CHAPTER |

INTRODUCTION

1.1 The Reserve Bank of India has a long5. Dr. B.K.Bhoi, Member
tradition of compilation and dissemination of 6. Shri Deepak Mohanty, Member-Secretary
monetary statistics, dating back to July 1935.
However, monetary statistics have undergond.3 The Chief General Managers (CGMs) of
refinements over time. The revised monthly serie®epartment of Banking Operations and
on monetary data for the period July 1935 througtbevelopment (DBOD), Department of Government
December 1952 were made available through thand Bank Accounts (DGBA), Exchange Control
publication entitled,Banking and Monetary Department (ECD), Rural Planning and Credit
Statistics in 1954. However, the rationale and Department (RPCD) and Urban Banks Department
analytical foundations behind the compilation of(UBD) were associated as special invitees.
monetary aggregates were provided only in 1961
by the First Working Group on Money Supply 1.4 The Working Group was given the following
(FWG), which were further refined and broadenederms of reference:
by the Second Working Group (SWG) in 1977. a) to examine the adequacy of the existing
money stock measures for appropriately
1.2 Following the recommendations of the SWG, reflecting the liquidity in the economic system
monetary statistics at present are compiled in a and in this context, consider the possibility
balance sheet framework with the data drawn from of including any other financial asset(s);
the banking sector and postal authorities. Howevel))  to suggest improvements in the existing
far-reaching changes have since taken place inthe  reporting system and to recommend new
macro-economic and financial environment reporting systems, where necessary, from the
necessitating a fresh look at the compilation of relevant economic entities;
monetary aggregates. In order, therefore, to rez)  to suggest suitable arrangements for effecting
examine the analytical aspects of monetary survey  transition from the present system of
in the light of the changing dimensions and depth reporting, compilation and dissemination of

of the financial sector consequential to the data to the recommended system;
implementation of financial sector reforms, thed) to examine the appropriate form of
present Working Group on ‘Money Supply : presentation of data to the public in the light
Analytics and Methodology of Compilation’ was of the widely prevalent practices of central
set up by Governor, Reserve Bank of India on banks; and

December 3, 199Afinexurd.1). The constitution €)  to consider any other related matters.

of the Working Group is as follows:

1. Dr. Y.V.Reddy, Chairman I.1 Present Basis of Compilation

2. Dr. A. Vasudevan, Vice Chairman

3. Professor Ganti Subrahmanyam, Member 1.5 Asindicated above, the analytical framework
4. Professor Romar Correa, Member under which various monetary stocks are compiled
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now in India was formalised by the previous twoadministered nature of interest rates and restricted
Working Groups The FWG considered “money external capital account transactions. Balance
supply as the most liquid and the most generallgheets of the banks and financial institutions, as a
accepted means of payment available for mediatioresult, hardly show marked shifts. In such a
of transactions and final settlement of claims”. It,framework, monetary aggregates estimated on the
however, recognised that “the aggregate of monelasis of the balance sheets of banking institutions
supply and time liabilities are more meaningful thanwould provide a good basis for measurement of
money supply (M) as such, for some analytical aggregate demand.

purposes related to the formulation of monetary

policies”. This issue was dealt with more elaboratelyFinancial Liberalisation

by the SWG as it devised four distinct measures of

money stockiz, M, M,, M, and M, inaccordance 1.7 The implementation of a series of
with varying degrees of their liquidity. While liberalisation measures in India since the late 1980s
recommending a larger set of monetary aggregategrovided considerable manoeuvrability to banks and
the SWG extended the institutional coverage of théinancial institutions in the choice of their portfolios.
co-operative banking sector to include: a) centraFor the banks, the reserve requirements have been
co-operative banks and b) primary co-operativgrogressively scaled down. Banks have also been
banks. Besides, deposits of Post Offices werafforded considerable operational freedom in the
reckoned as constituents of monetary aggregatedetermination of their interest rates. They also have
It also distinguished various attributes of monetanpeen allowed to venture into newer activity-areas.
aggregates distinct from one another by alterind\s a result, banks have been, particularly in the
the apportionment of savings deposits into demankhst three years, under increasing competitive
and time liabilities on the basis of interestpressure to seek resources from sources that go

applications on such deposits. beyond their traditional areas. For example,
Certificates of Deposit (CDs) and other money

.2 Need for Review of Monetary market instrumentsiz., call money and repos, as
Aggregates well as various external liabilities such as FCNR(B)

and NRE deposits have provided the means for
1.6 The behaviour of monetary aggregatesmobilising resources. The increase in such managed
reflects variations in aggregate demand in diabilities coupled with interest rate deregulation
medium- to long-term perspective, in situationshas, however, led to both increase and
typical of underdeveloped economies, wherdliversification of assets, together with enhancement
households’ savings are held to an overwhelmingf risks and uncertainties. Banks have been funding
extent in the form of currency and deposits. In thesassets which were hitherto not significang,
economies, the asset structure of banks’ balandavestments in Commercial Paper (CP), shares and
sheet is generally dominated by loans and advancdgbentures of corporates, foreign securigtes
to both government and commercial sectors. IMhese developments were needed to be taken into
several cases, lending to commercial sector iaccount by monetary authorities while evaluating
characterised by high proportion of directedthe movements in the existing monetary aggregates
lendings. The financial markets are not wellfrom the point of view of their impact on aggregate
developed and are often characterised byemand.

1.8 Yetanotherissue which has been increasingly

! The composition of the two Working Groups is given in b_ec_om_lng _apparent 'S_ the gradual plur_rln_g of
Annexure 1.2. distinctions in the operations among the institutions,
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viz., commercial and co-operative banks,the economy.
development financial institutions and non-banking
financial companies. These operations tend to affe¢tMF Manual on Monetary and Financial Statistics
the efficacy of the existing monetary aggregates,
and efforts are, therefore, required to be made th.11 Another development which has prompted a
capture these developments, in order toelook into the methodology of compilation of
appropriately capture the changes in aggregat@onetary aggregates in India is the need to ensure
spending. that the Indian standards in this regard are close to
the international ones. The Manual, now available
1.9 At present the sources of money supply ddn draft form, orMonetary and Financial Statistics
not appropriately reflect banks’ investments in(MFS)by the International Monetary Fund (IMF)
equity and debt market instruments and foreigmprovides the benchmark for such comparisdhe
assets. There is no explicit cognisance of valuatiodraft MFS Manual of the IMF aims at
of domestic and foreign assets arising out ofomplementing th&ystem of National Accounts,
fluctuations in interest rates and the exchange rat&993 and the Fund’s other methodological manuals
Besides, there are some structural factorfthe Balance of Payments Manukifth Edition
contributing to inadequacies in the measuremerandManual on Government Finance Statistiasd
of monetary aggregateiz., long delays in receipt to bring monetary and financial statistics into
of information from the non-scheduled segment ofjreater harmonisation with the standards in those
the co-operative sectare., district central co- manuals. The basic approach of ES Manual
operative banks, urban co-operative banks ankdas been to clearly set out i) financial asset
salary earners’ societies. The data gaps anoundary including financial derivatives, ii)
inadequacies in the short period overstatedistinction between financial intermediaries and
understate the monetary aggregates or net noauxiliaries, i) development of monetary authorities
monetary liabilities (NNML) of the commercial and concept as an analytical framework which in certain
co-operative banking sector. The behaviour otases could be different from that of the central
NNML which are derived as a residual item hasbpank, iv) setting out valuation standards, v)
as a result, assumed significance and has often beereasurement of financial transactions, vi)
reflective of the sharp shifts in asset portfolios andperational definition of money, vii) preparation
other liabilities of banks. But in the absence of fullof sectoral balance sheets and above all, viii)
details of the components of NNML, it has becomeharmonisation of monetary and financial statistics
difficult to interpret the movements in monetarywith balance of payments statistics, government
variables. financial statistics and the system of national
accounts and flow-of-funds.
1.10 In recent years, the importance of non-
banking financial companies and developmenii..12 Once the provisions of theIFS Manual
financial institutions in respect of intermediating come into effect, it will have implications for
funds has increased substantially. This developmegbllection, coverage, processing and dissemination
would need to be considered since monetarpf statistics. Keeping in view the level of
aggregates which typically cover the banking sectomstitutional developments and accounting
may not adequately reflect the state of liquidity instandards, the Working Group proposed that the
review of monetary aggregates should take into
T N . ___accountthe various provisions of &S Manual
Manual on Monetary and Financial S_ta'Flstlcs (Rewsed,[0 the extent feasible. A major recommendation of
Draft), International Monetary Fund, Statistics Department, . .
August 1996. the MFS Manualis to extend the reporting of
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financial statistics beyond monetary aggregates. £hapter Il. The names of the participants in the
major challenge in this direction is that, as of now,Task Forces are given Annexurd.3. The Group
there is no reporting mechanism in India for dataalso received technical material from central banks
relating to the financial sector at regular intervalsof other countries and had the benefit of discussions
except for the central bank, commercial banks andith multilateral international financial institutions,
cooperative banks. Apart from the usefulness ire.g BIS and IMF. The list of international
mimicking relevant provisions of thdFS Manua]  institutions is presented finnexurd.4.

the ongoing financial liberalisation and the gradual

move towards indirect instruments of monetaryl.14 Chapter Il also focuses on conceptual issues
control would make it imperative to collect andin compilation of monetary aggregates and the scope
prepare a comprehensive set of accounts of thend coverage of the proposed new aggregates.
entire financial sector at regular intervals for policyBesides, it lays down the modified data reporting

purposes. formats for the commercial and co-operative banks
and proposes a data reporting system for the
.3 Organisation of the Report financial sector which includes term lending and

refinancing institutions, investment institutions,
1.13 Against this backdrop, the Report is mutual funds and non-banking financial companies.
organised into five chapters including theOn the basis of the prospective flow of information
introductory one. A detailed analysis of the presentrom financial institutions, the Chapter proposes a
practices of compilation of monetary aggregategompilation of comprehensive financial sector
and the various measures proposed to be undertaksurvey which could potentially be developed into a
to address the inadequacies of the aggregates naet of flow-of-funds account of the financial sector.
available are given in Chapter Il. Keeping in viewThis Chapter also presents a cross-country survey
the wide area that had to be covered, the Groupf monetary aggregates for as many as 29 countries
had set up in its first meeting, four task forces taand anAnnexurehighlighting the evolution of
look into specific areas: i) Task Force on Datamethodology of compilation of monetary aggregates
Reporting System for Commercial Bankssince the First Working Group on Money Supply
(Convenor: Shri A. Ghosh, Chief General Managerin 1961.
Department of Banking Operations and
Development); ii) Task force on Data Reportingl.15 Chapter Il focuses on issues relating to
System for Financial Institutions (Convenor: Shricollection and dissemination of monetary data. This
M.M.S. Rekhrao, Chief General Manager,Chapter discusses the proposed improvement in
Financial Institutions Division, Department of dissemination practices, including seasonal
Banking Supervision); iii) Task Force on Dataadjustment of monetary data. The Chapter also
Reporting System for Co-operative Banksgives the calendar for the implementation of the
(Convenor: Shri R. Ramanujam, Chief Generatevised reporting system and the new official series
Manager, Rural Planning and Credit Departmentpn monetary aggregates.
and iv) Task Force on Data Reporting System for
Non-Banking Financial Companies (Convenor:1.16 The focus of Chapter IV is on analytical
Shri T.Bandyopadhyay, Chief General Managerjssues pertaining to monetary aggregates which
Department of Non-Banking Supervision). The taskcovers the relevance of monetary aggregates for
forces had representations from commercial bankgsolicy purposes. This Chapter looks into the money
and financial institutions apart from the concernedgupply process and evaluates the relative
officials from the Reserve Bank of India. The performance of weighted monetary aggregeites
recommendations of the task forces are reflected ia-vis the traditional simple sum aggregates. The
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money supply process is also analysed in a monayponetary policy, it is critical to understand the
multiplier framework which is often used for policy transmission mechanism of monetary policy such
purposes, more so with the use of reservéhat appropriate operating instruments
requirements as active instruments of monetargorresponding to intermediate target(s) capable of
policy. Under a monetary targeting framework, itinfluencing the ultimate target could be identified
is essential that the money demand function remairend used for policy purposes. Keeping this in view,
stable and predictable so that the behaviour adhe Chapter also discusses the possible channels of
monetary aggregates would be able to provide earljnonetary transmission in India on the basis of new
information on the likely behaviour of aggregateaggregates estimated by the Group.

demand in the medium-term perspective. In

developed economies, it has been found that.17 Chapter V provides summary and
financial innovations coupled with sharp drop inrecommendations of the Working Group.
transactions cost and the consequent increase in

portfolio sensitivity to movements in interest rates,1.18 The Group had sought the views of some
imparted sharp volatility in the behaviour of velocity eminent monetary economists and former top
leading to deemphasis of monetary aggregates axecutives of the Reserve Bank and received
intermediate targets. In India, the research workiseful comments and suggestions from a few of
on velocity behaviour and demand for money hashem (names iinnexurel.5). The Group had
generally found that the money demand functioralso received valuable technical material from a
has not as yet seen the kind of instability that hatew officials in the Reserve Bank (names in
been experienced in many developed economiesnnexurel.6).

during the early 1980s. However, considering the

fact that predictable relationship among moneyl.19 The secretariat of the Group was located in
output and prices is the fundamental building blockhe Division of Money and Banking (DMB),
for pursuing the monetary targeting approach, thi®epartment of Economic Analysis and Policy
Chapter analyses the issue of causality among the@@EAP). Apart from providing logistic support to
three economic variables. Moreover, estimates ahe Group, the Secretariat prepared a number of
new monetary and liquidity aggregates on a monthlyosition papers on relevant issues for the use of the
basis for the post-reform period from 1993-94Group (hames iknnexurd.7).

through 1996-97 are provided in this Chapter based

on the framework suggested by this Group. Thd..20 The historical time series data on monetary
relative performance of the new aggregates iaggregates on a monthly basis for the 28-year
evaluated and the money demand function has begeriod 1970-71 to 1997-98 is presented in a
estimated in a cointegration framework. Given thaStatistical Appendifor the benefit of researchers
long-run price stability is the primary objective of and analysts.



CHAPTER I

COMPILATION OF MONETARY AGGREGATES

1.1 Conceptual Issues in Compilation of and does not lose its nominal value; it may

Monetary Aggregates accordingly include currency and transferable
deposits. In effect, narrow money would perfectly
Definitions of Money satisfy the demand for transaction balances. The

constituents of narrow money are, therefore, limited
2.1 There is no unigue definition of ‘money’, to the central bank (and the central government if
either as a concept in economic theory or a# issues currency) and ‘depository corporations’
measured in practice. Money is a means of paymestich as commercial and co-operative banks. Broad
and is thus a lubricant that facilitates exchangemoney, on the other hand, would consist of, besides
Money also acts as a store of value and a unit dhe narrow money, other financial instruments that
account. In order to serve as a perfect means skrve as a store of value and could be converted
payment, ‘money’ should be highly liquid having ainto cash for use in transactions without much
fixed nominal or face value. Money may not entaildifficulty.
payment of interest because holders of monetary
assets derive certain benefits in the form ofSectorisation Issue
monetary services in lieu of payment of interest. In
the real world, however, money provides monetar®.3 As a statistical concept, money could include
services along with tangible remuneration. It is forcertain liquid liabilities of a particular set of
this reason, money has to have relationship witffinancial intermediaries or other issuers. For the
the activities that economic entities pursue. Moneypurpose of compilation of monetary aggregates, the
can, therefore, be defined for policy purposes aBWG had divided the economy into three sectors:
the set of liquid financial assets, the variation ini) the banking sector, ii) the government sector and
the stock of which could impact on aggregatsii) the private sector comprising the rest of the
economic activity. domestic sector and the foreign sector. This
sectorisation was retained by the SWG as well. The
2.2 Money as a statistical construct reflectsnomenclature ‘private’ sector was, however,
i) assets with monetary characteristics, orchanged to ‘commercial’ sector in 1970 as it
i) specific liquid liabilities of a particular set of included commercial/manufacturing enterprisesin
financial intermediaries. Since monetarythe public sectéras well.
characteristics could differ from asset to asset,
money supply measures could be viewed dimensior2.4 The present Working Group proposes to
wise as narrow or broad. Narrow money is highlydivide the economy into four exclusive sectuiz,
liquid and readily serves as a means of paymer} households, ii) non-financial commercial sector,
iii) general government and iv) financial
1 The SWG pointed out that it would be improper to make aCOrPorations. In addition, non-residents constitute
distinction between private and public enterprises in so fathe ‘rest of the world sector’ which can have
as the inclusion of their deposit balances in money stockransactions with any of the domestic sectors. The
measures is concerned, as government transfers to publigatorisation of the economy is broadly similar to
_sector enterprises are e_sser_1t|ally|nthe natu_re ofln\{estmer;fﬁat of the System of National Accounts 1993
in shares and debt obligations and thus directly linked t
their commercial operations and rarely in terms of grantd SNA) as adopted by thkIF Manual on Monetary
and sharing of revenues. and Financial StatisticBMFS Manual)except that
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the household sector includes non-profit institution$
serving households. TiFS Manualdefines the
financial corporations sector to include apart from The Indian banking system is dominated by the

the central bank, ‘other depository corporations’] scheduled commercial banks, which accounted for alrnost
‘insurance corporations and pension funds’, ‘othef 90 per cent of bank deposits as at end-March 1997} the

financial intermediaries’ and ‘financial auxiliaries’ balance being accounted for by co-operative banks.| The
* | State Bank of India group alone accounts for about a duar-

The expression fdepOSitO_ry C_Orp_orationst is defined ter, Nationalised banks account for nearly half of bank
by the IMF to include institutions which have | deposits, while the Regional Rural Banks account for 3
deposit liabilities or close substitutes and havg per cent. The new private sector banks account fof 2.0

common characteristics as ‘banks’ regardless gfPer cent and the foreign banks 6.4 per cent. Among the
whether thev are called ‘banks’ co-operatives, the central co-operative banks accourjt for
y ) 4.2 per cent followed by urban co-operative banks|3.5

per cent.

Box II.1 : Banking System in India

Coverage of Depository Corporations

2.5 While deliberating on the sectorisation _. . .
issue the Group decided that, in the IndianFmanC'al Corporations
context, even though the development financia . ‘ :
institutions and non-banking financial companies&'7 Anglogous to the_z no_tlon_ of the deposno_ry
are allowed to accept deposits from the ‘public’,Corp.ora.t'.On an(_j keepmg in view the prospective
it may not be appropriate to treat theseavallgblllty_ of m_formatlon on the rest of the
institutions as ‘depository corporations’ in view organised financial s_ector,_ the Group proposes to
of the restrictions prevalent on their deposituse the_ COF‘CGPt of financial corpora_ltlor_ls _sector,
taking activities and the relatively small Shareand define it to include the following institutional

of their deposit liabilities to total liabilities. For C2t€goriesviz, ‘banking sector’, ‘development

o financial institutions’, which include term lending
the purpose of money supply compilation, the.” . =" ! R
purp y SuppPly P nstitutions and refinancing institutions (FIs),

Group proposes to restrict the coverage of o ) ,
insurance corporations’, ‘mutual funds’ and ‘non-

depository corporations’ only to the banking banking financial companies accepting deposits
sector. e
from the public’.

2.6 The banking sector in India comprises i)

the Reserve Bank of India and ii) the banking_. . . ; . .
) gfmanaal corporations sector is unique in the sense

system in India defined as per the Bankmgthat while these are essentially non-banking

Regulation Act, 1949, which includes a) the, - L o
financial intermediaries operating in the money and

State Bank of India and its subsidiaries, overnment securities markets (and as such
b) nationalised banks, c) regional rural banks,g

. S : lassified as non-banking financial companies),
d) all other banking companies in private sector. ; )
(including foreign banks operating in India) - their lendings to banks are reckoned as part of inter-

commercial banks, €) co-operative banisd treZt thergas r?on-banks' for the Sr ose of mone
f) any financial institution notified by the Central purp y

Government (Box I1.1). supply compilation.

2.8 The position of primary dealers in the

Money Issuing/Holding Sector

2 Excluding primary credit societies and co-operative land2-9 The money _iSSUing Secf[or is Con_Sidered as
mortgage/development banks. part of the financial corporation sectwuiz.,the
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banking sector. The money holding sector, orbe classified as external liabilities and excluded
the other hand, comprises resident units outsidgom the domestic money stock.

the money issuing sector. The money holding

sector is defined as the ‘commercial sector’ Government Deposits

alternatively defined as ‘public’, which includes

households, non-financial commercial sectoran@.12 The deposits of the Central and state

non-depository financial corporations. governments with the RBI are set off against the
RBI's claims on them and the RBI credit to
Residency government is shown on a net basis because the

governments generally keep the statutory
2.10 Residency essentially relates to the countryninimum balance with the RBI. While the
in which the holder has a centre of economicCentre’s cash balances have always been
interest. Currency and deposits held by the norexcluded from money supply, the balances of the
residents in the rest of the world sector wouldstate governments have been excluded since
presumably be related to balance of paymentapril 1956. The Group proposes to continue the
considerations such as international capital flowgxisting practice.
rather than to the domestic demand for monetary
assets or to the use of money in domesti®aluation Issues
transactions and should, therefore, be regarded as
external liabilities to be netted from foreign currency2.13 Monetary and financial statistics generally
assets of the banking system. should value financial instruments and

transactions at market prices. However, many
2.11 The SWG had included balances under thassets €.g. currency, deposits and loaesc)
erstwhile Foreign Currency (Non-Resident)have fixed nominal values, and hence their
Accounts instituted in November 1975 in moneypurchase prices and current market values are
supply accounts along with the balances undeidentical. The Reserve Bank of India has laid
the Non-Resident (External) Rupee Accountdown norms for valuation of investment portfolio
instituted in March 1970 which was alreadyof commercial banks with the objective of
being reported under aggregate deposits bgnoving progressively to the international best
scheduled commercial banks. Subsequentlyractice of valuing the entire portfolio on mark
various categories of banks’ external deposito market basis. While short-term investments
liabilities to non-residents including FCNR (B) such as Treasury Bills and commercial paper are
deposits have been included in money supplyalued at carrying cost, long-term investments
While there is a need to categorise deposiare to be valued as per market quotations to the
liabilities by residency, it may not be appropriateextent possible. The mark to market portion of
to exclude all categories of non-resident depositsommercial banks’ investments in government
from domestic monetary aggregates as nonsecurities has been raised from 30 per cent during
resident rupee deposits are essentially integratatie accounting year 1992-93 to 70 per cent in
into the domestic financial system. The Group,1998-99 which would further increase to 100
therefore, proposes that only non-residenper cent in the next three years.
repatriable foreign currency fixed deposits
should be excluded from deposit liabilities and2.14 The Group proposes the compilation of
treated as external liabilities. Accordingly, from monetary survey for India keeping in view the
among the various categories of non-residentonceptual framework enumerated above.
deposits at present, only FCNR(B) deposits may
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MONETARY SURVEY Box I1.2 : Measures of Monetary Aggregates

1.2 Monetary and Credit Aggregates M,= Currency with the Public + Demand Deposits wjth
the Banking System + ‘Other’ Deposits with the

- . RBI.
2.15 Money supply was initially compiled by the M,= M, + Savings Deposits of Post Office Savings

RBI as the sum of public holdings of free currency Banks.

(excluding those of banks and the Centra M, + Time Deposits with the Banking System.
Government) and deposit money with bankg M,= M,+ all Deposits with Post Office Savings Banks
withdrawable on demand. Deposit money with the (excluding National Savings Certificates).
banks comprised demand liabilities of banks
(excluding inter-bank demand deposits), deposits o o _

of state governments and ‘other’ deposits with thdW0 major itemsyiz., i) the capital accounts of the
RBI. This corresponds to what is often referred tg2ntities and ii) unclassified items of liabilities and
as narrow money in economic literature and igtSSets. It may be noted that while the complete
widely known as M The FWG recommended the balance sheet data of the RBI are available on a
compilation of a broader money aggregate byveekly ba_sis vyhich could help identify the items
adding time deposits to MThis was referred to as that constitute its NNML, the other banks’ NNML
‘aggregate monetary resources’ till the SWGare computed as a residual item balancing the
rechristened it as MThe SWG also introduced Components and sources of money stock. This issue
two other measures of money stock (Box I1.2). is discussed in detail later in the Chapter.

2.16 On the sources’ (assets) side, broad mone§fharacteristics of Present Aggregates

(M,) comprises the sum of i) net bank credit to o

government, i) bank credit to the commercial2-17 On reviewing the present aggregates, the
sector, iii) net foreign exchange assets of thé&roup recognised that from among the four
banking sector, and iv) the government’s currencyneasures of money, Mand M, are the two
liabilities to the public netted for v) the banking Measures which are extensively used both for policy
sector’s net non-monetary liabilities (NNML). PUrposes and in academic exercises. Use of data
Since money supply is compiled in a balance she@&n M, and M, are conspicuous by their near-

framework, the NNML could conceptually include @Psence. The introduction of,ldnd M, as money
stock measures seems to have been prompted by

the fact that during the pre-1969 period, post offices
7o Reserve Bank of India h blished dat catered banking facilities in many places where
€ Reserve bank of Inaia has punlishe ata on narro . . .
moneyviz., money supply with the public and later referred%anks \_Nere not in eX|stence_. The strength c_)f this
to as M since July 1935. A monthly series on monetary dataf €aS0NING has lost much _Of Its sharpn_ess with the
since July 1935 is available in tfBanking and Monetary ~ Strong growth of the banking network in rural and
Statisticspublished by the RBI in 1954. A series on ‘total semi-urban areas since then. Moreover,
money supply’ was published in tiigeport on Currency qharationally two problems have been encountered.

and Finance 1944-43Data on broad money referred to as _.
Aggregate Monetary Resources (equivalent tpMs time First, the monthly flow of data from the postal

deposits with banks) was published in the Bank’s Annuadepartment has over time been subject to
Report for the first time in 1964-65 and in the Report onconsiderable delays, thereby rendering the relevant
Currency and Finance from 1967-68 onwards. A secon%ggregates less significant for policy purposes.

monthly series on components of money stock was publishe, . .
in the RBI Bulletin, March 1970. A new series of monetary gecond’ there is also opaqueness in the manner of

aggregates from March 1970 came into effect with thedeployment[ of postal deposits as the postal
acceptance of the Report of the Second Working Group. department is a part of the general government.
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2.18 As between Nand M, the latter captures Working Group sought to differentiate monetary
the balance sheet of the banking sector, thaggregates from other financial aggregates not so
institutional category which has been the focus ofnuch on the basis of the attributes of the
the policy. In India, as in many countries, the broadnstruments themselves as on the nature and
money concept has been found to be operationalljnctioning of institutions issuing such instruments.
useful because of better correlation with aggregate
economic activity. The narrow money aggregate2.20 While constructing the monetary aggregates,
(M), on the other hand, includes apart fromthe essential guiding principle could be that only
currency with the public, the non-interest bearinghe central bank and the depository corporations
deposits with the banking sector, including the RBIin the sense of banks capable of creating money
However, M does not adequately capture theare considered. The broadest aggregate that can
transactions balances of entities because of tHee arrived at by consolidating the balance sheets
manner in which savings deposits with banks aref the banking systeng(g.M, in India) could be
partitioned into demand and time categories - purelgonsidered as an appropriate index of state of
on the basis of interest applications. It needs to beverall liquidity available in the economy so long
recognised that savings deposits which pay a vegs the share of non-depository corporations remains
low rate of interest and provide chequing facilitiesinsignificant. However, following deregulations, the
function essentially as transactions balances. Oareas of jurisdictions across various categories of
the other hand, broad money is too aggregative fnancial entities have been tending to overlap. As
concept encompassing term deposits of varioua result, the share of non-depository corporations
maturities apart from Certificates of Depositin total financial assets has been growing over time.
(CDs). The Group, therefore, felt that there is arherefore, in order to have an appropriate measure
need to provide for an intermediate aggregatef overall state of liquidity at any particular point
between M and M, which captures, apart from of time, a need has been felt to have a broader
transaction balances, liabilities of short-term naturdiquidity measure taking explicit cognisance of the
which are highly liquid and more interest sensitiveimportance of non-depository corporations in
regard to intermediating liabilities from non-bank,
Proposed New Aggregates non-government sector. In fact, many countries
have dealt with this issue by constructing measures
2.19 The Group is of the view that the present sebroader than ‘broad money’ (sometimes called very
of monetary aggregates are not in conformity wittboroad money, or extended money supply, or
the largely followed norm of progressivity in terms liquidity and denoted by ‘L', M2+, M3 extended
of liquidity. Moreover, the treatment of postal or M3E, MCT, ALP,etc). Liquidity measures
deposits as a part of monetary aggregates may ngenerally include instruments that are considered
be in harmony with the notion of ‘depository to be good substitutes for broad money, or include
corporation’ as in the case of a bank unit, since tha range of instruments that may be empirically
postal department is a part of general governmentelated to overall economic activity or prices.
It was felt that as part of financial innovations,
while financial institutions may issue financial 2.21 In this context, the comparison of monetary
assets closely resembling bank deposits, it may natggregates across countries is useful in the
be appropriate to treat them as monetary assegvaluation of our own monetary statistics. A survey
unless the institutions provide services similar toof 29 countries reveals that there is a wide diversity
that of the banks. Such instruments, which competia the definition of monetary aggregates depending
with broader monetary aggregates could, thereforan the development of money substitutes although
be treated as part of liquidity measures. Thus, ththe basic definition of money supply — the narrow
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money (M) — has remained relatively unchanged frequency from NBFCs, the Group proposes that
As regards broader monetary aggregates, apaat least the data could be obtained on quarterly basis
from currency and deposits, the following to start with.
instruments merit consideration for inclusion:
i) other (outside the ‘depository corporations’) call/2.23 Mutual funds that raise resources from the
term funding and ii) non-convertible debenturespublic with liabilities that could substitute for
(NCDs) issued by banks. While banks in India aredeposits and which invest in short-term money
yet to issue NCDs, banks rely on call funding frommarket instruments are included in broader
non-bank financial institutions which could be definitions of monetary aggregates in a number of
included in broader monetary aggregéfemexure countries. In some countries, prominent among
11.1). them being the US, money market mutual funds
act like depository corporations by issuing chequing
2.22 While the Group is of the opinion that the facility against units. In India, although policy
consolidated account of the banking sector may bguidelines for setting up of money market mutual
considered for compilation of monetary aggregatefunds (MMMFs) were issued way back in 1992, it
it proposes that the items of liabilities of non-was only in 1996 that a few MMMFs were set up.
banking financial institutions which are The MMMFs in India have not gained the
predominantly held with the public and which popularity as in many other countries. Moreover,
compete with broad money aggregates may bthere are balance sheet restrictions on the
included in various measures of liquidity. One sucHunctioning of MMMFs. Keeping in view the
item is postal office deposits on which monthly datanegligible presence of MMMFs at present, the
are availablalbeitwith some time lag. There are, Group did not favour inclusion of MMMFs either
however, other instruments which could be includedn monetary or in liquidity aggregates. However,
in the broad measure of liquidity: i) public deposits,the Group is of the view that all the mutual funds
term borrowings and certificates of deposit ofcould be classified under ‘non-depository financial
financial institutions as these liabilities directly corporations’.
compete with the liabilities of the banking sector
and ii) those liabilities of non-banking financial 2.24 While it is important that the compilation of
companies (NBFCs) such as public deposits (monetary aggregates be uncomplicated and easy
component of regulated deposits) which ardo comprehend, it is equally important that the
competitive to deposits with commercial banks andompilation is operationally feasible keeping in
bypass the process of bank intermediation. Someiew the availability of information and the
countries include Commercial Papers and Treasutfyequency of availability of such information.
Bills under the broad liquidity measure. In theAccordingly, the Group recommends compilation
Indian context, these two instruments areof four measures of monetary aggregates, and three
predominantly held by banks and financialmeasures of liquidity aggregates besides a
institutions and hence should not form a part otomprehensive financial sector survey (Box I1.3).
liquidity of the non-financial non-government
sector. A much broader concept of liquidity 2.25 It would thus be seen that the Group sought
measures could be defined as the total assets heti define the monetary aggregates by residency
by the public that are issued by all financialcriteria with a qualification, the qualification being
intermediaries. The Group proposes that data othat they exclude repatriable foreign currency fixed
these items can be obtained on a monthly basis faeposits by non-residents. The partition between
preparation of liquidity aggregates. But keeping inmonetary and liquidity aggregates has been dictated
view the difficulties of obtaining data at a higherby the fact that while the first relates only to
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Box I1.3 : Recommended Measures of Financial
Aggregates
A. Monetary Aggregates

Weekly Compilation

M, = Currency in Circulation + Bankers’ Deposits w
the RBI + ‘Other’ Deposits with the RBI.

Fortnightly Compilation

the Banking System + ‘Other’ Deposits with the RB
Currency with the Public + Current Deposits with
Banking System + Demand Liabilities Portion of S
ings Deposits with the Banking System + ‘Other’ O
posits with the RBI.

M, = M, + Time Liabilities Portion of Savings Depos
with the Banking System + Certificates of Deposit
sued by Banks + Term Deposits (excluding FCNR
deposits) with a contractual maturity of up to and incl
ing one year with the Banking System = Currency

the Public + Current Deposits with the Banking Syst
+ Savings Deposits with the Banking System + Cer
cates of Deposit issued by Banks + Term Deposits
cluding FCNR(B) deposits) with a contractual matu

‘Other’ Deposits with the RBI.

M, = M, + Term Deposits (excluding FCNR(B) depd
its) with a contractual maturity of over one year with
Banking System + Call borrowings from ‘Non-Depo
tory’ Financial Corporations by the Banking System.

B. Liquidity Aggregates

Monthly compilation
(excluding National Savings Certificates).

and Refinancing Institutions (FIs) + Term borrwing
Fls + Certificates of Deposit issued by FIs.

Quarterly Compilation.

panies.

Financial Sector Survey (FSS¥ Aggregate Assets an
Liabilities of the Financial Corporations.

M, = Currency with the Public + Demand Deposits wji

ity
up to and including one year with the Banking Syste]n +

L, =L, + Term Deposits with Term Lending Institutions

L,=L,+ Public Deposits of Non-Banking Financial Cofn-

th

(s
is-
B)
1d-
ith
em
ifi-
(ex-

s_
he

L, =M, + all Deposits with the Post Office Savings Barks

Py

such as development financial institutions and non-
banking financial companies accepting deposits
from the public apart from post office savings

banks.

2.26 M, isessentially the monetary bases.,
reserve money. Mis mainly compiled from the
balance sheet of the central baird, the Reserve
Bank of India. M which purely reflects the non-
interest bearing monetary liabilities of the banking
sector continues to be the same as at presgnt. M
which includes savings and short-term deposits is,
however, a refined measure recommended by the
present Group. Savings deposits are essentially held
by households and are withdrawable without any
effective constraint. The rules governing the
restrictions on number of cheques/withdrawals that
could be issued are hardly followed in practice.
Term deposits with contractual maturity of up to
one year are held for liquidity considerations and
for ensuring portfolio management. Hencgrivay
adequately reflect the transactions balances of
entities apart from being relatively interest sensitive.
M, has been redefined to reflect additionally the
call fundings of the banking system by other
financial institutions.

Credit Aggregates

2.27 Bank credit is often specifically referred to
in several writings in monetary economics as a
critical variable affecting consumption and capital
formation in a direct manner. As such it is often
regarded as a more useful indicator of real sector
activity than money supply. In India, one of the
objectives of monetary policy is clearly stated in
official documents as one of ensuring adequate flow
of credit to the productive sectors of the economy.
But as changes in bank credit were treated as
impacting wholly on money supply in the absence
of a movement in foreign exchange assets, credit

monetary liabilities of the central bank andaggregates were hitherto not considered as
‘depository corporationsi,e.,the banking system, important. This situation, however, may not
the latter also includes select items of financiatontinue for long in view of growing openness of
liabilities of non-depository financial corporations the economy. There is a clear need for having
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comprehensive measures of credit that relate tof money stock measures since the First Working
‘depository-corporations’ and the ‘financial sector’, Group in 1961 is given iAnnexure 11.2.

which are the main focal points of policy. The

Reserve Bank of India extends credit to thdl.3 The Format of the Monetary Survey
government by way of loans and advances and

investments in government securities, and to .31 The monetary aggregates thus defined can
limited extent to the financial sector including essentially be presented in a balance sheet
banks. The ‘depository corporations’ such aframework by consolidation of the accounts of the
commercial and co-operative banks invest irbanking sector. The components derived from the
government papers and other market instrument&bilities side could be matched with those on the
and extend credit to the commercial sector includingssets side of the consolidated balance sheet of the
‘non-depository financial corporations’. The ‘non- banks. The sources (assets) side can functionally
depository financial corporations’ also invest inbe depicted by i) domestic credit, ii) net foreign
government securities and extend credit to thassets, iii) capital account and iv) other items (net).
commercial sector and to a limited extent to the

banking sector by way of refinance. Domestic Credit

2.28 Atpresent, while credit to government from 2.32 The break up of ‘domestic credit’ would
the banking system is clearly identified, bank creditnclude i) net credit to the government and ii) credit
to the commercial sector, in the conventional sensép commercial sector — defined to include
includes only advances in the form of loans, cashouseholds, non-financial corporate sector and non-
credit, overdrafts, bills purchased and discountedepository financial corporations. Net bank credit
and investments in approved securities other thato government is the sum of the net RBI credit to
government securities. However, commercial bankgovernment and the investments of the banking
have in recent years been investing in securities suglystem in government securities. Bank credit to the
as commercial paper, shares and debentures issusmimmercial sector would include RBI credit to the
by the commercial sector which are not reflected irommercial sector - non-depository financial
the conventional credit aggregates. The Grouggorporations - and bank credit in India of the
therefore, propses to broaden the definition of banking system, which includes i) advances in the
bank credit to the commercial sector by includingform of loans, cash credit and overdrafts in both
all these investments in the conventional creditupees as well as in foreign currency, ii) inland and
aggregates. foreign bills purchased and discounted (which
together constitute what is commonly known as
2.29 Another major problem in the presentbank credit) and iii) investment in all securities other
reporting system has been that there is no estimatkan government securities. The inclusion of
of credit flow from the entire financial system eitherbanking systems’ investments in shares, debentures,
to the government or the commercial sector. Thdonds, commercial papetc. issued by the
Group proposes to address this lacunae bgommercial sector under credit to the commercial
recommending preparation of a comprehensiveector would, in the view of the Group, enhance
financial sector survey on a quarterly basis whichthe value of the commercial credit aggregate as an
would throw up estimates of credit from theimportant informational variable.
financial sector to: i) government and ii) non-
financial commercial sector. Foreign Assets

2.30 The evolution of methodology of compilation 2.33 Net foreign exchange assets (NFA) of the
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banking sector comprise the RBI's net foreignbalancing items could be: i) capital accounts and ii)
exchange assets and the net foreign currency assetber items (net) which would be in conformity
of the banking system. While there is no change imvith the international practice.

the composition of net foreign exchange assets of

the RBI, net foreign currency assets of the banking@.35 The capital account consists of i) paid-up
system should comprise their holdings of foreigncapital, ii) retained earnings, iii) various provisions,
currency assets net of i) their holdings of non-v) revaluation accounts and v) accounts that cover
resident repatriable foreign currency fixed depositany changes in net worth caused by statistical
which is presently defined to include FCNR(B) adjustments used to construct the balance sheet.
deposit$ and ii) overseas foreign currency

borrowings. 2.36 The unclassified liabilities and assets could
be reported under the category ‘other items’ (net).
Capital Accounts As the Group proposes a considerable expansion

of the scope and coverage of the reporting format
2.34 The capital account of the banking systemfor the banking system, the residual item should
the net unclassified assets and liabilities havéorm a very small portion of the balance sheet totals.
hitherto been classified under the omnibus head of
net non-monetary liabilities (NNML) of the banking 2.37 The format for presentation of the monetary
sector comprising the net non-monetary liabilitiessurvey is given iinnexurdl.3.
of the RBI and the banking system. NNML of the
banking system would include their i) capital andll.4 Tr eatment of New Instruments
reserves, ii) revaluation on account of price and
exchange rate changes, iii) net inter-bank liabilitiesCredit/Debit Cards
iv) other non-deposit sources including call money
borrowings from non-bank parties and v) other neR.38 In India, an increasing volume of purchases
liabilities such as net branch adjustments and othas being made on credit cards. The Group, therefore,
sundry items. Of late unexplained changes irdebated on the treatment of transactions undertaken
NNML have been a major source of variations inthrough credit/debit cards and concurred with the
monetary aggregates. While the details on theiews of the Advisory Committee on Monetary
NNML of the Reserve Bank are available on weeklyStatistics in the United States (Bach Committee,
basis, those of the banking system (commercial antB74) which was of the view that ‘in so far as credit-
co-operative banks) are derived as a residuatard purchases and the elimination of physical bank
balancing the components and sources of monesheques merely provide more convenient and
stock and as such may include errors in the reportingfficient means of transferring demand deposits,
of the data by the commercial and co-operativeéhey do not call for any redefinition of the money
banks. This is sought to be remedied by modifyingstock — although they may lead to a higher velocity
the scope and coverage of the reporting format foof circulation’. TheMFS Manualis also of similar
the banking system. The Group proposes to do awasgew that contingent instruments, such as lines of
with the present concept of NNML in the credit on credit cards, are not financial assets and
presentation of the monetary survey; instead, thare not recorded in monetary and financial data,
regardless of whether they are electronic in nature
P ] _ or nqt. Similarly, _debit cards whig:h use remote
The Union Budget 1998-99 announced issuance of a new, - inq|s to debit user’s deposit account and
Resurgent India Bond denominated in foreign currencies for . .
subscription by non-resident Indians (NRIs).Thisinstrument‘mmed|ate|y credit vendors’ accounts does not
could be treated as external liability of the banking sector. necessitate a redefinition of monetary aggregates
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as the transaction serves the same function asneed to be treated as financial assets. On the other
cheque, but the transfer is immediate. Debit cardsand, privately-arranged swaps and other
that use remote automated teller machines (ATMsnstruments that do not have offset arrangements
are very common in many parts of the world.  would not be reckoned as financial assets. In India,
as market trading in derivatives is yet to be
Electronic Payments Instruments introduced and transactions in derivatives are
privately-arranged, these are treated as off-balance
2.39 Several new technologies are undersheet items. The Group is of the view that
development to make paymew@computer chips, derivatives may not have any immediate
through computer networks or across the worldwidsignificance in the compilation of monetary
Internet. It has been suggested that electroniaggregates. However, developments in the area of
equivalents will be developed for all major derivatives should be periodically monitored as
payments methods: currency, cheques, debit cardsionetary transmission mechanisms may be affected
credit cards and travellers’ cheques. For exampléf large volumes of derivatives hedge a variety of
electronic currency issued by commercial banksnarket exposures.
appears to have characteristics of a private currency
that can compete with the official national currencyRESERVE BANK OF INDIA SURVEY
These may develop rapidly and have a variety of
as yet undetermined, but possibly large, effects 0B8.41 The Group felt that a survey of the Reserve
monetary and financial system. If these systemBank of India’s balance sheet with the focus on the
establish themselves, new statistical definitionsmonetary base or reserve money)May continue
classification systems and reporting procedures may be preparedlbeitwith certain modifications on

be needed. a weekly frequency on the basis of the Weekly
Statement of Affairs of the RBI prepared on each
Treatment of Derivatives Friday under Section 53(1) of the RBI Act 1934.

The balance sheet of the RBI is split into two parts
2.40 There are mainly four types of derivatives: pertaining to the Issue Department and the Banking
currency related derivatives, interest rateDepartment, which may be consolidated as per the
derivatives, security/equity related derivatives andormat suggested iAnnexure 11.4
commodity-related derivatives. These derivatives
may be in the form of forwards, futures, swaps otl.5 The Format of the RBI Survey
options or a combination thereof in the form of some
hybrid instruments. These have grown enormousil.5.1 Liabilities
in recent years in many industrial countries and
have made a noticeable presence in some of theurrency
major emerging economies with increasing
participation by banks. Financial derivatives that2.42 Currency in circulation is the sum of i) notes
are traded in the market and carry a market valuim circulation which is the principal liability of the
would require to be recognised as financial asseReserve Bank under Section 22 of the RBI Act,
in balance sheets. Instruments such as future$934 and ii) the government’s currency liabilities
warrants and exchange-traded options could b the public comprising rupee coins and small
classified as financial assets because they amins. While rupee and small coins are liabilities
market traded. Besides, interest rate swaps, forwanf the Central Government, the Bank acts as an
rate agreements, interest rate caps, forwards amajent of the Central Government in the issue,
collars which could be offset on the market maydistribution and handling of such coins under
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Section 38 of the RBI Act. The government'sfortnightly basis of their net demand and time
currency liabilities to the public were taken asliabilities (NDTL) and the RBI is empowered to
claims of banks on the government in theincrease the said CRR to a rate not exceeding 20
computation of net bank credit to government tillper cent of the NDTL under the Act. The state co-
October 1962 but treated as an independent souroperative banks and regional rural banks are

of money stock thereafter. required to maintain low level of cash reserve of 3
per cent of their NDTL. CRR for scheduled urban
Other Deposits banks is 6 per cent. Non-scheduled banks are

required to maintain in cash with themselves or in
2.43 '‘Other’ deposits with the RBI comprise current account with the RBI, the State Bank of
mainly i) deposits of quasi-government and otheindia (SBI) or any other bank notified on this behalf
financial institutions including primary dealers, ii) or partly in cash and partly in such accounts a
balances in the accounts of foreign central banksiinimum of 3 per cent of their NDTL under Section
and governments, iii) accounts of internationall8 of the Banking Regulation Act, 1949. Banks,
agencies such as the International Monetary Funidowever, could maintain excess reserves with the
etc.,iv) provident, gratuity and guarantee funds ofRBI.
the Reserve Bank staff and some temporary
accounts netted for balances under certain accountsb.2 Assets
viz.,a) IMF Account No.1 (since 1948), b) the RBI
Employees’ Pension/Co-operative GuaranteeCredit to Government
Provident funds (since January 1964), and c) the
Additional Emoluments (Compulsory Deposits)2.45 The net RBI credit to governménis the
Act, 1974 (since August 1974) and Compulsorysum of the net claims of the Bank on the Central
Deposit Scheme (Income Tax Payers) Act, 1974nd the state governments as the central bank is
(since December 1974), d) subscription to the Stathe banker to governments under Sections 20 and
Government Loans pending allotment and21 of the RBI Act. The net RBI credit to the
temporarily held under other deposits and v) profit€Centre is the sum of i) loans and advances from
of the RBI held temporarily under the depositsthe RBI to the Centre and ii) the RBI's holdings
pending transfer to the Central Government. Thesef a) Treasury Bills, b) dated securities and ¢)
accounts are excluded from ‘Other’ Deposits withrupee coins and small coins net of d) the Centre’s
the RBI and treated as part of ‘Other’ Liabilities cash balances. Dated securities of the Central

due to their illiquid nature. Government includeinter alia, marketable
securities, special securities, special non-interest
Bankers’ Deposits bearing securities and gold bonds. The provisions

governing the loans and advances to the Centre
2.44 Bankers’' deposits with the RBI comprise are changed from time to time and at present,
balances maintained at the central bank by bankghese are laid out in the agreement signed between
In terms of Section 42(1) of the Reserve Bank ofthe RBI and the Government of India on March
India Act, 1934, scheduled commercial banks ar@6, 1997. Under Section 17(8) of the RBI Act,
required to maintain with the Reserve Bank ahe Bank is authorised to engage in purchase and
minimum of cash reserve (CRR) of 3 per cent orsale of Government securities. The Central
5 The RBI used to publish data on the net RBI credit toGovemment Is obliged tQ maintain a balance of
Government until the SWG split the RBI’s net claims on theRS'50 crore on each Friday and Rs.4 crore on

Government in respect of the Centre and the Statéll other working days. The n_et R|_3| credit to
Governments. the state governments comprises its loans and
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advances to state governments net of theiof premises, furniture and fittings, debit balances

deposit balances with the central bank. under various heads of expenditure of the bank
pending transfer to Profit and Loss Account, loans
Credit to Commercial Sector and advances granted to members of the staff

towards housing, purchase of motor vehieles
2.46 The RBI's credit to the commercial sector The other sundry liabilities are ‘other liabilities’
is the sum of holdings of i) shares/bonds of financiahet of CR, EFR, and EEA. The ‘other assets’
institutions, ii) ordinary debentures of the co-are reckoned net of gold held in the Banking
operative sector, i) debentures of co-operative lan®epartment since it is part of net foreign assets
mortgage banks, iv) loans to financial institutions,of the RBI.
primary dealers and ‘others’ and v) internal bills
purchased and discounted. COMMERCIAL BANK SURVEY (CBS)

Claims on Banks 2.51 The Group proposes a comprehensive
Commercial Bank Survey (CBS) on the lines of
2.47 The RBI's gross claims on banks include i)the MFS Manualon the basis of the scheduled
its refinance to the banks and ii) fixed investmenbanks’ summary statements on their demand and
in banks’ shares/bonds/debentures such as holdirigne liabilities and selected assets as at close of

of shares of the State Bank of India. business on every alternate Friday on the basis of
returns filed with the RBI in terms of Section 42(2)
Net Foreign Assets of the RBI Act beginning March 29, 1985 (Box

I.4) supplemented by additional items of liabilities
2.48 Net foreign assets of the RBI is the sum ofand assets as proposed by the Group essentially to
its holdings of i) gold coin and bullion, ii) eligible reflect the changing scope of their activities
foreign securities and iii) balances held abroadAnnexure I1.5)
netted for balances in IMF Account Naiinus
India’s quota subscription in rupees. 1.6 Reporting Format for Commercial Banks

Capital Account 2.52 With the gradual deregulations of the
financial sector and their consequent impact on the
2.49 The capital account of the RBI is computedbalance sheet of banks, a need has arisen to modify
to include paid-up capital, statutory reserve the data reporting system of commercial banks as
contingency reserve (CR), exchange fluctuatiorthe Section 42 (2) returns in their present form, do
reserve (EFR) and the exchange equalisationot capture i) the total resource flow to the
account (EEA) and contributions to the nationalcommercial sector since investments in capital

funds. market instruments (non-approved securiieg),
shares and debentures of corporates, Commercial
Other Items (net) Papeetc.remain unreported and ii) the net foreign

currency exposure of the banking sector as it does
2.50 Other items (net) constitute liabilities such notincorporate data on holdings of foreign currency
as bills payable, balances under the RBhsses. Since the importance of these assets have
Employees’ Pension/Co-operative Guaranteelbeen growing and are expected to grow markedly
Provident Funds, Compulsory Deposit Schemedn future, leaving them outside the framework of
IMF quota subscriptions in rupees, and other sundmgnoney supply would obviously distort the monetary
liabilities netted from other assets such as the valugggregates. In order to address these issues, the
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Gro_up had constituted a Task Force (Convenot: Box I1.4 : Section 42(2) of the
Shri Amalendu Ghosh) to broaden the present Reserve Bank of India Act
reporting system. It recognised that the ambit O[L
Sec. 42(2) returns is circumscribed by the need EverdebChedU'ed ba“'beShaf'r'_ Se“dfto thhebBali‘kha rgturn
monitor the statutory cash reserve ratio (CRR) anp $'9ned by two responsible officers of such bank showing-
. . . a) the amount of its demand and time liabilities and|the
statutory “q_U'd'ty ratio _(Sl_-R) requirements and, amount of its borrowings from banks in Indipg,
therefore, timely submission of returns by banks classifying them into demand and time liabilities,
was considered of paramount importance. Howevef,b) the total amount of legal tender notes and coins peld
in order to effectively address the problem of delay: bﬁ’ 'tb'”l'“d'a'h d by it at the Bank in Indi
that could arise on account of formal amendmerjt® the balance held by it at the Bank in India,
. d) the balances held by it at other banks in current acgount
of the statutory format,_ It1s propc_)sed to e_xpgnc and the money at call and short notice in India,
the Sec. 42(2) returns without altering the principa) e) the investments (at book value) in Central and State
Form A, but adding i) a Memorandum to Form A, Government securities including Treasury Bills gnd
incorporating data on paid-up capital, reserveg, Treasury deposit receipts,

certificates of deposit, and maturity structure of 7, e amount of advances in India,

1v2}

g) the inland bills purchased and discounted in India fand

tlm_e deposns,_and two Annexures:.,u) Annexure foreign bills purchased and discounted, at the close
A incorporating data on break-up of external of business on each alternate Friday, and every uch
liabilities in terms of various schemesg, return shall be sent not later than seven days afte} the

FCNR(B) etc, foreign currency assets and bank] ~ date to which it relates.
credit in India in foreign currency, and domestic
liabilities subject to differential/zero reserve their stock of loanable resources, these liabilities
prescriptions and iii) Annexure B incorporating have the typical attributes of higher interest
detailed data on banks’ investments in the thresensitivity as well as exchange rate sensitivity.
categories of domestic securitieiz,, government Moreover, following implementation of prudential
securities, other approved securities and othearorms, banks in India in the recent period have also
market instrument@Annexure 11.6) become more security oriented while building up
their portfolio. Larger investments in government
2.53 The gradual deregulation of the financialsecurities, Commercial Papers, corporate
sector has provided much larger operationatiebenturegtc.,are reflective of this trend. Since
freedom to the banking sector but it has also throwprogressively all these investments have to be
up a changing scenario whereby increasingnarked to market, their assets are now more interest
competitive pressure has been forcing financiatate sensitive than earlier. This also brings to the
units to venture into newer areas hitherto untappedore the valuation issue of both domestic and foreign
In the process, the risk profile of banks has changeaksets. Provisions have, therefore, been made in
substantially in the recent period. For exampleAnnexures A and B to obtain data on revaluation
commercial banks’ reliance on Certificates ofon account of i) price changes in respect of domestic
Deposit (CDs) and other money market instrumentsecurities and ii) exchange rate changes in respect
viz., call money, reverse repetc. have been of foreign currency assets/liabilities not swapped
becoming important relative to the traditionalinto rupees. Banks are, however, advised to provide
segment of core deposits. These apart, the bankimta on valuation changes as and when they occur.
system has been gradually mobilising resources of
medium- and long-term nature not only from capitall.6.1 Liabilities
market but also from external sources as well.
Though these managed liabilities help them t®.54 Liabilities of a bank may be in the form of
suitably adjust to occasional demands placed odeposits (demand or time) or borrowings or other
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miscellaneous items of liabilities. The nomenclaturdiabilities with contractual maturity over one year
‘demand liabilities’ is used to include all liabilities are considered as long-term.

which are payable on demand and the expression

‘time liabilities’ is used to represent those whichOther Demand and Time Liabilities

are payable otherwise than on demand. Assets/

liabilities of a bank are also classified as assets2.58 Other Demand and Time Liabilities (ODTL)
liabilities within the banking system and with others.include i) interest accrued on deposits, ii) bills
These expressions are part of Section 42(2payable, iii) unpaid dividends, iv) suspense
Returns. Net inter-bank liabilities are excluded fromaccounts balances representing amounts due to
money supply as these are expected to be cancellether banks or public, v) inter-bank Participation

out in consolidation of banking data. Certificates (PCs), vi) net credit balance in the
Branch Adjustment Account, vii) any amount due
Demand Liabilities to the banking system which are not in the nature

of deposits or borrowings on account of such items
2.55 Demand liabilities at present include as collection of bills on behalf of other banks and
i) current deposits, ii) demand liabilities portion interest due to other banks, and viii) credit balances
of savings bank deposits, iii) margins heldin the vostro account. The Group proposes that
against letters of credit/guarantees, iv) balancelborrowings by authorised dealers from banks and
in overdue fixed deposits, cash certificates anather institutions abroad as foreign liabilities be
cumulative/recurring deposits, v) outstandingoffset against foreign assets.
Telegraphic Transfers (TTs), Mail Transfers
(MTs) and Demand Drafts (DDs), (vi) unclaimed External Liabilities
deposits, vii) credit balances in the Cash Credit
Account (CC A/c), viii) demand portion of 2.59 Banks’ external liabilities should include i)
Participation Certificates (PCs) and (ix) depositanon-resident deposits and ii) other deposits/schemes,
held as security for advances which are payablas per RBI guidelines, iii) inter-bank foreign

on demand. currency liabilities in the form of deposits and
borrowings and iv) overseas borrowings. Foreign
Time Liabilities currency assets of banks should consist of their

holdings of i) balances held abroae.( the cash
2.56 Time liabilities include i) fixed deposits, component ohostroaccount®tc), ii) short-term
i) cash certificates, iii) cumulative and recurringforeign deposits and investments in eligible
deposits, iv) time liabilities portion of savings securities, iii) foreign money market instruments
bank deposits, v) staff security deposits, vi)including Treasury Bills and iv) foreign shares and
margins held against letters of credit, if notbonds.
payable on demand, vii) fixed deposits held as
securities for advances, and viii) time portion ofll.6.2 Assets
PCs.

Investments
2.57 In order to achieve progressivity of liquidity
in the money stock measures, the Group propos&s60 Banks’ investments in domestic securities
that banks should classify their time liabilities intocomprise their holdings of ‘approved securities’ and
short-term and long-term liabilities. Short-term time‘other investment’ securities. Approved securities
liabilities are defined here as those with aare bifurcated further into government securities
contractual maturity of one year or less while timeand other approved securities.
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2.61 The expression ‘approved securities’banks (SPCBs), b) urban co-operative banks
emanates from the statutory stipulation that enjoinfUCBSs) and c¢) salary earners’ credit societies. Data
banks to maintain at the close of business on anyn scheduled co-operative banks.( scheduled
day a minimum proportion of their demand andstate co-operative banks and scheduled primary co-
time liabilities in India as liquid assets in the formoperative banks) are available in the fortnightly
of cash, gold and unencumbered approved securiti&€ection 42(2) returns filed by them with the RBI.
comprising Government securities and othemData in respect of non-scheduled co-operative banks
approved securities under Section 5(a) of thare available in the monthly returns under Sections
Banking Regulation Act, 1949. Government24 and 27 of the Banking Regulation Act.
securities include Central and state governments’
securities including treasury bills, treasury deposit2.63 While the SWG had factored in an
receipts, treasury savings deposit certificatesynavoidable lag of two months or so in respect of
recapitalisation bonds and postal obligations. Aparthe flow of data from non-scheduled co-operative
from these investments, scheduled commercidbanks on account of their large number, the delay
banks’ portfolios include i) commercial paper (CP),has deteriorated further over the years and at present
i) units of Unit Trust of India and other mutual non-scheduled co-operative sector figures flow in
funds and iii) shares/bonds/debentures issued hyith a time lag of nearly a year. As a consequence,
a) public sector undertakings other than publianoney supply compilation has been using month-
financial institutions, b) public financial institutions end estimates based on the linear extrapolation of
and c) non-banking private corporate sector. Publithe average annual growth rates of the past five
financial institutions include a) term-lending years.
institutions (such as IDBI, ICICI, IFCI, 1IBI, Exim
Bank and TFCI), b) refinancing institutions (such2.64 In order to examine the possibilities of
as NABARD, SIDBI and NHB) and c) investment expediting the flow of data in respect of non-
institutions such as UTI, LIC and GIC and its scheduled co-operative banks, the Group had set
subsidiaries which are not reported in Section 42(2)p a Task Force (Convenor: Shri R. Ramanujam).
returns. The Group proposes that data on sudhhas been found that most of these banks are not
‘other investments’ be collected and be made a pactomputerised and do not have adequate
of bank credit to commercial sector. On theinfrastructure to ensure timely reporting. In view
classification of these investments in terms ofof the difficulties in obtaining data from major
maturity period, it may be noted that while othercategories of co-operative banks and the time lags
approved securities typically carry a maturityin their reporting, the Group felt that a sample
period of more than a year, investments irsurvey of major co-operative banks for only the
government securities need to be classified intitems of liabilities and assets which have a direct
short-term and long-term government securitiebearing on the monetary survey may be reported at
depending on whether they bear a contractua monthly frequency followed by a population
maturity of up to one year or more than one yearsurvey (Annexure 11.7) In no case should the
reporting delays of the larger of these banks be in
II.7 Reporting Format for Co-operative Banks  excess of one month from the month of reference.
For other banks, such reporting delays should not
2.62 Co-operative banks include i) scheduled statexceed three months. Efforts should, however, be
co-operative banks, ii) non-scheduled state comade to encourage these banks to quickly put in
operative banks, iii) district central co-operativeplace mechanisms to improve their reporting
banks (DCCBs) and iv) primary co-operative banksnethods so that the reporting system could be
comprising a) scheduled primary co-operativecurrent by 2000 AD.
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2.65 An analysis of data for non-scheduled co-distinction between banks and non-banks would
operative banks showed that in respect ofjet blurred making it imperative to widen the
DCCBs, about a third of these banks withinstitutional categories which could be the focus of
deposits of Rs.50 crore and above accounted fgolicy. In order to address these issues the Group
about three-fourths of their total deposits at endeonstituted two Task Forces, one to deal with data
November 1996. The majority of these largereporting system for public financial institutions
banks are concentrated in the six states afConvenor: Shri M.M.S. Rekhrao) and the other
Maharashtra, Gujarat, Tamil Nadu, Kerala,to deal with data issues relating specifically to non-
Uttar Pradesh and Punjab. In respect of UCBshank financial companies (NBFCs) (Convenor:
230 banks out of a total of 1377 banks withShri T. Bandopadhyay). These two Task Forces
deposits of Rs.25 crore and above accounted fangaged their attention to devise a formal data
about 62 per cent out of their total deposits as aeporting system for financial institutions for
end-June 1997. The majority of these large banksompilation of FSS dat@nnexure 11.8)
(184 out of 230) were clustered around
Maharashtra (97), Gujarat (68) and Karnatakdl.8 Term Lending Institutions and
(19), their combined shares accounting for 51.4 Refinancing Institutions (FIs)
per cent of aggregate deposits of all UCBs.

Liabilities
2.66 The Task Force, therefore, suggested that
data on select banking variables in respect 02.68 The liabilities of term lending institutions and
major DCCBs and UCBs would be compiled atrefinancing institutions comprise, apart from
RPCD and UBD on a priority basis as per thd) paid-up capital and ii) reserves, iii) borrowings
time frames suggested above and providedy way of bonds and debentures, iv) deposits (term
expeditiously to the compilers of money supplydeposits and certificates of deposit), v) other
measures in the Department of Economidorrowings (from banks, other financial
Analysis and Policy (DEAP). The Group feelsinstitutions, the Reserve Bank, by way of inter-
that the two departments, RPCD and UBD corporate depositgtc.) which may be classified
would have to take all necessary steps to impresss having contractual maturity of one year or less
upon their regional offices as well as the majoi(short-term) or having contractual maturity of over
co-operative banks to improve the infrastructureone year (long-term) and vi) other liabilities. It may
and to submit the returns on time. Within thebe noted that FIs raise resources from the
medium term of 3 years, all the non-schedulednternational capital markets by way of bonds/
co-operative banks should submit returns in timaelebentures/notes/syndicated loaats,Raising of

preferably through electronic media. resources by each financial institution through
selected instruments such as CDs, term money
FINANCIAL SECTOR SURVEY (FSS) market borrowings, term deposits and ICDs (in case

of select FIs) is, at present, linked to its net owned
2.67 Apart from the compilation of monetary funds (NOF) as at end-March 1997.
survey and broader liquidity aggregates, the Group
proposes the compilation of a comprehensiv®.69 These institutions are prohibited by the
financial sector survey (FSS) to capture theReserve Bank from issuing any instrument with less
dynamic interlinkages between the ‘depositorythan one-year maturity except for borrowings from
corporations’ and the rest of the organised financiahe term money market in a maturity range of 3-6
sector. It was felt necessary because in a deregulatetbnths. Hence, most liabilities of Fls are of medium
environment and with financial innovations, theto long-term in nature. Thus, term deposits by Fls
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have a maturity range of 1-5 years, CDs have generally do not resort to any borrowing.
maturity range of 1-3 years, bonds are generally of

long-term in naturee. above 5 years (though some Assets

bonds of 1-3 years have also been issued). The

maturity of foreign currency borrowings through 2.73 Investments constitute bulk of assets of
loans/bonds is generally long term (over 5 years)nvestment institutions, mostly in Government and
A minimum amount has been stipulated for CDsother trustee securities. The classification of assets
and term deposits each at Rs.10 lakh and Rs.10,088 investment institutions is identical to that for
respectively. term lending institutions.

Assets 2.74 The reporting format for investment
institutions (insurance companies) is furnished in
2.70 The assets of financial institutions compriseAnnexure 11.8 The periodicity of returns will be
i) loans and advances (short-term and long-termjuarterly as these institutions are not in a position
in rupees and foreign currency to corporate bodiedb furnish the data on a monthly basis due to very
state-level financial institutions/RRBs/co-operativewide network of their branches. The investment
banks/housing finance companies, i) investmentstitutions may furnish the information within four
(long-term) - in government and other trusteeweeks from the quarter to which the information
securities, and in shares/debentures of banks/otheglates to. As data on some liability items and asset
Fls/corporate bodies, and (short-term) - in callitems are available only after the finalisation of the
notice money, bills discounted/rediscounted annual accounts, they are at present able to collect
commercial paper, CDs of banks, Treasury Billsdata on their major asset items on a quarterly basis
etc, iii) deposits - with banks, CDs of Fls and withand those on liability items on annual basis.
others, iv) fixed assets, v) cash and baalances However, it is essential that these institutions
- in India and abroad, and vi) other assets. limprove their data collection and reporting system
may be noted that loans and advances comprise order to contribute to efficient policy decisions
bulk of the assets of term-lending institutions. and better risk management.

2.71 The reporting format for Fls is furnished in 11.10 Liabilities and Assets of Mutual Funds
Annexure 11.8The Group proposes that FIs may

furnish the information on a monthly basis within Liabilities

three weeks from the month to which the

information relates to. 2.75 The liabilities of mutual funds consist of
i) initial capital, ii) reserves and reserve fund, iii)
1.9 Investment Institutions (Insurance value of unit capital and iv) other liabilities. The
Corporations) main source of funds is the funds mobilised under
various schemes - domestic (open-ended, closed
Liabilities ended and money market) and offshore funds. These

institutions generally do not resort to any
2.72 The liabilities of investment institutions in borrowings.
India consist of i) paid-up capital, ii) reserves
and reserve fund, iii) life/general insurance fundAssets
and iv) other liabilities - in India and outside.
The main source of funds is the premia collecte@.76 Investments constitute bulk of assets of
on insurance policies. These institutionsmutual funds, largely in shares and debentures of
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corporate bodies. The classification of assets foromponent of regulated depo$it@and which

mutual funds is identical to that for term lendingbypass the intermediation process of the banking

institutions. system is considered by the Group for inclusion in
the broad measure of liquidity.

2.77 The reporting format for mutual funds is

furnished inAnnexure 11.8 The periodicity of 2.80 The liabilities of NBFCs comprise i) public

returns would be on monthly basis. The mutuableposits, ii) borrowings from banks, corporates

funds may furnish the information within three (through ICDs), foreign governments, authorities,

weeks from the month to which the informationindividualsetc, iii) resources raised through issue

relates to. of convertible or secured debentures, iv) other
liabilities (if any). Assets comprise i) investments
I1.11 Valuation of Securities in government securities and in shares, bonds,

debentures, CRdc, of corporates including PSUs,
2.78 ldeally, the valuation of securities should beii) loans and advances, iii) hire purchase, equipment
as close to market rates as possible. However, ieasing and bills discounting, iv) overseas lending
view of the difficulties expressed by Fls in following and v) other assets (if any).
different sets of norms from what they are already
following for furnishing data for money supply 2.81 The major NBFCs are concentrated in six
purposes, different categories of Fls (includingStates - West Bengal, Maharashtra, Tamil Nadu,
mutual funds) may submit the returns based on thdttar Pradesh, Karnataka and Delhi. The Group
existing valuation norms being followed by them;proposes that data on selected items of liabilities
however, they would be advised to gradually moveand assets can be collected from about 150 large
over to the international norm of valuation of companies (currently to be defined as those having
securities, since this is essential for evolving theipublic deposits of Rs.20 crore or above) which

own risk management strategies over time. account for over 90 per cent of the total public

deposits on a quarterly basis, to begin with, which

[1.12 Non-Banking Financial Companies could be improved upon, subsequently
(NBFCs) (Annexure 11.9)

2.79 Non-banking financial companies (NBFCs), I1.13 Flow of Funds Accounts of
comprising hire purchase finance companies, the FinancialSector
equipment leasing companies, housing finance
companies, investment companies, loan companie®,82 The FSS as envisaged would broadly
mutual benefit finance companies, chit fundcorrespond to the sectoral balance sheet of the
companies, miscellaneous finance companiedinancial sector within the SNA or flow of funds
residuary non-banking companietc, provide (FoF) accounts. In India, flow of funds accounts
variety of services similar to those of commercialare prepared on an annual basis with a considerable
banks, although they do not provide chequeabléme lag. While there is little scope for quarterly
facility to their customers. Hence, a part of theirflow of funds accounts given the reporting system
deposit liabilities which directly compete with thosefor the real sector, the quarterly flow of funds
of the banking systenvig., public deposits, a account of the financial sector could bring out apart
from the structure and behaviour of the financial
monstituents are ICDs, non-convertibledebenturess,e(.:t(.)r’ the relatlonshlp b?tween th.e financial
deposits received from shareholders and Directors. activities and the non-financial domestic economy
and the rest of the world.
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CHAPTER Il
COLLECTION AND DISSEMINATION OF MONETARY DATA

3.1 The Reserve Bank of India, as the monetarywo other monetary aggregates (lind M)
authority of the country, is the primary source ofincluding deposits with the post office savings bank
monetary statistics. The need to construct reliablalbeit with a lag. In the Reports on Currency and
and up-to-date monetary statistics in order td-inance, monthly data for the financial year are
provide inputs for the formulation and monitoring published. The data on three monetary aggregates
of monetary policy measures is well recognised al(M , M, and M), on a financial year basis, are
over the world; this is particularly significant where published in the RBI Annual Reports. Furthermore,
monetary targeting is regarded as an importardata on select monetary ratios and on the income
characteristic of monetary policy. Disseminationvelocity of money are published in the Bank’s
of monetary aggregates with the minimal time lagAnnual Reports as well as the Reports on Currency
is important to lend transparency to the centrahnd Finance. These two publications also carry
bank’s operations and influence expectations oéxclusive chapters analysing monetary
economic participants. It also helps to creataelevelopments for the year concerned and the
opportunities for wider debate and to facilitaterationale of policy initiatives during the course of
analysis and research in monetary and financighe year.
economics.

Changes in Reporting Format
[11.1 Current Dissemination Practices

3.3 Inview of proposed changes in the reporting
3.2 At present, the Reserve Bank disseminateformat, monetary data would need to be more
four monetary aggregates through its variousletailed, based on the information furnished by
publications, besides the reserve money or centraélanks. Moreover, with the enlargement of the scope
bank money. ‘Reserve money’ (Ms compiled on  and coverage of the Section 42(2) returns, data on
a weekly basis from the Weekly Statements ofuch items as certificates of deposit (CDs) issued
Affairs of the Reserve Bank of India which are by banks, external liabilities of banks and banks’
available on each Friday as prescribed by Sectiomvestments in ‘other securities’ would now be
53(1) of the RBI Act, 1934. Data on reserve moneyavailable to the public at a higher frequency.
are published in the Weekly Statistical Supplement
(WSS) to the RBI Bulletin within a fortnight from Periodicity of Monetary Data
the reporting Friday under reference. The narrow
and broad money aggregates (&hd M) are 3.4 The Group proposes compilation of four
compiled fortnightly, primarily based on the Weekly monetary aggregates, three liquidity measures and
Statements of Affairs of the RBI as well as Sectiora comprehensive Financial Sector Survey (FSS).
42(2) returns which are filed by scheduled bank§ he frequency of each aggregate and the proposed
with the RBI on alternate Fridays beginning Marchmanner of dissemination are indicated in Table 3.1.
29, 1985. Data on broad money jMre published The Group proposes that the present practice of
in the WSS within three weeks from the reportingcompiling monetary base on a weekly basis and
Friday under reference. Monetary datg @Md M)  monetary aggregates on a fortnightly basis should
for reporting Fridays are also published in detail incontinue. Data on reserve money and monetary
the RBI Bulletins. The RBI Bulletins also publish aggregates should be published in the WSS and in
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other publications of the Bank, as has been theeturns could be discontinued. However, the Group

present practice, and should be placed on the RB4 of the view that the same for the last Friday of

Website. March (not being a reporting Friday) may be
continued in order to capture useful information

3.5 The Group recommends that measures obn portfolio shifts of banks. This is in line with the

liquidity L, and L,should, however, be compiled recommendations of the Chakravarty Committee

on a monthly basis and published in the RBI(1985) which suggested rationalisation of these

Bulletin. It is proposed to publish data opand  bases.

FSS on a quarterly basis in the RBI Bulletin. The

financial sector survey may be accompanied by dreatment of Year-end Data

review of the developments in the financial sector

during the quarter under reference, to bring to th8.7 The treatment of year-end data for scheduled

fore the dynamic interlinkages in the financial sectocommercial banks in money supply needs special

which could be useful in providing important policy mention. It has been found that financial year-end

inputs. monetary aggregates based on their data relating

Table 3.1 : Dissemination of Proposed Monetary Aggregates

Sl. Monetary /Liquidity Frequency of RBI Publications RBI
No. Aggregates Compilation wss RBI RBI RCE Website

Bulletin Annual Report

1 2 3 4 5 6 7 8

I Monetary Aggregates

)M, Weekly v v v v V
ii) M, Fortnightly? v v v v V
i) M, Fortnightly? V V V V V
iv) M, Fortnightly? v v v v V
Il.  Liquidity Aggregates
L, Monthly N N N
iy L, Monthly v v v
i) L, Quarterly \/ - \/ \/
l1l.Financial Sector Survey Quarterly N N N N
' Weekly Statistical Supplement to the RBI Bulletin.
2Report on Currency and Finance.
3 On alternate Fridays beginning March 29, 1985.
Presentation of Data to the last reporting Friday of the yeds-a-vis

those with end-March base have shown substantial
3.6 At present, money supply is compiled on avariability (Table 3.2) depending on the closeness
reporting Friday basis as well as on the last Fridapf the last reporting Friday to the last working day
of the month, in case the Friday is not a reportingf the month. This is because the last working day
Friday. However, monetary aggregates as on thef March is the balance-sheet date of scheduled
last Friday of the month do not seem to carry mucltommercial banks, which typically show a year-
economic significance, given that the random naturend bulge in deposits and credit. Moreover, the
of such Fridays make any meaningful statisticahccounting year-end data (end-March) for both
comparison difficult. The Group, therefore, commercial and co-operative banks are obtained
proposes that monetary data based on last Friddlgrough a special return with a considerable lag
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unlike those for the reporting Friday data. Hence, Table 3.2 : Variations in Broad Money (M,)
as a matter of operational expediency, the Group i&a, M, Growth  Days between  Myrowth
of the view that the year-end monetary data should Rates (Per cent) thte last " bﬁtévleen
consist of commercial as well as co-operative on et Marenas” Friday and and the last
banks’ data for the last reporting Friday of March, reporting March 31@  reporting
and RBI data as of end-March unlike the earlier Friday (in Rupees
practice when co-operative banks’ data for end- crore)
March were considered. However, the year-end
monetary data with scheduled commercial banks! 2 3 4 5
data for the balance sheeF date.(last Wor_kmg 1088-89 178 219 6 6.752
day of March) should continue to be published asgsgg-90 19.4 19.4 7 8,234
i i i 90-91 15.1 16.1 8 11,775
a special table in the RBI Bulletin as has been thg " > 193 181 10 10,913
present practice. 1992-93 15.7 15.5 11 12,053
1993-94 18.4 19.3 12 17,778
. . . 1994-95 22.3 17.5 0 0
3.8  While March-end data has special economiGggs.gg 13.7 142 1 2.768
significance, a proper assessment of moneta 96-9It7P 16.0 16.5 2 6,295
. . . emo Items
conditions in the economy could be made by averaging ayerage 175 17.6 _ _
the data for the fortnights during the financial yearii. Coefficient  14.3 12.6 - -

. . . . 1ati 0,
This would insulate the annual flow of information __°f Varation 6)

from the computational vagaries that point estimate® Excluding Sundays. P Provisional.
. §CBS : Scheduled Commercial Banks.
are subjected to. As may be seen from Table 3.3,
while the long-term trend is more or less the same,Table 3.3 : Financial Year Growth Rates of Broad Money(M)

the financial year growth rates based on average (Per cent)
fortnightly figures are much more stable. Year March-endbasis$  Average basis

1 2 3

[1l.2 Seasonality in Monetary Data 1988-89 17.8 17.3

1989-90 19.4 19.0

: .. 1990-91 15.1 16.7

3.9 The monetary trends at times may dewateiggl_92 19.3 171

significantly from the desired trajectory on accounti992-93 15.7 18.7

of strong seasonal movements. In view of this, man}993'94 184 15.9

. ) ef394-95 22.3 19.8

central banks publish data on sea_son_ally ao_ljust 95-96 13.7 15.7

monetary aggregatesSeasonality in Indian 1996-97p 16.0 16.1

monetary data essentially arises out of i) seasong#®"%6P 17.0 166

demand for transactions balances and ii) operationai. average 175 17.3

practices of the banking system. This implies thatii- Coefficient of Variation (%) 15.6 7.7
the seasonal patterns of the two principa'ljpmvisional

components of the money Supply serieg,, $ With commércial banks’ data for the last reporting Friday of March.
currency with the public and bank deposits should

be assessed carefully. Presentation of monetary

aggregates as such may not clearly portray the tryfionetary movements are not always transparent
monetary situation, as the seasonal factors behing the public. It is, therefore, necessary to

1 Among central banks that publish deseasonalised aggregatggseasonahse the monetary data component-wise

are those of Australia, Canada, Japan, New Zealand, trand _then aggregate t_he resultant components to
Netherlands, Spain, the U.K. and the U.S.A. obtain the deseasonalised monetary aggregates.
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Currency with the Public currency is governed by economic factors, the
seasonal factor for deposits, though generally
3.10 An analysis of the average seasonalnfluenced by non-bank non-government sectors’
factors of currency with the public shows thatportfolio considerations, has also been affected
currency demand follows a V shape dipping inby the accounting practices of the banking
the middle of financial yeaii.€., September). system such as interest applications on time
The demand for transactions balances is usuallljabilities during the quarter ended September
very high during the first quarter of the financial and March of every year. It is, therefore, essential
year (peaking in May), bottoms out by the endto identify such underlying dynamics in the data
of the second quarter and picks up again duringeries to extract an appropriate set of seasonal
the second half of the year. The high currencyactors. As regards breaks in the series, it is
demand during the first quarter of the yeamworthwhile to note that the seasonal factors for
essentially emanates from the realisation ofleposits data after the year 1989 are different
proceeds from the wheat harvest primarilyfrom those for the earlier period as the banking
because the entire quantum of wheatsector switched over to the financial year (April-
procurement takes place during April-June (withMarch) basis of closing of accounts from the
May usually accounting for the bulk of total calendar year basis in that year. It is, therefore,
procurement). Transactions demand picks ugssential that the data series for estimation of
around October with the festival season and iseasonality should not be too long such that the
sustained till March reflectingnter alia,i) rice  structural breaks, if any, are identified (Box
procurement and ii) pick-up in industrial activity 111.1).
during the second half of the year.
3.13 The average seasonally adjusted factors
Bank Deposits computed on the basis of X-11 method show that
broad money follow a kind of U curve bottoming
3.11 The seasonal behaviour of aggregate bankut around the middle of the financial year while
deposits is largely dictated by quarter-endfor currency it peaks at the beginning of the
interest applications, the year-end bulge on th&nancial year. The seasonal factor for aggregate
balance sheet date (end-March) and theleposits declines during the first quarter of the
subsequent ‘unwinding’ of deposits especiallyyear and thereafter gradually increases till the
during the first quarter of the financial year. Theend of the year (Table 3.4).
average seasonal factors of demand deposits
decline during the first half of the year till August 3.14 Considering the importance of
and thereafter pick up till March reflecting the deseasonalised data, more so in a monetary
increase in the economic activity during thetargeting framework, the Group recommends that
second half of the year. The sharp enlargemenhe deseasonalised monetary aggregates be
of seasonal factors for March partly reflects thepublished in the WSS on a regular month-end
window dressing by banks. Time deposits on thdasis with April 1989 as the base date for
other hand follow the reverse trend by risinganalysis of seasonality. The base month has been
during the second quarter (July-September) ando chosen on account of change of accounting
declining thereafter till February. year of the banking system from end-December
to end-March since 1988-89.
Underlying Seasonal Factors

3.12 While the underlying seasonal factor for
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timely compilation and quick dissemination of
monetary aggregates. Presently, the required basic
The IMF Manual on Monetary and Financial Statistics data are made available to the Reserve Bank by
emphasises the importance of seasonal adjustment ofpanks essentially through hard copies which are
series used in current monetary policy. The seaspnal processed at various levels using up considerable

adjustment series must be long enough to provide enpug amount of man-hours. The Grou roposes that
observations (six to ten years) but very long series may ) P prop

be unsuitable for adjustment as they incorporate strucfural SChe_dU|ed banks may be encour_aged to _forward
shifts in series. The 1988 Hilbert Report on the seaspnal Section 42(2) returns to the Regional Offices of
adjustment of monetary statistics in the U.K. referred to the Department of Banking Operations and
the US Census X-11 as ttie factanternational standard. Development (DBOD), Rural Planning and Credit

At present, the X-11 ARIMA package developed |by
Statistics Canada is perhaps the most widely used by Department (RPCD) and Urban Banks Department

statistical offices. The Group, however, recommends{the (UBD), as the case maY_be- utilising the VSAT
use of X-12-ARIMZA, relatively a much more powerful  network. The regional offices of DBOD, RPCD
deseasonalisation package developed recently by the USagnd UBD would, in turn, transmit banking data
Census Bureau. The decision to adjust total§ or g|actronicallyvia the VSAT network to their
components is usually made on a case-by-case basis ti tral offi hich. after d fi
considering the analytical importance of the componénts respective central oflices which, after due scrutiny,
relative to the importance of the tdtal would forward the data to the Department of
Economic Analysis and Policy (DEAP). Over time,

Box Ill.1: Seasonal Adjustment of Monetary Data

Table 3.4 : Average Seasonal Factors of Broad Money (M hOWGVGI‘, the data should be made available by the
Month Broad Currency Aggregate Demand Time reporting financial institutions on an on-line basis
Money  withthe Deposits ~Deposits  Deposits to the Reserve Bank which in turn has to equip
Public itself with wider area networks.
1 2 3 4 5 )
3.16 With the enlargement of the scope and
April 101.24 103.99 100.70 102.21  100.32 ; ;
May 10125 10617 9996 10100 9970 cOVErage of mqne_ztary/_fm_anc_nal_ aggr egates to
June 10057 10325 99.76 10054 9961 €ncompass public financial institutions, investment
July 100.08  99.40  99.89  99.00 100.02 institutions, mutual funds and non-banking financial
Aug. ®.17 - 97.57 9939 97.28 100.03 companijes, the Financial Institutions Division (FID)
Sept. 99.19 9565  99.77  97.82  100.38 . L
Oct. ®86 9770 10022 9876 10058 and Department of Non-Banking Supervision
Nov. 99.87 98.75 100.01 100.00 100.01 (DNBS) would also have to take necessary steps
Dec. ®.r7 9845 100.36 10004 100.26 15 pyt in place a system of regular reporting of
Jan. 955 9925 9980  99.83 9989 N DEAP
Feb. ®43 10021 9953 99.92 9943 '€levantstatistics to
March 100.02  99.68 100.61 103.54  99.76

3.17 Theincrease in the number of aggregates on
which data need to be disseminated would entall
[11.3 Collection of Monetary Data that DEAP is geared to quickly handle the additional
flow of information. The Group proposes that the
3.15 The data collection process is crucial fordata gathering work should be completely
computerised in DEAP on user friendly and
2 Blanchi, Marco (1997), “X-12-ARIMA”, in Software Versatile information technology platforms. The
Reviews,Economic Journal September. relational data base management system (RDBMS)
3 Hein, Scott E. and Mack Ott, (1983), “Seasonally Adjustedis one SUCh available at present_ Th|s COUId be

Money: Procedures, Problems and Proposdfg€feral . -
Reserve Bank of St. Louis Reviévovember. considered by the Reserve Bank with reference to

4The data required from FID and DNBS are given by way ofall its activities where data are large and dlvgrgent,
an illustrative proforma returns #nnexurego Chapter 1. and have to be gathered on a frequent basis.

Note: Based on data from 1988 April through 1996 March.
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3.18 Monetary data should continue to be3.21 The Group proposes that both the existing
disseminated through various publications of theand proposed monetary aggregates may initially be
Reserve Bank as well as in electronic form. Atpublished for at least a year in the relevant Reserve
present, monetary data are available on the InternBtank publications in order to facilitate an
in the RBI Home Page as part of the WSS andinderstanding of the elements underlying the shift
other reports. to the proposed aggregates.

Table 3.5 : Schedule for Collection of Statistics

Revised Reporting System

Sl Sector Department(s)  Revised
. . . No. of RBItoinitiate  Reporting to start
3.19 Inview of the change in the reporting format the work from
prescribed particularly for the commercial and co-; 2 3 4

operative banks, financial institutions and mutual .
funds, the Group proposes that a structured ReserveBankofindia — DGBA October 1998

calendar for each data category may be setin plaéegggﬁg“'e‘j Commercial ~ DBOD Frgg (Fffeggtfgggr

for smooth transition to the new system of reporting 1998

as givenin Table 3.5. 3. Co-operative Banks RPCD and October 1998/

UBD Fi(st Reporting

The New Official Series Friday of October
. 4. Non-Bank Financial DNBS October 1998

3.20 Based on the data available from October companies

1998, it should be possible to publish new officials A categories of FID October 1998

series of monetary aggregates from early 1999.  Financial Institutions
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CHAPTER IV

ANALYTICS OF MONETARY AGGREGATES

4.1 Monetary statistics are required not only forin weighted monetary indices are derived from the
theoretical research but also for formulation,interest returns on the components. The weight of
implementation and monitoring of financial and each component is calculated as the difference
monetary policy. Of the maze of monetary statisticshetween interest return on a ‘benchmark’ instrument
monetary aggregates are often used in manthat is held primarily for investment earnings and
countries either as indicators or direct targets ofhe instrument under consideration. Currency and
policy. As pointed out in Chapter Il, monetary non-interest bearing demand deposits have largest
aggregates are compiled on the basis of consolidateeight in the aggregate because they attract no
balance sheet of the banking sector. In the processterest. Other highly liquid, low-interest
of consolidation, the intra-sectoral holdings ofinstruments are also given larger weights in
assets and liabilities get netted out, yielding in the&eomparison with instruments that have high interest
event simple sum monetary aggregates. Foreturns.

example, currency with the public is added to bank

deposits to obtain broader monetary aggregated.3 The Group, therefore, undertook an exercise
The traditional simple sum monetary aggregateto examine some of the superlative monetary
assume perfect substitutability amongst theimaggregates such as Divisia, Linear, Fisher,
components. This aspect attracted theoretical &eometric and Currency Equivalent indices using
well as empirical criticisms from several quarters.annual data for the period 1978-1997 with the
Notwithstanding these criticisms, simple sumdividend on Unit Trust of India (UTI) Unit 64
monetary aggregates are compiled and publishestheme as the ‘benchmark’ rate. The weighted
by all the central banks of the world as they arenonetary aggregates were evaluated in terms of
easily understood and are relatively easily andheir information content with respect to the goal

quickly compiled. variable (real outputyis-a-visthe simple sum
aggregates. The empirical results suggested that

IV.1 The Money Supply Process Divisia and Linear indices were slightly superior
to the simple sum aggregates in terms of their

Weighted Monetary Aggregates information content. Evaluated in the context of

money demand analysis, these two indices also
4.2 Research in monetary economics gave ris@erformed better in terms of their output and interest
to a number of alternative monetary aggregatesate sensitiveness.
popularly known as ‘superlative monetary indices’,
or ‘weighted monetary aggregates’ (WMA) but4.4 The weighted monetary aggregates, however,
these are generally found in academic/researcére criticised on the grounds that the weights depend
journals. Theoretically, the superlative aggregatesn the choice of benchmark instrument and the
are shown to provide significant improvement oveltindices assume a ‘normal’ relationship between
the simple sum counterparts in measuring the flovghort-term and long-term interest rates which may
of ‘money services’ in the economy. This is achievedot hold in practice. Moreover, the assumption that
by weighting the quantity of each component assdiquidity is inversely related to the rate of return on
with its unique rental price which reflects its relativea financial instrument has been eroded by financial
moneyness. The respective weights of componenitsnovations. Practical problems concerning the
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targeting potential of the superlative aggregates antbnsider the stability and predictability of broad
their linkages to the goal variables still remainmoney multiplier in order to determine the
formidable. For instance, questions like what is thaisefulness of money supply as a concept. The broad
supply function of Divisia Mand how to establish money multiplier (rp) can be expressed as follows:
its relationship with monetary base are not easily

answerable. Moreover, how could one define and M,=m.(M) ...... D)

measure a Divisia Mmultiplier? How do the

operating instruments of monetary policy influenceln its simplest form, mcan be unscrambled as a
the ratios involved in these multipliers? function of its two proximate determinantsz.,
Furthermore, there is always an element oturrency-deposit ratio (c) and reserve-deposit ratio
judgement involved in the choice of a ‘benchmark’(r) *:

rate. In view of these practical difficulties and lack

of a potential policy role that the weighted monetary m= LEC...... (2)

aggregates could have, the Group did not favour
compilation and dissemination of weighted
monetary aggregates. Moreover, an extensive crosBoth ‘c’ and ‘r’ are less than unity.

country survey of 29 countries revealed that except

for the United Kingdom (U.K.) no other country 4.7 The currency-deposit ratio is a behavioural

publishes weighted monetary aggregates. relationship and depends upon the societal
preference for currenoyis-a-visdeposits. It also
Money Multiplier depends on institutional factors such as the spread

of banking habits and the payments system. The
4.5 Money supply determination is essentially reserve-deposit ratio on the other hand is a policy
viewed in terms of a relationship between the centrgdarameter governed by the prescription of statutory
bank money and monetary liabilities of the bankingminimum reserve requirements on bank deposits.
system as a whole. The relationship is denoted by
money multiplier (m). The monetary base consistgl.8 It is important to note that the value of the
of currency and bankers’ deposits with the centramultiplier varies inversely with both ‘c’ and ‘r’.
bank which provides a foundation for expansionThe monthly data on broad money multiplier for
of money and credit in the economy. The monetaryhe period 1970-71 to 1996-97 show that it varied
base is important because it is at times considerad the range of 2.17-3.72 with a mean value of 3.0.
an intermediate policy target controlled by The multiplier has exhibited an upward trend over
authorities that can have measurable impact otime: this would be apparent from the fact that the
income and prices. mean value of the multiplier increased from 2.67

in the 1970s to 3.12 in the 1980s and further to
4.6 Inthe Indian context, since broad money is3.24 in the 1990s so far. The volatility of the
used as a policy target, the Group proposed tmultiplier, measured by its standard deviation,

! The derivation of money multiplier in its simplest form is as where, C : Currency in Circulation.

follows: D : Aggregate Deposits
M,=mM, R : Banks’ Reserves with the Central Bank.
orm = MJ/M_

_C+D_C/D+D/D _ 1+c
C+R C/D+R/D c+r
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which had declined during the 1980s from the 1970s;onfirmation that both InMand InM are 1(1)
however, increased in the 1990s mainly due t@rocesses, Johansen cointegration technique was
frequent changes in the cash reserve ratio (Tablgsed to estimate the long-run equation which was

4.1). estimated as indicated below:
Table 4.1 : Broad Money Multiplier |n(|\/|3) =1.475+1.0881 In(M ...... 4)
Period Maximum  Minimum Mean Standard o ]
Deviation It can be seen that the long-run elasticity gfis/

close to unity. Even with a restriction of unit

1 2 3 4 5 " : .

elasticity on monetary base the cointegrating vector

1970-1997 3.72 2.17 3.00 323 could be established pointing to a long-run stable

1970s 3.07 217 2.67 269 relationship between monetary base and broad
1980s 3.37 2.83 3.12 119 :

1990s 3.72 2.06 3.24 193 money. The process was corroborated by testing

for unit root in the multiplier series itself. The
4.9 Keeping in view the movements in the Dickey-Fuller test confirmed that In(jnis trend
multiplier, the key question is how stable is thestationary.

multiplier which could explain the long-run

relationship between broad money and the moneta®.11 Thus, given the long-run stability of the
base. In order to focus on this issue, the multipliemultiplier, the money multiplier framework could
equation can be expressed after a logarithmibe utilised for policy purposes. However, the money

transformation as follows: multiplier approach to money supply is subject to
criticism on the grounds that it presupposes a
In(M,) = In(M) =In(m)) ...... 3) mechanistic relationship. Moreover, with gradual

deemphasis on cash reserve ratio (CRR) as a policy
If the right hand side of the expression can bénstrument, the multiplier approach may not be an
demonstrated to have been integrated of the ordeppropriate framework to view the money supply
zero,i.e.,ifitis an 1(0) process, then the multiplier process. Nevertheless, the fact that reserve ratios
could be assumed to be stable in the long run. Thisan be effectively used to influence money supply
would mean that cointegrating long-run relationshign the short run would need to be recognised.
between InM and InM, ought to existj.e., both
InM, and InM should be integrated of the same4.12 In order to evaluate the relative importance
order. of the proximate determinants, the multiplier
relationship was reformulated as follows:
4.10 The cointegration exercise between Jravid
InM_ was undertaken by checking for unit root using InM,=f(nM_, c,r) ...... (5)
Stock-Watson test statistics for unit root. The
Stock-Watson procedure was preferred to the usudlhe regression equation was estimated using
Dickey-Fuller test due to presence of higher orde®rdinary Least Square (OLS) technique for the
autocorrelation in the error residuals. Onentire period (1970-71 to 1997-98) and for the latest
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Table 4.2: Regression Results of Broad Money () Multiplier

No. Period Intercept InMo c r R DW

1 2 3 4 5 6 7 8

1. 1970April-1998 March 1.794* (.0555) 1.0022* (.0046) -1.399* (.0364) -2.3934* (.0428) .99 2.19
2. 1991April-1998 March ~ 1.856* (.1657) 1.0093* (.0135) -1.924* (.1797) -2.515* (.1187) .99 217

Parenthetic figures indicate standard errors.
* Significant at 1 per cent level.

period of the 1990s so far (Table 4.2). an effective instrument of modulating variations in
money supply.
4.13 The regression results show that monetary
base has unit elasticity in respect to broad monel/.2 Demand for Money
and both ‘c’ and ‘r’ have the desired negative signs.
The semi-elasticities for ‘c’ and ‘r’ indicate that 4.16 In order to ascertain whether money as
the latter has a larger influence in the determinatiodefined is demanded in relation to the overall
of the multiplier. transactions in the economy, it would be necessary
to relate the chosen monetary aggregate to some
4.14 The predictive power of the multiplier macroeconomic indicator such as GDP or GNP.
equation was found to be quite robust. The out oThe literature attempts to find out which of the
sample forecast of broad money generated for th@onetary aggregates, namely narrow money or
twelve month period of the year 1997-98 based obroad money, is closely correlated with real activity.
fixed initial value of ‘c’ yielded very low Root Mean It is in this context, the demand for money in real
Sum of Squares Prediction Errors (RMSPE). Wderms is sought to be determined by postulating a
varied the sample size to see if we could get differerftinction wherein real money demand is dependent
outcomes. RMSPE, however, remained bound inipon a scale variable (income) and an opportunity
the narrow range of 2.3-2.9 per cent reflecting theost of money (interest rate).
robustness of the prediction. The result is very
significant in the sense that it shows that variationg.17 The broad money demand equation was
in cash reserve requirements would have predictabkxamined on the basis of annual data for the period
impact on money supply notwithstanding thel970-71 to 1996-97. The choice of annual data was
movements in the behavioural currency-deposit ratiainavoidable due to non-availability of quarterly
data series on income (GDP). The nominal money
4.15 In order to gauge the impact of changes irdemand equation showed a long-run price elasticity
CRR on the multiplier and hence the broad money;lose to unity when the Wholesale Price Index
the impulse response function for 1.0 percentag@/VPl) is taken as the indicator of price level and
point change in CRR was estimated. The response income elasticity of 1.5-1.6.
of the multiplier to 1.0 percentage point sustained
increase in CRR was a decrease of 0.7 percentagel8 Given that the long-run price elasticity is
point in the long run. Moreover, it takes aroundclose to unity, two alternate specifications of real
two quarters for a sustained increase in CRR tdemand for broad money equation were estimated
exert its full effect on the multiplier close to its with a scale variable and an opportunity cost
long-run value. The CRR thus could be considereglariable as the explanatory factors. The interest
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rate as proxied by the call money rate was noperiod were tested by employing cusum and
significant though it had the desired negative signcusum of square techniqgues (CUSUM and
Even when the GDP deflator was taken as th€USUMSQ). These tests based on recursive
indicator of price level to derive real moneyresiduals are more suited to detect gradual
balances, there was no significant change in thehanges. Both these tests pointed to parameter
estimated income elasticity of demand for broadtability. The CUSUM and CUSUMSQ tests
money. The long-run income elasticity of demandwvere supplemented by using recursive least
for broad money from the alternate specificationsquare (RLSQ) approach which showed that the
worked out in the narrow range of 1.5 - 1.6 aftempaths of the parameter generally did not cross
correction for auto-correlation (Table 4.3). the two standard error bands suggesting that they
were fairly stable in the long run. However, the
4.19 The real broad money balances andparameter paths were not exactly horizontal

Table 4.3 : Money Demand Equations

2
No. Equation Intercept In WPI In WP| In GDPC In CMRT R DW  ADF Test on
Co-integration
1 2 3 4 5 6 7 8 9 10
1. LnM, -11.39 1.08 - 1.48 - .99 1.50
(-4.50) (7.16) (5.57)
2. LnM, -11.89 - 1.04 1.55 - .99 1.73
(-2.66) (3.73) (3.23)
3. LnRM, -12.02 - - 1.57 -0.03 .99 1.71
(-8.29) (12.91) (-.77)
4. LnRM, 12.31 - - 1.59 - .99 1.59 Co-integrated
(-9.44) (14.52)
5. LnRM}* -10.93 - - 1.45 -0.016 .99 1.88
(-8.60) (13.84) (-.44)
6. LnRM* -11.05 - - 1.46 - .99 1.82 Co-integrated
(-9.34) (14.74)

Parenthetic figures indicate t statistics.

* Deflated with GDP Deflator (GDPDF).

M, : Nominal Broad Money Stock.

RM; : Real Broad Money Stock.

WPI : Wholesale Price Index.

GDPDF : GDP Deflator.

GDPC : GDP at factor cost at constant (1980-81) prices.
CMRT : Call Money Rate.

aggregate income were found to be cointegratethdicating that they were not constant over time.
reflecting a long-run equilibrium relationship

between real broad money (Mand real GDP. 4.20 Besides the parameter stability, the
However, in order for the broad money demandredictive stability of the equation is equally
equation to be adequately used for policyimportant for its use for policy purposes. In order
purposes, the stability properties are veryo evaluate the predictive stability, the reduced form
critical. In view of the cointegrating relationship, money demand equation was estimated for the
while the stability of the model was ensured, theperiod 1970-71 to 1992-93 to generate out of
variations in the parameters within the samplesample forecast for the post reform period covering
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1993-94 to 1996-97. The actual and predictedv.3 New Monetary Aggregates

values indicated that the equation consistently

overpredicted the demand for money (Table 4.4%.22 In order to evaluate the performance of the
and the Root Mean Sum of Squares Predictiomew monetary aggregates proposed by the Group,
Error (RMSPE) was relatively high at about 16an exercise of estimating the three monetary
per cent. This would imply that there has been aaggregates (M M, and M) and two liquidity
unidirectional short-term deviation from the long- aggregates (land L)) was undertaken on a monthly
run equilibrium path which needs to be captured ifbasis for the period April 1993 to March 1997
terms of other relevant variables to ensure predictivéAnnexures 1V.1 and I\J2The information content
accuracy. This would also mean that monetarpf these new aggregates was tested econometrically
policy exclusively based on the demand functiorby using non-nested models with the index of
for money could lack precision. industrial production and wholesale price index
(WPI) as goal variables. The non-nested tests

Table 4.4 : Dynamic Forecast of Broad Money (M .
favoured M to both M and M, reflecting that M

Years InM, (Actual LnM, (Predicted) Error . . .

M ) 3 ) has the potential of emerging as an important
1 2 3 4 aggregate which could be useful for policy
1993-94  7.3920 7.4496 --05761 purposes. Butin a model with Mnd M, the latter
1994-95 7.4696 7.5932 -.12359 .1
1995-96 75412 77922 18098 was favoured. In a comparison between broader
1996-97 7.6292 7.8544 -.22519 monetary aggregates and liquidity aggregates, the

_ _ _ latter seem to perform better. However, given the
4.21 It is necessary to emphasise that linkageshort sample period and the inherent limitation of
between monetary aggregates and economic activifaking industrial production as a proxy for overall

have not remained constant over the years. Théconomic activity, it may yet be premature to derive
changing character and content of financial marketgefinitive conclusions.

over the years have, mainly, been responsible for

the earlier revisions and updating of the simple4.23 |n order to capture the emerging dynamics,
sum monetary aggregates in India. Since the midhe monthly data on the new broad money aggregate
‘'seventies, the stability property of the money(m.) for the period 1993-94 to 1996-97 were
demand function has come under close scrutinyeformulated in a money demand function which
Most of the studies in India have addressed thig/as estimated following Johansen’s cointegration

issue of stability in long run relationship, broadly, approach. The estimated cointegrating vector is
in two ways: structural stability (model stability) indicated below:

and parameter stability of the structural long-run INRM, = 2.81 + 0.78 InSIIP - .052InG91

equations. Since the structural equation represents + .10 INREERT...... (6)

steady state equilibrium condition, it would have where,

only static stability. Therefore, an appropriate RM, : Real broad money (as proposed by
framework of examining this issue could be to study the Group)

the dynamic stability of an error correction model SIIP : Seasonally adjusted index of industrial
(ECM) rather than the original structural equation. production

However, availability of only annual data on GDP GO91 : Yield rates of 91-day Treasury Bills

and the short period for which the data on other REERT : Trade weighted real effective

related variables are available following the reforms exchange rate

of the financial sector, posed serious difficulties for

empirical estimation of a robust ECM model. |t would appear that interest rates and exchange
rate have become important determinants in
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explaining the money demand equation in the rece.26 There are at least four distinct monetary
period. Although this exercise has its owntransmission channels that one finds in the literature
limitations in terms of the short sample period andas of concern for policy makers. They are : a) the
specification of the scale variable in terms of thequantum channel, especially relating to money
index of industrial production, it does point to thesupply and credit; b) the interest rate channel; ¢)
emerging dynamics and the alternate channelthe exchange rate channel, and d) the asset prices
through which monetary policy could affect the goalchannel. Monetary policy impulses under the
variables. quantum channel affect the real output and price
level directly through changes in either reserve
4.24 The cointegrating relationship between realmoney, money stock or credit aggregates. The
money balances and a set of variables does naemaining channels are essentially indirect as the
however, necessarily reflect the direction ofpolicy impulses affect real activities through
causation. The issue of causation is, thereforeshanges in either interest rates or the exchange rate
addressed by examining the causality and ther asset prices. In an environment where interest

transmission mechanism of monetary policy. rates and the exchange rate are regulated, the
quantum channel is the most important channel of
IV.4 Causality among Money, Output and transmission of monetary impulses. The quantum
Prices channel, however, tends to lose some of its pre-

eminence in the deregulated environment. This is
4.25 The tests of Granger’s Causality betweemot to say that the quantity variables are not
nominal money and nominal income carried out inmportant in the determination of the goal variables.
a two variable vector autoregression (VAR)The quantum variables, however, tend to become
framework showed a bi-directional causality,,  more sensitive to the price mechanism and respond
while nominal money causes nhominal income, théo changes in the interest rates and the exchange
latter also causes the former at an acceptable levedte. It is, however, important to note that none of
of significance. However, when shocks were giverthe channels of monetary transmission operate in
to nominal income and nominal money, the forecagsolation. There are, in fact, considerable feedbacks
error variance decomposition showed that thend interactions, which need to be carefully sifted
impact of shock to nominal money on nominalfor a proper understanding of the transmission
income was much larger and more persistent thamechanism. Gradual liberalisation of the financial
the impact of shock to nominal income on nominamarkets from administrative controls, increasing
money. The causal analysis between real moneyse of interest sensitive funds, globalisation of
and real output showed that there is a stron§inancial markets and above all, rapid diffusion of
unidirectional causation running from real outputfinancial innovations accentuate the complexity of
to real money. It could be inferred from the causalitthe monetary transmission process.
analysis that an expansionary monetary policy
unaccompanied by an increase in real output could.27 In the Indian context, earlier studies did not
only resultin increase in nominal income and hencénd any definitive evidence of a unique transmission
prices. The question of how exactly monetary policyprocess as both money supply and interest rate
influences output could be addressed effectively bghannels were found to transmit the monetary

examining the transmission mechanism. impulses in the economy. In recent times significant
changes have taken place in the financial system.
IV.5 Transmission Mechanism of The market determined exchange rate system has
Monetary Policy been in place since March 1993. In the money

market, the overnight (call) rates were freed from
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the ceiling of 10 per cent in May 1989 and sincesegments of the economy. Moreover, broadening
then the number of participants in the call moneyand deepening of money market has contributed to
market has increased. The interest rate ceilings ahe development of interlinkages, facilitating liquidity
rediscounting of commercial bills were also pass through across various segments of the money
withdrawn in May 1989. Commercial Paper (CP)market.

was introduced in 1990 and the provisions

governing the issuance of CPs have been made mate28 In regard to bank lending rates, scheduled
liberal over time. The instrument of Certificates ofcommercial banks were given freedom to fix their
Deposit (CDs) was introduced in June 1989 angrime lending rates (PLRs) for credit limits of over
scheduled commercial banks as well as publi®ks.2 lakh from October 1994. The lending rates
financial institutions were allowed to set up moneyfor credit limit of up to Rs.2 lakh were administered
market mutual funds (MMMFs) in April 1992. although the element of cross subsidisation between
However, more significant have been the changethe commercial rates and concessional rates have
initiated in the government securities market withdeclined. However, the outstanding amount of
steps taken to develop Treasury Bills as moneloans below Rs.2 lakh are quite substantial
market instruments. New instruments of 364-dayaccounting for about 28.0 per cent of total loans
auction Treasury Bills (fortnightly) and 91-day by scheduled commercial banks as at the end of
auction Treasury Bills were introduced in April March 1995. Another dimension that has had a
1992 and January 1993, respectively. Recently, 14trong bearing on the lending practices of banks is
day auction Treasury Bills have been introduced inhe institution of prudential norms of income
June 1997. Furthermore, the Central Governmentiecognition, asset classification and provisioning
market borrowings in dated securities have beewhich have revealed large non-performing assets.
put through an auction process since 1992-93. Thas a result, the commercial banks have become
short-term liquidity management has beemmore sensitive to credit risk. The large volume of
undertaken by conducting repos, an instrumenton-performing assets has also kept the spreads
introduced in December 1992, and after a periothigh imparting a degree of stickiness to the bank
of repose, reactivised since November 1996. Thiending rates. The focus of the banks on their prime
Reserve Bank initially conducted repos for aborrowers during periods of credit squeeze raises
maturity of upto 14 days which is the cycle forthe borrowing cost of non-prime borrowers. The
reserve requirements. More recently, the ReservieLRs, however, generally responded to the changes
Bank has been conducting three-day repos to absairbthe Bank Rate since April 1997 when the Reserve
short-term liquidity and even out money marketBank linked it to all its lending rates. In an important
rates. The Reserve Bank has also commenced daggnse, the Bank Rate has been seen as signalling
fixed rate repos for a maturity of three dayihese the stance of monetary policy. Interest rates at the
developments have not only given a markeshorter-end of the market have generally followed
orientation to the government securities market buthe direction of the Bank Rate, but the effect of
the introduction of a variety of financial instrumentsBank Rate changes on long-term interest rates is
has facilitated better cash management of variousot yet very clear.

4.29 The emerging evidence on transmission
2 The Reserve Bank has announced on April 29, 1998 that thannels was examined for the period April 1993
would soon introduce daily repos on both fixed interest ratqo March 1997 in a vector autoregression (VAR)

and auction basis. ; ;
3 The present position in this regard is that effective ApriImOdeI with broad money QVB'S estimated by the

30, 1998, these rates could vary, subject to the ceiling dPr€Sent Group), index of industrial prOdUCtion_(Used
PLR. as a proxy for output), non-food bank credit and
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yields on 91-day Treasury Bills (proxy for interestpronounced through interest rates as against the
rates). The response of output to one standarekchange rate. The comparatively weak influence
deviation shock to money in the short run (12of exchange rate may have to be duly taken note
months horizon) was analysed through two alternatef, given the relatively low level of openness of the
channelsyiz.,interest rate and credit channel. Theeconomy and prevalence of external capital
results indicated that an expansionary monetargontrols.
policy reduces interest rate and tends to improve
output. Similarly, an expansionary monetary policy4.31 The details of empirical results are given
increases credit and output. However, outpuin the Technical Atachmentat the end of this
response to expansionary monetary policy operatinGhapter.
through interest rate was found to be stronger and
more persistent than that of the credit channel. 14.32 In light of the incipient empirical evidence,
the deregulated environment, the rate channdhe Group felt that while financial sector reforms
appears to have the potential of emerging as would help address the imperfections in various
critical variable influencing the credit aggregate. segments of the financial system, it is necessary to
formulate appropriate monetary and credit
4.30 An alternate specification of VAR model was measures to explain the nature of the interface
set up to examine the impact of money, interest ratdsetween the real and financial sectors of the
and nominal exchange rate on inflation. The resulteconomy. The efficacy of monetary policy would
showed that an expansionary monetary policyhinge critically on the effectiveness of the
would reduce the interest rate and depreciate thieansmission mechanism in which the rate as well
exchange rate and would ultimately show up in ams quantum variables would have decisive roles to
increase in inflation. The impact of an expansionarylay. Monetary and credit measures, therefore, need
monetary policy on inflation was found to be moreto be monitored for policy purposes and utilised in
the overall financial management for improving the
allocative efficiency in the system.
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CHAPTER V

SUMMARY AND RECOMMENDATIONS

5.1 The Reserve Bank of India has a longindian standards in this regard are close to the
tradition of compilation and dissemination of international ones. The Manual, now available in
monetary statistics, dating back to July 1935draft form, onMonetary and Financial Statistics
However, the rationale and analytical foundation{MFS) by the International Monetary Fund (IMF)
behind the compilation of monetary aggregategprovides the benchmark for such comparison. Apart
were provided to the public only in 1961 throughfrom the usefulness in mimicking relevant
the report of the First Working Group on Moneyprovisions of theMFS ManuaJ the ongoing
Supply (FWG), which were further refined andfinancial liberalisation and the gradual move
broadened by the Second Working Group (SWG}owards indirect instruments of monetary control
in 1977. Far-reaching changes have since takemould make it imperative to collect and prepare a
place in the macro-economic and financialcomprehensive set of accounts of the entire financial
environment necessitating a fresh look at thesector at regular intervals for policy purposes
compilation of monetary aggregatézafas 1.1- (Paras 1.11-1.1p
1.2).

5.4 There is no unigue definition of ‘money’,
5.2 The behaviour of monetary aggregates reflectgither as a concept in economic theory or as
variations in aggregate demand in a medium- to longmeasured in practice. Money is a means of payment
term perspective, in situations typical ofand is thus a lubricant that facilitates exchange.
underdeveloped economies, where household#loney also acts as a store of value and a unit of
savings are held to an overwhelming extent in thaccount. In the real world, however, money provides
form of currency and deposits. The implementatiormonetary services along with tangible
of a series of liberalisation measures in India sinceemuneration. It is for this reason, money has to
the late 1980s provided considerable manoeuvrabilithave relationship with the activities that economic
to banks and financial institutions in the choice ofentities pursue. Money can, therefore, be defined
their portfolios. As a result, banks have beenfor policy purposes as the set of liquid financial
particularly in the last three years, under increasingssets, the variation in the stock of which could
competitive pressure to seek resources from sourceéspact on aggregate economic activity. As a
that go beyond their traditional areas. Yet another issugatistical concept, money could include certain
that has been increasingly becoming apparent is tHiguid liabilities of a particular set of financial
gradual blurring of distinctions in the operationsintermediaries or other issueBafas 2.1-2.3
among the institutionsyiz, commercial and co-
operative banks, development financial institution®s.5 With regard to the sectorisation issue the
and non-banking financial companies. Thesd&sroup decided that, in the Indian context, even
operations tend to affect the efficacy of the existinghough the development financial institutions and
monetary aggregates, and efforts are, therefor@on-banking financial companies are allowed to
required to be made to capture these developments;cept deposits from the ‘public’, it may not be
in order to appropriately capture the changes imppropriate to treat these institutions as ‘depository
aggregate spendinB#éras 1.6-1.8 corporations’ in view of the restrictions prevalent

on their deposit taking activities and the relatively
5.3 Besides there is a need to ensure that themall share of their deposit liabilities to total
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liabilities. For the purpose of money supply external liabilities. Accordingly, from among the
compilation, the Group proposes to restrict thevarious categories of non-resident deposits at
coverage of ‘depository corporations’ only to thepresent only FCNR (B) deposits may be classified
banking sectorRara 2.5. as external liabilities and excluded from the
domestic money stock@ras 2.10-2.11L
5.6 Analogous to the notion of the ‘depository
corporation’ and keeping in view the prospective5.9 On review of the monetary aggregates now
availability of information on the rest of the being published, the Group recognised that from
organised financial sector, the Group proposes tamong the four measures of moneyavid M, are
use the concept of financial corporations sectorthe two measures which are extensively used both
and define it to include the following institutional for policy purposes and in academic exercises. Use
categoriesyiz., ‘banking sector’, ‘development of data on M and M, are conspicuous by their
financial institutions, which include term lending near-absence. The introduction of &hd M, as
institutions and refinancing institutions (FIs)’, money stock measures seems to have been prompted
‘insurance corporations’, ‘mutual funds’ and ‘non- by the fact that during the pre-1969 period, post
banking financial companies accepting depositeffices catered banking facilities in many places
from the public’ Para 2.7. where banks were not in existence. The strength of
this reasoning has lost much of its sharpness with
5.7 The money issuing sector is considered aghe strong growth of the banking network in rural
part of the financial corporation secteiz.,the and semi-urban areas since then. As betwegn M
banking sector. The money holding sector on thand M,, the latter captures the balance sheet of the
other hand comprises resident units outside thbanking sector, the institutional category which has
money issuing sector. The money holding sector ibeen the focus of policy. In India as in many
defined as the ‘commercial sector’, alternativelycountries, the broad money concept has been found
defined as ‘public’, which includes households, nonto be operationally useful because of better
financial commercial sector and non-depositorycorrelation with aggregate economic activitafas
financial corporationsRara 2.9. 2.17-2.18.

5.8 Residency essentially relates to the countrys.10 The Group is of the view that the present set
in which the holder has a centre of economiof monetary aggregates are not in conformity with
interest. Currency and deposits held by the nonthe largely followed norm of progressivity in terms
residents in the rest of the world sector wouldof liquidity. Moreover, the treatment of postal
presumably be related to balance of paymentdeposits as monetary aggregates may not be in
considerations such as international capital flowharmony with the notion of ‘depository
rather than to the domestic demand for monetargorporation’, since the postal department is a part
assets or to the use of money in domestiof general government. It was felt that as part of
transactions. While there is a need to categorisinancial innovations, while financial institutions
deposit liabilities by residency it may not be may issue financial assets closely resembling bank
appropriate to exclude all categories of non-residerdeposits, it may not be appropriate to treat them as
deposits from domestic monetary aggregates as nomonetary assets unless the institutions provide
resident rupee deposits are essentially integrateskrvices similar to that of the banks. In fact, many
into the domestic financial system. The Group,countries have dealt with this issue by constructing
therefore, proposes that only non-residenmeasures broader than ‘broad money’ (sometimes
repatriable foreign currency fixed deposits shouldtalled very broad money, or extended money supply,
be excluded from deposit liabilities and treated asr liquidity and denoted by ‘L', M2+, M3 extended
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or M3E, MCT, ALP,etc). Liquidity measures and certificates of deposit of financial institutions
generally include instruments that are considereds these liabilities directly compete with the
to be good substitutes for broad money, or includéabilities of the banking sector and ii) those
a range of instruments that may be empiricallyliabilities of non-banking financial companies
related to overall economic activity or prices. SUcCHNBFCs) such as public deposits (a component of
instruments, which compete with broader monetaryegulated deposits) which are competitive to
aggregates could, therefore, be treated as part déposits with commercial banks and bypass the
liquidity measures. Thus, the Working Group process of bank intermediation. Some countries
sought to differentiate monetary aggregates froninclude Commercial Papers and Treasury Bills
other financial aggregates not so much on the basisider the broad liquidity measure. In the Indian
of the attributes of the instruments themselves asontext, these two instruments are predominantly
on the nature and functioning of institutions issuingheld by banks and financial institutions and hence
such instrumentdaras 2.19-2.2p should not form a part of liquidity of the non-
financial non-government sector. Keeping in view
5.11 In this context, the comparison of monetarythe negligible presence of money market mutual
aggregates across countries is useful in thtunds (MMMFs) at present, the Group did not
evaluation of our own monetary statistics. A surveyfavour inclusion of MMMFs in monetary or
of 29 countries reveals that there is a wide diversitliquidity aggregates, which instead could be
in the definition of monetary aggregates dependinglassified under ‘non-depository financial
on the development of money substitutes althougborporations’. Accordingly, the Group recommends
the basic definition of money supply — the narronmcompilation of four measures of monetary
money (M) — has remained relatively unchanged.aggregates, and three measures of liquidity
As regards broader monetary aggregates, apaaggregates besides a comprehensive financial sector
from currency and deposits, the following survey (Box 11.3, Page 17pPéras 2.22-2.21
instruments merit consideration for inclusion: i)
other (outside the ‘depository corporations’) call/5.13 M, isessentially the monetary base, compiled
term funding and ii) non-convertible debenturesmainly from the balance sheet of the Reserve Bank
(NCDs) issued by banks. While banks in India areof India; M, purely reflects the non-interest bearing
yetto issue NCDs, banks rely on call funding frommonetary liabilities of the banking sector,,M
non-bank financial institutions which could be includes besides currency and current deposits,
included in broader monetary aggregateéar@  saving and short-term deposits reflecting the
2.2]). transactions balances of entities, Vs been
redefined to reflect additionally to Mhe call
5.12 While the Group is of the opinion that the fundings that the banking system obtains from other
consolidated account of the banking sector may b#nancial institutionsPara 2.26.
considered for compilation of monetary aggregates,
it proposes that the items of liabilities of non-5.14 Bank credit is often specifically referred to
banking financial institutions which are in several writings in monetary economics, as a
predominantly held with the public and which critical variable affecting consumption and capital
compete with broad money aggregates may bformation in a direct manner. As such it is often
included in various measures of liquidity. One suchregarded as a more useful indicator of real sector
item is post office deposits on which monthly dataactivity than money supply. In India, one of the
are available albeit with some time lag. There arepbjectives of monetary policy is clearly stated in
however, other instruments which could be includeafficial documents as one of ensuring adequate flow
in the broad measure of liquidity: i) public depositsof credit to the productive sectors of the economy.
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But as changes in bank credit are treated asector would also include banks’ investments in
impacting wholly on money supply in the absenceshares, debentures, bonds, commercial petoer
of a movement in foreign exchange assets, credithich would enhance the value of the commercial
aggregates were hitherto not considered aeredit aggregate as an important informational
important. This situation, however, may notvariable Paras 2.31-2.3p
continue for long in view of growing openness of
the economy. Hence there is, a clear need for haviriy16 Net foreign exchange assets (NFA) of the
comprehensive measures of credit. At present whilbanking sector comprise the RBI's net foreign
credit to government from the banking system iexchange assets and the net foreign currency assets
clearly identified, bank credit to the commercial of the banking system. While there is no change in
sector, in the conventional sense, includes onlyhe composition of net foreign exchange assets of
advances in the form of loans, cash creditthe RBI, net foreign currency assets of the banking
overdrafts, bills purchased and discounted andystem should comprise their holdings of foreign
investments in approved securities other thamurrency assets net of i) their holdings of non-
government securities. However, commercial bankeesident repatriable foreign currency fixed deposits
have in recent years been investing in securities suethich is presently defined to include FCNR(B)
as commercial paper, shares and debentures isswelposits and ii) overseas foreign currency
by the commercial sector which are not reflected ifborrowings. The capital account of the banking
the conventional credit aggregates. The Groupsystem, the net unclassified assets and liabilities
therefore, proposes to broaden the definition of bankave hitherto been classified under the omnibus
credit to the commercial sector by including all thesdnead of net non-monetary liabilities (NNML) of
investments in the conventional credit aggregateshe banking sector. Of late unexplained changes in
Another major problem in the present reportingNNML have been a major source of variations in
system has been that there is no estimate of creditonetary aggregate. The Group proposes to do
flow from the entire financial system either to theaway with the present concept of NNML in the
government or the commercial sector. The Groupresentation of the monetary survey; instead, the
proposes to address this lacunae by recommenditoglancing items could be: i) capital accounts and
preparation of a comprehensive financial sectoii) other items (net) which would be in conformity
survey on a quarterly basis which would throw upwith the international practic®éras 2.33- 2.3%
estimates of credit from the financial sector to: i)
government and ii) non-financial commercial sectoi5.17 In India, an increasing volume of purchases
(Paras 2.27-2.29) is being made on credit cards. The Group, therefore,
debated on the treatment of transactions undertaken
5.15 The monetary aggregates thus defined cathrough credit/debit cards. In so far as credit-card
essentially be presented in a balance shegiurchases and the elimination of physical bank
framework by consolidation of the accounts of thecheques merely provide more convenient and
banking sector. The components derived from thefficient means of transferring demand deposits,
liabilities side could be matched with those on thehey do not call for any redefinition of the money
assets side of the consolidated balance sheet of teack — although they may lead to a higher velocity
banks. The sources (assets) side can functionaltyf circulation. TheMIFS Manuais also of a similar
be depicted by i) domestic credit, ii) net foreignview that contingent instruments, such as lines of
assets, iii) capital account and iv) other items (net)credit on credit cards, are not financial assets and
The break up of domestic credit would include i)are not recorded in monetary and financial data,
net credit to the government and ii) credit toregardless of whether they are electronic in nature
commercial sector. Bank credit to the commerciabr not. Similarly, debit cards which use remote
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terminals to debit user’'s deposit account angrepared on each Friday under Section 53(1) of
immediately credit vendors’ accounts does nothe RBI Act 1934 Para 2.4).
necessitate a redefinition of monetary aggregates
as the transaction serves the same function &21 The Group proposes a comprehensive
cheque, but the transfer is immedid®ara 2.3§. Commercial Bank Survey (CBS) on the lines of
the MFS Manualon the basis of the scheduled
5.18 Several new technologies are underbanks’ summary statements on their demand and
development to make paymeniacomputer chips, time liabilities and selected assets as at close of
through computer networks, or across theusiness on every alternate Friday on the basis of
worldwide Internet. It has been suggested thateturns filed with the RBI in terms of Section 42(2)
electronic equivalents will be developed for allof the RBI Act beginning March 29, 1985
major payments methods : currency, cheques, delstipplemented by additional items of liabilities and
cards, credit cards and travellers’ cheques. Faassets as proposed by the Group essentially to
example, electronic currency issued by commercialeflect the changing scope of their activitiBala
banks appears to have characteristics of a priva&51).
currency that can compete with the official national
currency. These may develop rapidly and have &.22 In view of the difficulties in obtaining data
variety of as yet undetermined, but possibly largefrom major categories of co-operative banks and
effects on monetary and financial system. If theséhe time lags in their reporting, the Group felt that
systems establish themselves, new statistical sample survey of major co-operative banks for
definitions, classification systems and reportingonly the items of liabilities and assets which have a
procedures may be need&fa 2.39. direct bearing on the monetary survey may be
reported at a monthly frequency followed by a
5.19 Derivatives have grown enormously in recentpopulation survey. In no case should the reporting
years in many industrial countries and have maddelays of the larger of these banks be in excess of
a noticeable presence in some of the major emergirane month from the month of reference. For other
economies with increasing participation by banksbanks, such reporting delays should not exceed three
In India, as market trading in derivatives is yet tomonths. Efforts should, however, be made to
be introduced and transactions in derivatives arencourage these banks to quickly put in place
privately-arranged, these are treated as off-balanaaechanisms to improve their reporting methods so
sheet items. The Group is of the view thatthat the reporting system could be current by 2000
derivatives may not have any immediateAD. ‘Sunset’ provisions may be set in place to
significance in the compilation of monetary ensure that reporting by non-scheduled co-operative
aggregates. However, developments in the area bfainks is complete by 2000 APdra 2.64.
derivatives should be periodically monitored as
monetary transmission mechanisms may be affectési23 Apart from the compilation of monetary
if large volumes of derivatives hedge a variety ofaggregates and broader liquidity aggregates, the
market exposure$@ra 2.4Q. Group proposes the compilation of a comprehensive
financial sector survey (FSS) to capture the
5.20 The Group felt that a survey of the Reservedynamic interlinkages between the ‘depository
Bank of India’s balance sheet with the focus orcorporations’ and the rest of the organised financial
the monetary base or reserve money)(May sector Para 2.67.
continue to be preparedlbeit with certain
modifications on a weekly frequency on the basi$.24 The Group proposes that data on selected
of the Weekly Statement of Affairs of the RBI items of liabilities and assets can be collected from
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about 150 large NBFCs (currently to be definednvestment in ‘other securities’ would now be
as those having public deposits of Rs.20 crore cavailable to the public at a higher frequeregr@a
above) which account for over 90 per cent of the3.3).
total public deposits of all NBFCs on a quarterly
basis, to begin with, which could be improved upon5.28 The Group proposes compilation of four
subsequentlyRara 2.8). monetary aggregates, three liquidity measures and
a comprehensive Financial Sector Survey (FSS).
5.25 The FSS as envisaged would broadlyThe frequency of each aggregate and the proposed
correspond to the sectoral balance sheet of th@anner of dissemination are indicated in Table 3.1
financial sector within the SNA or flow of funds (Page 52). The Group proposes that the present
(FoF) accounts. In India, flow of funds accountspractice of compiling monetary base on a weekly
are prepared on an annual basis with a consideraldasis and monetary aggregates on a fortnightly basis
time lag. While there is little scope for quarterly should continue. Data on reserve money and
flow of funds accounts given the reporting systemmonetary aggregates should be published in the
for the real sector, the quarterly flow of fundsWSS and in other publications of the Bank, as has
account of the financial sector could bring out aparbeen the present practice, and should be placed on
from the structure and behaviour of the financiathe RBI WebsiteRara 3.9.
sector, the relationship between the financial
activities and the non-financial domestic economys.29 The Group recommends that measures of
and the rest of the worldéra 2.83. liquidity L, and L,should, however, be compiled
on a monthly basis and published in the RBI
5.26 The Reserve Bank of India, as the monetaryBulletin. It is proposed to publish data opalnd
authority of the country, is the primary source ofFSS on a quarterly basis in the RBI Bulletin. The
monetary statistics. The need to construct reliablénancial sector survey may be accompanied by a
and up-to-date monetary statistics in order taeview of the developments in the financial sector
provide inputs for the formulation and monitoring during the quarter under reference, to bring to the
of monetary policy measures is well recognised alfore the dynamic interlinkages in the financial sector
over the world; this is particularly significant where which could be useful in providing important policy
monetary targeting is regarded as an importarihputs Para 3.5.
characteristic of monetary policy. Dissemination
of monetary aggregates with the minimal time lags.30 At present, money supply is compiled on a
is important to lend transparency to the centrateporting Friday basis as well as on the last Friday
bank’s operations and influence expectations obf the month when it is not a reporting Friday.
economic participants. It also helps to creatdHowever, monetary aggregates as on the last Friday
opportunities for wider debate and to facilitateof the month do not seem to carry much economic
analysis and research in monetary and financiaignificance, given that the random nature of such
economicskara 3.J). Fridays make any meaningful statistical comparison
difficult. The Group, therefore, proposes that
5.27 Inview of proposed changes in the reportingmonetary data based on last Friday returns could
format, monetary data would need to be moréde discontinued. However, the Group is of the view
detailed, based on the information furnished bythat the same for the last Friday of March (not being
banks. Moreover, with the enlargement of the scopa reporting Friday) may be continued in order to
and coverage of the Section 42(2) returns, data crapture useful information on portfolio shifts of
such items as certificates of deposit (CDs) issueldanks Para 3.9.
by banks, external liabilities of banks and banks’
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5.31 The treatment of year-end data for scheduledurrency with the public and bank deposits should
commercial banks in money supply needs specidle assessed carefully. Presentation of monetary
mention. It has been found that financial year-enéggregates as such may not clearly portray the true
monetary aggregates based on their data relatingonetary situation, as the seasonal factors behind
to the last reporting Friday of the yedas-a-vis monetary movements are not always transparent
those with end-March base have shown substantiab the public. It is, therefore, necessary to
variability depending on the closeness of the lastieseasonalise the monetary data component-wise
reporting Friday to the last working day of theand then aggregate the resultant components to
month. This is because the last working day obbtain the deseasonalised monetary aggregates
March is the balance-sheet date of schedulefPara 3.9.
commercial banks, which typically show a year-
end bulge in deposits and credit. Moreover, thé.34 The data collection process is crucial for
accounting year-end data (end-March) for bothlimely compilation and quick dissemination of
commercial and co-operative banks are obtainethonetary aggregates. Presently, the required basic
through a special return with a considerable laglata are made available to the Reserve Bank by
unlike those for the reporting Friday data. Hencebanks essentially through hard copies which are
as a matter of operational expediency, the Group isrocessed at various levels using up considerable
of the view that the year-end monetary data shouldmount of man-hours. The Group proposes that
consist of commercial as well as co-operativescheduled banks may be encouraged to forward
banks’ data for the last reporting Friday of March,Section 42(2) returns to the Regional Offices of
and RBI data as of end-March. However, the yearthe Department of Banking Operations and
end monetary data with scheduled commerciaDevelopment (DBOD), Rural Planning and Credit
banks’ data for the balance sheet dak,(ast Department (RPCD) and Urban Banks Department
working day of March) should continue to be (UBD), as the case may be, utilising the VSAT
published as a special table in the RBI Bulletin ametwork. The regional offices of DBOD, RPCD
has been the present practiPara 3.7. and UBD would, in turn, transmit banking data
electronicallyvia the VSAT network to their
5.32 While March-end data has special economiaespective central offices which, after due scrutiny,
significance, a proper assessment of monetanyould forward the data to the Department of
conditions in the economy could be made byEconomic Analysis and Policy (DEAP). Over time,
averaging the data for the fortnights during thehowever, the data should be made available by the
financial year. This would insulate the annual flowreporting financial institutions on an on-line basis
of information from the computational vagaries thato the Reserve Bank which in turn has to equip
point estimates are subjected Rafa 3.9. itself with wider area network$éra 3.15.

5.33 The monetary trends at times may deviaté.35 With the enlargement of the scope and
significantly from the desired trajectory on accountcoverage of monetary/financial aggregates to
of strong seasonal movements. In view of this, mangncompass public financial institutions, investment
central banks publish data on seasonally adjusteadstitutions, mutual funds and non-banking financial
monetary aggregates. Seasonality in Indiarrompanies, the Financial Institutions Division (FID)
monetary data essentially arises out of i) seasonaihd Department of Non-Banking Supervision
demand for transactions balances and ii) operation@DNBS) would also have to take necessary steps
practices of the banking system. This implies thato put in place a system of regular reporting of
the seasonal patterns of the two principarelevant statistics to DEARPéra 3.16.
components of the money supply seriez,,
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5.36 The increase in the number of aggregatesnonetary aggregates are often used in many
on which data need to be disseminated would entadlountries either as indicators or direct targets of
that DEAP is geared to quickly handle the additionapolicy. Research in monetary economics gave rise
flow of information. The Group proposes that theto a humber of alternative monetary aggregates,
data gathering work should be completelypopularly known as ‘superlative monetary indices’,
computerised in DEAP on user friendly andor ‘weighted monetary aggregates’ (WMA) but
versatile information technology platforms. Thethese are generally found in academic/research
relational data base management system (RDBM$9urnals. The WMA, however, are criticised on the
is one such available at present. This could bgrounds that the weights depend on the choice of
considered by the Reserve Bank with reference tbenchmark instrument and the indices assume a
all its activities where data are large and divergentpormal’ relationship between short-term and long-
and have to be gathered on a frequent bBsisa(  term interest rates which may not hold in practice.
3.17). In view of these practical difficulties and lack of a
potential policy role that the WMA could have, the
5.37 At present, monetary data are available orGroup did not favour compilation and dissemination
the Internet in the RBI Home Page as part of thef WMA (Paras 4.2-4.4
WSS and other reports. Monetary data should
continue to be disseminated through variou$.42 Money supply determination is essentially
publications of the Reserve Bank as well as irviewed in terms of a relationship between the central
electronic form Para 3.19. bank money and the monetary liabilities of the
banking system as a whole by money multiplier. In
5.38 Inview of the change in the reporting formatthe Indian context, since broad money is used as a
prescribed particularly for the commercial and co{olicy target, the Group proposed to consider the
operative banks, financial institutions and mutuaktability and predictability of broad money
funds, the Group proposes that a structurednultiplier. The predictive power of the multiplier
calendar for each data category may be set in plagguation was found to be quite robust. The result
for smooth transition to the new system of reportings very significant in the sense that it shows that
as given in Table 3.5 (Page 56afa 3.19. variations in cash reserve requirements would have
predictable impact on money supply
5.39 Based on the data available from Octobemnotwithstanding the movements in the behavioural
1998, it should be possible to publish new officialcurrency-deposit ratidP@ras 4.5-4.11
series of monetary aggregates from early 1999
(Para 3.20. 5.43 The response of the multiplier to 1.0
percentage point sustained increase in CRR was a
5.40 The Group proposes that both the existingdecrease of 0.7 percentage point in the long run.
and proposed monetary aggregates may initially bMoreover, it takes around two quarters for a
published for at least a year in the relevant Resenaustained increase in CRR to exert its full effect on
Bank publications in order to facilitate an the multiplier close to its long-run value. The CRR
understanding of the elements underlying the shifthus could be considered an effective instrument of
to the proposed aggrega{@ara 3.21) modulating the variations in money suppBata
4.14).
5.41 Monetary statistics are required not only for
theoretical research but also for formulation,5.44 In order to ascertain whether money as
implementation and monitoring of financial and defined is demanded in relation to the overall
monetary policy. Of the maze of monetary statisticstransactions in the economy;, it would be necessary
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to relate the chosen monetary aggregate to sonie explaining the money demand equation in the
macroeconomic indicator such as GDP or GNPxecent period. Although this exercise has its own
The real broad money balances and aggregatenitations in terms of the short sample period and
income were found to be cointegrated reflecting dhe specification of the scale variable in terms of
long-run equilibrium relationship between realthe index of industrial production, it does point to
broad money (Iy) and real GDP. However, in order the emerging dynamics and the alternate channels
for the broad money demand equation to behrough which monetary policy could affect the goal
adequately used for policy purposes, the stabilityariables Para 4.23.

properties are very critical. The tests for predictive

stability showed that there has been arb.47 The cointegrating relationship between real
unidirectional short-term deviation from the long- money balances and a set of variables does not,
run equilibrium path which needs to be captured ilmmowever, necessarily reflect the direction of
terms of other relevant variables to ensure predictiveausation. The issue of causation is, therefore,
accuracy. This would also mean that monetanaddressed by examining the causality and the
policy exclusively based on the demand functiortransmission mechanism of monetary poliegi@

for money could lack precision. Therefore, an4.24).

appropriate framework of examining this issue

could be to study the dynamic stability of an error5.48 The tests of Granger’s Causality between
correction model (ECM) rather than the originalnominal money and nominal income showed a bi-
structural equation. However, availability of only directional causality with the impact of nhominal
annual data on GDP and the short period for whicimoney on nominal income being much larger and
the data on other related variables are availablmore persistent. The question of how exactly
following the reforms of the financial sector posedmonetary policy influences output could, however,
serious difficulties for empirical estimation of a be addressed effectively by examining the
robust ECM modelRaras 4.16-4.2)1L transmission mechanisrRdra 4.25.

5.45 In order to evaluate the performance of the5.49 An examination of transmission channels for
new monetary aggregates proposed by the Groughe period April 1993 to March 1997 found output
an exercise of estimating the three monetaryesponse to expansionary monetary policy operating
aggregates (M M, and M, and two liquidity through interest rate to be stronger and more
aggregates (land L)) was undertaken on a monthly persistent than that of the credit channel. In the
basis for the period April 1994 to March 1997.deregulated environment, the rate channel appears
The information content of these new aggregates have the potential of emerging as a critical
favoured M to both M and M, reflecting that M variable influencing the credit aggregakacas
has the potential of emerging as an importand.26-4. 29.
aggregate which could be useful for policy purposes
(Para 4.23. 5.50 An alternate specification was set up to
examine the impact of money, interest rate and
5.46 In order to capture the emerging dynamicshominal exchange rate on inflation. The results
the monthly data on the new broad money aggregatghowed that an expansionary monetary policy
(M,) for the period 1993-94 to 1996-97 werewould reduce interest rate and depreciate exchange
reformulated in a money demand function whichrate and would ultimately show up in an increase
was estimated following Johansen’s cointegrationin inflation. The impact of an expansionary
approach. It would appear that interest rates anghonetary policy on inflation was found to be more
exchange rate have become important determinanggsonounced through interest rates as against the
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exchange rate. The comparatively weak influenceneasures to explain the nature of the interface
of exchange rate may have to be duly taken noteetween the real and financial sectors of the
of, given the relatively low level of openness of theeconomy. The efficacy of monetary policy would
economy and prevalence of external capital controlsinge critically on the effectiveness of the
(Para 4.30. transmission mechanism in which the rate as well

as quantum variables would have decisive roles
5.51 Inlight of the incipient empirical evidence, to play. Monetary and credit measures therefore
the Group felt that while financial sector reformsneed to be monitored for policy purposes and
would help address the imperfections in variouautilised in the overall financial management for
segments of the financial system, it is necessariynproving the allocative efficiency in the system
to formulate appropriate monetary and credit{Para 4.32)
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SHAHEED BHAGAT SINGH ROAD,

DEPUTY GOVERNOR MIUBTBAT - 400 (1. TNDLA.

The Governor, June 23, 1998

Reserve Bank of India,

Mumbai.

Dear Sir,

| have great pleasure in forwarding tReport of the Working Group on Money Supply: Analytics and
Methodology of Compilatigrset up on December 3, 1997.

| would like to place on record our grateful thanks to Dr. C. Rangarajan who visualised the need for a fresh
look at monetary aggregates and to Dr. Bimal Jalan for setting up the Working Group and for taking keen interest
in its work.

The Report examines the analytical aspects of monetary survey in the light of the changing dimensions of
the financial sector consequent to the implementation of financial sector reforms in India. The Report makes a
number of suggestions to strengthen the statistical system in order to enlarge the coverage of financial statistics
beyond the traditional confines of the banking sector. Accordingly, the Report proposes compilation of
comprehensive analytical surveys of the Reserve Bank of India, commercial and co-operative banks and the
organised financial sector at regular intervals. The Report proposes compilation of four monetary aggregates,
three liquidity aggregates and comprehensive measures of credit aggregates to effectively capture the dynamics
of the monetary and financial system. The conceptual framework of the Report is in consonance with various
country practices.

The Report captures the essentials of the academic and the real world problems faced by practitioners in
money and finance. The Report, therefore, reflects inputs from the academics and the concerned departmental
heads of the Reserve Bank and a number of professionals in the financial sector.

The Group places on record its high appreciation for the views provided by distinguished experts in the
area, in particular Shri S. Venkitaramanan, Shri V.B. Kadam, Shri M.G. Bhide, Mr. S.M. Fish, Dr. N.A. Mujumdar,
Mr. Kevin W.O’Connor and Mr. R. Krueger.

The Group also immensely benefited from the technical material received from a number of central banks
and international organisations such as BIS and IMF.

The compilation of the Report has been immensely facilitated by the keen interest evinced and valuable
contributions by Professor Ganti Subrahmanyam, Professor Romar Correa and Dr. B.K. Bhoi, Members of the
Group.

The Group specially expresses profound thanks to Sarvashri A. Sardar, A.K. Mitra, Indranil Sengupta,
S.R. Gokhale, S.N. Mitra and Dr. Sarat Dhal, for putting in hard work in compiling data and literature and for
assisting in the drafting of the Report.

On my part, | would like to express my deep appreciation of the contribution of Dr. A. Vasudevan, Vice-
Chairman of the Group, especially on technical aspects.

Finally, the Group expresses pleasure in acknowledging the painstaking, thorough, timely and outstanding
work done by Shri Deepak Mohanty, Member-Secretary of the Group.

The Group trusts that the Report would be of value not only to the practitioners but also to the academic

community and interested public at large.

(Y.V.Red
Chajefian



