
borrowings and Gross Domestic Product have been 
exceeded in the last two budgets - a symptom of the 
emerging fiscal crisis. 

The scope for market borrowing by the Government of 
India is characterised, among others, by four factors 
which would lead to an internal debt trap situation. 
Firstly, aithough funds a r e  spent from a common kitt-y 
one may say that, to  a significiant extent, t h e  amount 
borrowed goes towards non-developmental expenditure. 
Consequently, such expenditure does not result in asset 
creation and contribute to  the  growth in t he  economy. 
From the beginning of the 6th Plan till 1986-87 non- 
developmental expenditure has been growing a t  19.2 per 
cent per annum against 17.4 per cent for developmental 
expenditure. This is to  be seen in the context of the  
argument made by some that  since debt is  contracted 
for financing development i ts  growth is not a mat ter  of 
concern, Secondly, even if i t  is presumed that  fiscal 
deficits a re  incurred for capital formation, the  time-lags 
in the  flow of output from the nev~lycrea ted  assets have 
to  be  taken into account. The inordinate delay in the 
fructification of investment slows down the growth process 
in the  economy. Thirdly, Government securities have a 
captive market in that nearly 99 percent of their value 
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is held by Government or quasi-Government institutions. 
Hence the assumption that large - scale mobilisation of 
h~usehold sector savings into Government securities is 
possible does not appear to  be realistic. Lastly, even 
within the captive market the Reserve Bank of India 
usually absorbs any residuary portion of the loan tran- 
ches. However, consequent on Government accepting 
monetary targeting proposed by the Report of the Com- 
rilittee appointed to  Review the \'Llorking of the Monetary 
System this might not be possible in the future1? 

V Concluding Remarks 

The study of trends in public debt has revealed that  both 
nominal and real (net) internal. debt of the Government of 
India have blown up enormously although, due to  inflation, 
the  ra te  of growth of the  lat ter  is not as sharp as that 
of the former. Another worrying aspect is t h e  rising pro- 
portion of debt to national income. NAIL as a proportion 
of GAIL has been rising indicating the need for the 
Centre t o  borrow more and more for its own use rather 
than for lending t o  others. The maturity pattern of 
securities and thq composition of liabilities a r e  tilting' 
towards the long end of the interest range. There has 
been a general hardening of the interest rates. As a 
result the growth in interest payments on market borrow- 
ings was such that  they accounted for 62.7 per cent of 
t h e  net market borrowings in 1986-87. Calculations based 
on the current trends reveal that  a point of no return 
may be reached by 1992-93 when ne t  market borrowings 
may not be sufficient to pay even interest on market 
borrowings, 

I t  is difficult to lay down a satisfactory level for public 
debt. For i t  depends not only on the quantum of debt but 
also on t h e  manner in which it is raised. The 'basic pro- 
blem is one of raising resources for- financing the Plan. 
Taxes could be raised or. money printed or wasteful 
expenditure c u t  down. The scope for raising direct taxes 
is  limited in t he  country given the narrow income base. 
Any increase in indirect taxes has an adverse effect  on 
the price level. It is also inequitable given the regressive 

16. Dr. S.R.K. Rao, Bank Economists' Meet, 1986 Punjab 
Nat ional  Bank, New Delhi. 
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nature of indirect taxes in general and the large propor- 
tion of the population living near about the  subsistence 
level. Deficit financing or printing money does not create  
real resources; i t  aggravates only the price rise parti- 
cularly in a country vulnerable to  the  vicissitudes of the 
monsoon. Also i t  adds to  the debt awed t o  the Central 
Bank by the Government. If the  Government wants to  
avoid recourse to  created money or the banking sector it 
has t o  pay higher interest than what is now offered to 
a t t ract  subscriptions from the public. Such higher interest 
rates. will further exacerbate the interest burden on the 
Government making it necessary to  borrow even more for 
servicing the debt. The suggestion for paying real rates 
of interest on Government bonds or Treasury Bills needs 
to  be examined in relation t o  the interest burden already 
faced by Government. Large interest payments build 
inflexibility into the revenue budget. The alternative is to  
cut down wasteful expenditure for which admittedly there 
is large scope. The recent proposals of Government for a 
thorough review of expenditure policies is a step in the 
right direction. In this connection a few points may be 
made. An in-depth analysis of subsidies needs to  be done 
to  find out their economic rat  ionale, their beneficiaries 
and the real cost t o  the exchequer (including hidden 
costs, if  any) Such a study should help in eliminating 
subsidies which do not serve the purpose for which they 
are meant. Secondly, there is a need to  take effective 
measures t o  avoid cost over-runs in public enterprises 
which eventually recoil on the Central finances. If they 
generate resources expected of t h e n  i t  would relieve, t o  
some extent, the Central budget of its financial burden. 
Thirdly, the medium-term loans issued by the Centre t o  
the States periodically to clear their overdrafts with t h e  
RBI or to  cover their budgetary gaps are also a drain on 
the Central resources. To the extent t h e  States practise 
financial discipline the need for s u c h  loans will b e  
eliminated. 

While the macro-economic issues of public debt are some- 
what intractable there is a need to  tidy up project 
appraisal procedures. If a t  the micro-level project formula- 
tion, appraisal and implementation a re  done on proper 
lines it can to  some extent mitigate the adverse e f fec t s  
of the rising debt. The effect; of Government borrowing 
on resource allocation in the ecoilomy need to be studied 
in depth to  know the extent of 'crowding out', if aby, of 



DOMESTIC PUBLIC DEBT' 6 1 

the private sector, which has a definite share in the 
implementation of the Plan. One should also remember 
that much of Governmental expenditure has an element 
of complementarity. Thus Government may have to incur 
expenditure within the  country when it spends abroad for 
the implementation of projects. The direct and indirect 
effect  of Government expenditure on domestic prices and 
the trends in capital-output ratios also need to  be investi- 
gated. 

Since budget formulation is an annual feature there is 
scope for a continuous review of the issues raised in this 
article. Internal debt trap is  no less serious than external 
debt t r ap  from the point of view of macro-economic 
management. External borrowings may not be just another 
option to  the problem of mobilisatian of resources. 

If borrowed funds a re  used: productively with a good 
return servicing the debt should n o t  b e  a problem.. How- 
ever, the general inability of many public enteqrrkes to* 
earn an a w a t e  return in the past has been o n e  ofi &IS. 
factors for the  emergence of deficits on the revenue 
account in recent years. Hence any improvement in the  
working o i  these enTergrises should help in alleviating the  
problem of debt service. 

I t  is obvious that  while Government can determine the 
level of market borrowings it is not easy for it t o  have 
control on such sources of finance as Provident Funds or 
Small Savings unless fiscal incentives a r e  modified. Thus 
market borrowings will have to  be moderated keeping in 
view the growth in other liabilities outside its control. I t  
should also be seen in the  total  context. of other aspects 
of economic policy including monetary policy. As the  
Radcliffe Committee Report said: "For the  debt ought not 
be regarded as  a given total, whose structure alone can 
be manipulated. If all possible courses in manipulating the  
structure threaten serious disadvantage, this can be a 
reason for aiming at  a bigger Exchequer cash surplus (or 
smaller deficit), so as to lessen the difficulties of manage- 
ment of debt .... The debt is not, that is to say, t o  be 
regarded as  a residuai among quailtities of economic 
policy.. .. Thus debt management can be rkgarded neither 
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a s  something t o  be, as  it were, le f t  to the  last  and 
adjusted to all other policy decisions, nor on t h e  other 
hand a s  a consideration which should override all other 
policy decisions; it has t o  be integrated with a variety of 
measures in the pursuit of the broad aims of economic 
plicy."l 7 

17. Committee on the Working of the Monetary System - 
Report, Her Majesty's Stationery Office, London, 
1959. 
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Q, TABLE I : GROSS AND NFI. INTERNAL LIABILITIES OF THE GOVERNMENT OF INDIA (Concld) 6 

PI 
1 2 3 4 5 jcr d 

1984-85 92,880 300 51,575 41,005 (44.1) a 
1985-56 114,919 300 61,073 53,546 (46.6) $ 
1386-87 (RE) 138,213 * 300 70,125 67,788 (49.0) z 
1987-88 (BE) 161,029 * 300 78,462 82,267 (51.1) % 

n 
Z 

(Figures i n  bracke t s  under Co. 5 are percmtages to Gross Aggregate I n t e r n a l  L i a b i l i t i e s  
'J 

under Col. 2 )  
5 
0 

'-iisuming Rs. 1.607 crores and 1,757 crores as outstanding Reserve Funds, for 1986-87 and 0 

!4137-88, respectively, which a r e  excluded from GAIL. 0 z 
Z s  

3t.iurce: I, Union Government Finance Accounts for the~years  1968-69 t o  1985-86. 0 
v 

2. Government of India, Receipts Budget, 1987-88. 
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TABLE 3 : MATURITY PATERN OF CENTRAL 
GOVERNMENT SECURITIES 

(Rs. crores) 

End- Amount Percent t o  
March to ta l  

1. 2, 3. 

Up to 5 years 

Above 5 years and 
upto 10 years  1969 

1982 

1986 

Above 10 years and up t o  
15 years 1969 

1982 

1986 

Over 15 Years 

Non-Terminable 

Source : 1) 'Ownership of Government (Rupee) Debt ' ,  
March 31, 1982 and Pre l iminary  Trends 
i n  1983 and 1984, Reserve Bank of India 
3ulletin January 1986. 

2) Derived from the M a t e r i a l  i n  Report  on 
Currency and F inance , .  R.B.I.  f o r  1986. 



TABLE 4 : TRENDS IN NEI' AGGREGATE INTERNAL LIABILITIES 

End-March Net Aggregate GDP at market Proportion GDP Defla- Real internal 
Internal Liabi- prices (current of Col. 1 tor (1970-71 debt (NAIL) 
lities (NAIL) prices) to Col. 2 prices) Rs.crores) 
(Rs.crores) (~s.crores)  ( l t 4 )  

(1 )  (2) (3) (4) (5) 
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TABLE 5 : PER CAPITA NET AGGREGATE INTERNAL LLABILITIES 4 
0 

(NOMINAL AND REAL) 

Year Net Aggregate Net Aggregate Population Per Capita Per Capita 6 
Internal Liabi- Internal Liabi- (Million) Debt Debt (Real) a 
lities (Nomi~~al)  .lities (Real) (Nominal) (Rs.) s 

- (Rs. crores) (Rs. crores) (Rs.) 
(1) (2) (3) (4) ( 5) (6) g 7; 

1968-69 1,662 1,785 5 18 32.08 34.46 ?1 
0 

1969-70 1,704 1,759 529 '32.2 1 33.25 I 4  

1970-7 1 2,258 2,258 54 1 41.74 41.74 
2 u 

1971-72 2,836 2,693 554 51.19 48.61 F 
1972-73 3,669 3,133 567 64.7 1 55.26 0 
1973-74 4,376 3,148 580 75.45 54.28 n 
1974-75 4,919 3,003 593 82.95 50.64 O 
1975-76 5,38 1 3,285 607 88.65 54.12 % 
1976-77 5,383 3,176 620 86.82 51.23 "o 

634 1 52.37 86877 Z 1977-78 9,660 5,50 1 > 
1978-79 8,547 4,772 649 131.69 73.53 t- 
1$79-80 11,294 5,453 664 170.09 82.12 a 
1980-8 1 15,893 6,895 679 234.06 101.55 > a 
198 1-82 19,412 7,703 694 279.7 1 110.99 m 

709 401.72 147.80 'P 1982-83 28,482 10,479 ~n 

1983-84 31,331 10,574 724 432.75 
146.05 
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TABLE 6 : GROSS AND NJZT INTEREST PAYMENTS OF GOVERNMENT OF INDIA AND 4 
h) 

RELATION TO REVENUE RECEIPT$ TAX RECEIPTS, REVENUE JXPENDITURE AND 
NET MARKET BORROWINGS 7J m 

i/j 

(Rs. crores) m ;a 

Internal Interest Interest Revehue Tax Revenue Net market & 
Payments on all Payments Receipts  Receipts Expendi- borrowings W > 
Liabilities on Market tu re  Z 
Gross Net  Borrowings Z 

1 2 3 4 5 6 7 8 
u w 
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TABLE 6 : GROSS AND NET INTEREST PAYMENTS OF GOVERNMENT OF INDIA AND 
RELATION TO REVENUE RECEIPTS, TAX RECEIPTS, REVENUE EXPENDITURE AND 

NET MARKET BORROWINGS (Concld.) 

-.. 

(Figures in brackets are percentages of net interest payments to revenue receipts, tax 
receipts, revenue expenditure and net market borrowingq, as the case may be, in the case 
of Cols. 4 , 5 , 6 ,  and 7. Under Col. 3 the percentage of interest payments on Government 
borrowings to net market borrowings is given, 

Source : Figures  in Col. 1 and 2 are. taken from Union Government Finance Accounts, Col. 3 -  
to 6 are deriv~d from the Budget Dqcuments of Government of India and Col. 7 from 
Report on Currency and Finance, Reserve Bank of India. 

* *  Figures are not available. +t Relate to the revised estimates an,d are taken 
from Budget Documents of Government of India. 



DOMESTIC PUBLIC DEBT 

TABLE 7 : RANGE AND WEIGHTED AVERAGE OF 
INTEREST R A ~  ON MARKET B O R R ~ N G S  OF 

CENTRAL GOVERNMENT 

(Per cent per  annum) 

Year Range of interest Weighted 
on loans offered Average 
during t h e  year 

( D e r i v e d  from t h e  material i n  Report on Currency and 
Finance, Reserve Bank of  1ndi.a) 

.. Not A v a i l a b l e  
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TABLE 8 : RATES OF INTERST ON 
OUTSTANDING LIABILITIES 

- -- 

End- Market Trea- Small Sta te  Public Weighted 
March loans sury savings Prov- Prov- ra te  for 

and Bills Funds Funds all (Col.1 
bonds t o  Co1.5) 

Derived from the  rpaterial i n  Report on Currency and 
Finance, Reserve Bank of 1 n d i a  and Explanatory Memo- 
randum of t h e  Budget of the Central Government. 



TABLE 9 : RATES O F  INTEREST ON LOANS GIVEN BY CENTRE TO STATES 

Type of loans R a t e  of interest  .(in per cent) 
. . 

1. P r e  - 1979 consolidated loans 
2, Loans. advanced during 1969-84 consolidated for terms 

ranging f rom 15 years to 30 years 
3. Snlall  Savings loans advanced 

i )  prior t o  1.4.1974 
ii) during 1.4.74 t o  31.5.81 
i i i )  dufing 1.6.81 t o  31.5.82 
iv) during 1.6.82 t o  31.5.83 
v) during 1.6.83 t o  31.5.84 
vi) during 1.6.84 t o  31.5.85 
vii) during 1.6.85 t o  31.5.86 
viii) from 1.6.86 

4.75 ( W e c t i v e  ra te)  i3 
6.25 

r w  2 
7.25 5 

Source : Government of India, Receipts Budget(1987-88. 
? 
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Review Article 

ESSAYS ON ECONOMIC PROGRESS AND WELFARE 
(In honour of I.G. Patel) 

Edited by S. Guhan and Manu Shroff 
Oxford University Press, 1986 

This book presents a collection of essays contributed by 
distinguished economists, civil servants and politicians on 
d b e r s e  issues relating to  India's economic deveIopment. It 
h i s  ' been prepared in honour of Dr. I.G. Patel', who has 
been one of the influential participants, in policy making 
in India. The  essays have been* diiided into four broad 
topics, v i z ,  (i'): "Indian Perspectives" which presents six 
essays on India's performance, (ii) "Theory and Policy" 
which has six essaps; on t h e  wider issues of development 
theory, (iii)' "lkn"ernat5ional: Environment'' which consists of 
three essays on problemsn csE adjusbment and growth faced 
by developing countries and; (:irv) "Economists in 
Government" which reflect on the role of economists in 
Government i n  India. 

The first se t  of essays on "Indian Perspectives" begins with 
B.N. Datar's paper on "Planning in India 1951-66". It 
presents the background to  planning and the difficulties 
faced in the  process. I t  traces the establishment of the 
Planning and Development Department in 1944, the National 
Planning Commission in 1950 and the various departments 
which assisted the planning process. I t  then moves on to 
a discussion of the Five Year Plans, the strategies adopted 
by various Plans and the problems that  arose. However, 
the  discussion stops with 1966 though the reader would 
have benefitted by a coverage of the later developments 
especially in the eighties. 

The essay on "Planning without Policy" by Kirit S. Parikh 
gives a lucid account of the limitations in the planning 
process in India. H e  brings aut the essential point that  
planning in India has evolved to  ensure eff-lciency in t h e  
allocation of resources to  different sectors but not t o  
ensure t h e  operational feasibility of Plans. He discusses 
the various Plan models s u c h  as Harrod-Domar Model, , 

applied to  the First Plan which emphasized the  importance 
of savings for growth. The Second Plan adopted t h e  
Mahalanobis which recognised that  savings had 
to be converted into investment goods and ernphasised the 
importance of allocation of investment between sectors. 
The Third Plan was based on a multi-sectoral Leontief 
input-output system and ensured consistency of material 
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balances across all the sectors in the terminal Year of the 
Plan period. The Fourth Plan was largely similar to  the 
previous one except for the fact  that the consistency of 
material balances was ensured for the intermediate Years 
also. However, the Fifth Plan methodology, reverted t o  
the target year instead of explicitly accounting for 
material balances over individual years. The Sixth Plan 
adopted a combination of the methodologies applied in the 
preceding three Plans. The Plans contain very little 
evidence of the necessary economic analysis to  show that  
the available policy instruments can lead to  realisation of 
the targets. Prices and income generation a re  not 
endogenous to  the models. With emphasis on reduction of 
poverty, this is a serious limitation. Production is not 
related to income and since there a r e  no prices in the 
models, changes in income distribution due to  transfers 
such as public food distribution cannot be related t o  
prices. The models thus do not. provide guidance as )to 
what policies, if any, can fulfil the major objectives of 
planning, reduction in poverty and non-inflationary 
development. There is also a fundamental flaw in that  the 
models neglect the  behavioural response of private 
economic agents. What is needed is a planning model which 
recognises such responses and makes sure that a specific 
set  of policies. will fulfil the planners' expectations. He 
presents an interesting simulation study which incorporates 
the farmerst responses to  various policies pursued by the 
Government regarding pricing and fertiliser availability. 
The model demonstrates that  the farmersf responses t o  
relative prices of output and i~lput a r e  significant and that  
these affect  the level of food prices and trade. He 
emphasises the need to  identify effective policy instru- 
ments which can be integrated into a general equilibruim 
framework. This study brings out certain interesting issues 
and provides plausible explanation as t o  why certain well 
conceived developmental programmes failed to  have the 
expected results. It rightly recognises the need to  incorpo- 
ra te  behavioural responses while outlining policy models 
and shows how they can be developed in the case of 
a&:iculture and can be extended to  other sectors also. 

The next essay "India's Regression in the World Economytf 
by Surendra J. Patel Presents the  development scenario in 
tne rest of the world and India's performance v i s -a -v i s  
other countries. While the author rightly recognises tha t  
serious conceptual and statistical difficulties exist in 
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making international comparisons, he goes on to present 
six comparable indicators for India, the Third World and 
the World as a whole. The period covered is 1950-80 and 
the indicators a r e  expressed in annual percentage rates of 
growth and index numbers with 1950 as the base. The 
analysis indicates that India has retrogressed in the world 
economy in terms of most indicators like GDP, per capita 
GDP, industrial activity, exports and imports. However its 
population growth was only slightly higher than the rest 
of the world. India's share in the world economy came 
down during 1950-80. Its share in foreign trade declined 
from 2 per cent to  0.5 per cent, national output from 2 
per cent t o  1.4 pe r  cent and industrial output from 1.2 
per cent to  0.7 per cent. He goes on to  give an interest- 
ing international comparison of productivity levels and 
concludes that  productivity per person in India is lower 
than one-fifteenth of that  in Western countries and it is 
less than half that  in developing countries as a group. The 
sharpest contrast is with China; The essay presents certain 
significant aspects of India's development relative to other 
countries but i t  would have been informative to know why 
India retrogressed in t h e  international economy. 

The art'icle "The Monobolies ,and Restrictive Trade 
Practices Act 1970-83" by H.K. Paranjape gives the  back- 
ground t o  the Act and its working. I t  observes that  an 
overall review of the MRTP 'Act suggests that t he  Act 
has not had much impact over a period of thirteen years. 
Among the reasons for the failure of the Act and the 
related Commission, one is that  no administrative plan to  
ensure that  the objectives of t h e  Act could be really 
achieved was prepared when the Act was passed and the 
Commission was appointed. It also brings t o  light t he  fact  
that  there was no implementation of the recommendations 
made by the Sachar Committee i n  1978. On the contrary, 
the discretionary powers of the Government had been 
increased v is -a -v is  the Commission. The result was that 
the concentration of power in the hands of large industrial 
and business groups had been increasing. The author pleads 
for greater powers to be given to  independent bodies such 
as  the Monopolies Commission. 

The next essay on "Data Improvement and Policy Makers'' 
by A. Vaidyanathan is an exercise very relevant i n  the 
context of the gaps in data base in the Indian economy. 
He discusses the inadequacy of data in relation to 
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reliability, timeliness, lags in processing and in dissemina- 
tion and avoidable waste in the  collection and use of data. 
He gives a f ew interesting examples of deficiencies in 
data. For example, the  national income stat is t ics  a r e  arr i-  
ved a t  by estimating two-thirds of national income on the  
basis of production data  and deriving the rest  indirectly on 
a variety of assumptions and partial information. Much the 
same is t rue of est imates of savings, capital formation and 
their sectoral distribution. Equally striking a r e  the  lacunae 
in da ta  for monitoring the progress af various programmes 
which a re  included in Plans and the  impact of various 
policy measures introduced from t ime  t o  t ime in achieving 
their objectives. Another problem has been t h e  fai lure t o  
make ef fec t ive  use of data already being collected. The 
author observes tha t  considerable improvement in da ta  base 
is possible with a bet ter  allocation of personnel and budge- 
ta ry  resources between collection of data  and their  proce- 
ssing, especially a t  the  S t a t e  level and if t h e  concerned 
agencies have more computer and printing facilit ies a t  
their command. 

The second topic on "Theory and Practice" begins with 
V.V. Bhattls essay on "Institutional Framework and Public 
Enterprise Performance". He a t tempts  t o  derive, on the  
basis of available l i terature on successful enterprises, some 
conjectures with regard t o  the  s t ra tegic  fac tors  and i n  
particular, t he  characteristics of the  decision-making pro- 
cesses that  account for  good public enterprise performan- 
ce. It  is not the  existence of multiple goals tha t  i s  the  
problem with public enterprises but the  lack of an institu- 
tional mechanism which provides for  a creat ive dialogue 
between t h e  Government, the  enterprises and t c p  r?.ar?age- 
ment. Such a mechanism would st imulate the  l e a r n i ~ g  
process and avoid ad-hoc and unprincipled Government in- 
tervention relating t o  operational and technical mat ters .  
The reason for  non-institutionalisation of decision-making 
structure in most countries seems  t o  be  the  conflict be t -  
ween development imperatives and distributional pressures. 
However, where t h e  former dominate . t h e  l a t t e r  a s  in the  
case  of South Korea o r  Austria, institutionalisation of 
decision-making has led to' sat isfactory public enterprise 
performance. In this context ,  i t  would have been useful if 
the  author had indicated process of institutionalisation in 
these countries. H e  concludes in t h e  final analysis tha t ,  
among other  factors ,  the  role of  ideology tha t  motivates 
individuals and groups within enterprises and ensures the  



ECONOMIC PROGRESS 8 3 

convergence of goals and expectations is important for 
good public enterprise performance. 

The next essay is by Deena Khatkhate on "Ideasuring 
Expected Real .Interest Rates". It begins with a theoretical 
discussion of the real rates of interest, the distinction 
between money rates and real rates as  outlined by Irving 
Fisher and the factors which influence real interest rates. 
He discusses the  problems involved in measuring expected 
real interest rates due to  the inadequacy of an appropriate 
price index which can be used for deflating nominal rates. 
In this context, the choice between CPI and WPI is beset 
with problems in that, if  the changes in both price indices 
for a sample of developed and developing countries are 
observed, the divergence in the  rates of change i n  the 
two indices is so glaring both in magnitude and direction 
that  estimates of real rates derived from each of these 
p i c e  indices will totally confound the policy makers. The 
same holds true of GDP deflator. Apart from the choice 
of price indices, t h e  es tirnation of expectations t o  arrive 
a t  an expected real interest ra te  causes problems. He has 
estimated the real interest rates for some LDCs such as 
Brazil, Korea and India. He observes that it is not 
necessarily futile to  estimate t h e  real expected interest 
ra tes  provided a more practical approach is adopted by 
viewing the conventionally derived expected interest rates 
in a range on evidence from stock and commodity 
markets. The authorities in LDCs should aim to  attain a 
certain desired real interest ra te  equal to the  growth 
target and then s e t  t he  money ra te  of interest equal t o  
the growth target plus the targeted r a t e  of inflation in 
the medium-run. This would. a t  least have the merit of 
ensuring realistic interest ra tes  in a developing economy 
with imperfect financial and product markets which will 
not impinge on the growth potential of the  economy. The 
paper has interesting implications in t h e  context of the 
present policy of offering a positive real ra te  fo investors. 
However, i t  also involves a huge cost of debt servicing 
which has t o  be considered while framing policies regarding 
interest rates. 

The first among t h e  next s e t  of essays on agriculture and 
poverty is Paul Streeten's paper on "VJhat Pr ice  Food'' 
which explores the role of food pricing policies in develop- 
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ing countries. Herein policy makers are confronted with 
a fundamental dilemma in that they want high prices for 
encouraging agricultural production, on the one hand, and 
low prices to  protect poor buyers of food, on the other. 
A secondary dilemma is that between the role of agricul- 
tural .sector a s  a producer of food and i t s  role a s  a 
provider of resources for the rest  of the  economy* He 
outlines five proximate objectives of allocational effici- 
ency, accelerated balanced growth, SOC~O-economic object- 
ives of poverty alleviation, income redistribution and 
national food security and the  political objective of 
avoidance of political disturbance. The two constraints a r e  
the budget and the balance of payments. He Presents the 
supply responsiveness of foodgrains which is divided into 
four distinct responses viz, additional land use, fuller 
utillisation o f  1 and with technology through multiple 
cropping, application of new technology and changing 
pattern of crops of higher value both by yield and prices. 
He observes that not in all cases is i t  desirable t o  
increase agricultural production. Where crops a re  in 
surplus in the world and an inelastic demand can be used 
to  raise re.venue by supply restrictions, incentives should 
be set  to restrict output and simultaneously raise receipts 
and free  resources for other uses. As regards the use of 
price policy towards achieving greater production, he  
observes that mising prices without adoption of other 
measures t o  remove social, administrative and physical 
barriers may even be counterproductive. For instance, 
introduction of higher supply prices, without an appropriate 
scale-neutral technology and without institutions, has 
accelerated the transfer of land from small to  large 
farmers in Bangladesh and violated the objectives of equity 
and removal of poverty. In regard to  guidelines for deter- 
mining agriculturd prices, the prime consideration could 
be international prices. For example, in the  case of 
cereals, a good rough guideIine would be to  keep domestic 
cereal prices in line with an estimated trend of future 
world prices, calculated in some major convertible currency 
plus 15-20 per cent to  allow for uncertainties in world 
markets. While discussing the incentive system, Streeten 
brings in the  role of subsidies. He outlines an ideal - system 
of combining low consumer prices with high 'producer 
prices wherein farmers receive subsidies according t o  the 
value of their output. In an effor t  t o  raise producer 
prices, care  must be taken that  the  higher prices a r e  not 
communicated to the rest of the system through higher 
wages  and higher mark-up on industrial goods. H e  
recognises the income distribution problem of a rise in 
food prices which leads to a reduction in real income of 
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poor food buyers. Therefore policy makers embarking on 
a course of raising food prices must pay special attention 
to protecting the poor in transition. These may be through 
gradual and small price rises, selective subsidisation of 
vulnerable groups or food staples consumed by the poor 
or provision of income subsidies to  the poor. Subsidies 
could be combined with rations so that the very poor a re  
guaranteed a minimum level of food, However, the basid 
difficulty of such targeted programmes is that they should 
reach only the poor and that  is extremely difficult. 

The essay on "Food Aid, Agricultural Production and 
Welfare" by Jagdish Shagwati presents a very interesting 
theoretical exercise verifying the Shultz thesis, H e  
examines the propoiition that food aid, except when 
addressed to  famine situations, is harmful to  domestic 
agricultural production and ' hence to  the  recipient. With 
t h e  help of production possibility curves and utility curves, 
he shows how food aid results in a decline in agricultural 
production, though i t  leads to  an increase in welfare. The 
models a r e  then extended to analyse the impact of food 
aid when the dpnor imposes additionality requirements on 
imports of food and when the aid is finally withdrawn. 
The distortion of food aid could lead to immiserisation 
effects. He points out the complications which arise when 
there is a grant elemest i n  the aid and when intervention 
exists. For instance, the  P L  480 sales of wheat t o  India 
affects Thailand's markets for rice or the sale of long- 
staple cotton to  India impinges on the world markets for 
Egyptian cotton. The various inter-relations invoIved in 
food aid programmes have been well portrayed i n  the  
article. 

The next essay on the "Concept of Well-Being'' by 
Amartya Sen raises certain fundamental issues of the ends 
of various policies. He  argues that  the dominant 
approaches t o  the idea of well-being in welfare economics 
have limitations. He outlines five notions of ( 1 )  a good (2) 
its characterisatics or uses, (3) functioning of the  
consumer (4) capabilities of the person and (5) utility. 
While t h e  utility approach concentrates on the last item, 
opulence approach emphasises the first. Focusing on the  
third and fourth i tems has more relevance.- According t o  
his theory, capabilities include initial endowments, 
entitlements in all forms, social arrangements, sex and 
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age structure and quality of life approach which looks a t  
infant mortality, expectation of life and literacy. Some of 
the recent practical debates on policy issues become easier 
to  assess in the light of these. For example, in the case 
of .nutritional issues, rather than concentrating on food 
intake figures only, it is important to  work on direct 
observatipn of nutritional requirements and this can b e  
used both to  assess general progress as well as for 
measuring inequality between classes, income groups, 
regions and sexes. Thus a proper conceptualisation of well- 
being 'is an important part of welfare economics. 

In the essay on "An Economic Theory of Malnutrition" 
Partha Dasgupta and bebraj  Ray develop a theory that 
links poverty and malnutrition to  involuntary unemploy- 
ment, output and distribution of income and assets. 
According to  their model, i t  is the inequality in the 
distribution of assets which is the cause of poverty and 
malnutrition and involuntary unemployment. Thus even if 
an economy is in principle productive enough to  employ 
and feed all adequately, i t  will not do so under pure 
competition if the  distribution of land is very unequal. 

The next set  of essays on "The International Environment" 
begins with T.N. Srinivasan's article on "Development 
Strategy : Is the Success of Outward Orientation a t  an 
end?!' As the t i t le suggests, he suggests, on the basis of 
simulation of empirical General Equilibrum Models, that  
gains from trade liberalisation a r e  very small as  a propor- 
tion of GDP and that  an equilibrium with freer trade 
need not be Pareto-superior t o  that  with trade 
restrictions. In other words some countries can ' be  hurt in 
~Ioba l  f ree  trade regime as compared with the sratus quo- 
?urther, the terms of trade of developing countries 
jeteriorate enough to  offset any gains from their growth, 
were their r a t e  of growth to  be faster than that of 
feveloped countries. Trade liberalisation without tackling 
nfrastructural shortages and inefficiencies can bring only 
imited gains. In an environment of slow growth and high 
tnemployment, protectionist pressures will mount. The 
ppropriate response of developing countries should be not 
o re t reat  into self-fulfilling export pessimism but rather 
o a t tack such protectionist impulses in developed 
ountries by taking an active part in GATT negotiations 
nd by reducing some of their own protectionist barriers, 

he next two essays pertaln to international finance, Jean 
aneth in ''Development Debt and Dollars" brings out the 
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role played by the growth of lending to deveioping 
countries by financial markets. Though developing countries 
had benefitted from such Errding in the seventies, they 
had to  apply restrictive demand management policies and 
bring about a contraction of international reserves in t h e  
eighties. Developing countries started financing their 
development through recourse to commercial loans in the 
early seventies and the cost of funds then were reduced 
by the relatively low interest rates prevailing during the 
period. However, as the number of debtors increased, the 
growth of new debts had to  slow down and gradually level 
off. A combination of/ record real interest rates and a 
sharp recession caused/ this ceiling to be reached rather 
abruptly and this happened a t  a time when trade was 
transmitting depressi)ie external influences to developing 
countries. H e  sums up by saying that  developing countries 
will- not be able t o  rely on short or medium-term 
commercial bank loans in t h e  1980s and beyond to  
obtain substantial net resource transfers. They may 
have t o  do without such resources a t  the cost of slower 
growth \ and political instability. Alternatively other 
means m'ay be found for transferring capital to  developing 
countries in forms appropriate to  their use. These can 
consist of longer term bonds or other forms of private 
lending. He ,concludes that t he .  Bretton Woods system 
cannot be put together again. Unless a substitute is found 
which can equally well satisfy .all interrelated monetary 
anti financial needs, the development of the world economy 
may slso falter. However one wonders whether any alter- 
native system is feasible in the  present international 

.f- env~ronment. In h i s  "Conceptions and Misconceptions of 
Adjustment" Sidney Dell pcses a key question as to hov~ 
far the kind of adjustment now being undertaken by deve- 
loping countries i s -  appropriate in the  light of their own 
economic situation as well as that  of the world economy 
as a whole. There is a conflict between the usual dem-dnd 
rnanagernent and supply-oriented adjustment policies. 

The book concludes with a set  of es'says presented by 
eminent economists and civil servants. on "Economists in 
Government" which brings out t he  role of economists and 
how they can be effectively integrated into t h e  decision- 
making process of Government.-The bmk thus has succeed- 
ed in bringing together the essays of renowned economists 
on major issues and provided a very good insight both 
into the theory and practice of the developmental process 
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in India. I t  provides a wealth of  information and raises 
important issues relating to  welfare and pkogress. I t  
contains a very good exposition of the  prbblems of 
poverty, malnutrition, agricultural production, food aid, 
planning, international finance and welfare. Howver, the  
emphasis given to  industrial development is perhaps 
inadequate. Some ideas about Indian experience with 
industrialisation, apart from the MRTP Act and insti- 
tutional framework for public enterprises, would have been 
informative in a book of this type. Also some issues on 
monetary policy could have been included considering 
that  the volume is in honour of one who, among other 
posts, had held the position of the Governor of the  
Reserve Bank of India. However, one recognises the llrnita- 
tion that the problems of economic progress and welfare 
a re  so vast and diverse that  no sin&Ie volume could do 
full justice to  them in terms of coverage. 

+ M.S. Na l in i  
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