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Monertary Policy in a
Globalized Economy

Financial stability had eluded most nations even after a significant opening up of
their economies. India has, however, been an exception to this phenomenon. This
volume unravels the complexities behind the transformation of monetary policy
that has helped sustain India’s growth miracle. Providing valuable insights from the
perspective of an insider, it analyses a wide range of issues such as the evolution of
banking and finance and the role of central banking; the conduct of monetary policy
since the 1990s; and the impact of the global financial crisis on the Indian economy.

Especially relevant in today’s environment of turmoil in global financial markets,
this volume is a must-read for students and researchers of finance, management,

and economics as well as policymakers, bankers, and analysts.

RAKESH MOHAN is Professor in the Practice of International Economics and Finance,
School of Management and Senior Fellow, Jackson Institute of Global Affairs, Yale
University. Prior to this, he was Deputy Governor of the Reserve Bank of India.

“What distinguishes this book is the hands-on experience of its author...as a central
banker, his extraordinary academic credentials, wide international experience and
excellence as an economist. I strongly recommend this book to all those who are
interested in India’s potential as an emerging global economic power of the 21st
century’—BIMAL JALAN, Former Governor, Reserve Bank of India

‘The volume gives us an insider’s account written with the knowledge of a
professional and the detachment of a scholar. A must read for anyone interested in
the monetary and financial aspects of India’s reform’—MONTEK SINGH AHLUWALIA,

Deputy Chairman, Planning Commission -
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“The essays in this volume handsomely display [the author’s] uncanny ability

to combine the wisdom of a practitioner with the cutting-edge analysis of

an economist. [They] are indispensable for anyone interested in...how the
transformation of...monetary policy has helped sustain India’s growth miracle...’
—ARVIND PANAGARIYA, Professor of Economics and Jagdish Bhagwati Professor
of Indian Political Economy, Columbia University

‘[The essays] are unique in their deep analytical content...very thought-provoking
and full of policy insights. I highly recommend the volume.—T.N. SRINIVASAN,
Samuel C. Park Jr. Professor of Economics, Yale University

‘Over the last two decades, the Reserve Bank of India has played a key role in
propelling the Indian economy onto the world stage. Rakesh Mohan...lucidly and
convincingly explains how that was done...and the challenges that remain.
—ST1ANLEY FIscHER, Governor, Bank of Israel

‘Rakesh Mohan gives us an invaluable guide to a complex subject...relevant not
only for policy makers and scholars but also for the private sector. He covers a great
deal of technical ground in a rigorous yet understandable manner while addressing
complex issues that have been at the core of policy debate in India for over two
decades’—ISHER JUDGE AHLUWALIA, Chairperson, Indian Council for Research on

International Economic Relations
‘combines a policymaker’s know-how with a scholar’s precision’—Business Today

‘explain[s] with great lucidity the complex issues governing monetary policy and the
inter-linkages with the outside world'—Outlook Business

‘sets out the essentials of monetary policy making in a highly uncertain world’
—The Hindu



Preface

Issues related to the conduct of monetary and financial sector policies remain
at the core of central banking and these are of particular interest to emerging
and transition economies. These issues have acquired even greater interest
since mid-2007 following the turmoil in the global financial markets and
collapse of some major financial institutions. In this context, the Indian
experience in the transition of its financial sector and conduct of monetary
policy from a regime of extreme financial repression to that of an increasingly
market-based system stands out in the global economy.The transition, which
has been achieved over a relatively short period of less than two decades, has
been associated with a distinct lowering of inflation and inflation expectations
and acceleration of growth in an environment of macroeconomic and
financial stability. The period has also been associated with financial
deepening, efficiency and productivity gains in the domestic banking system,
and growing depth and width of domestic financial markets.

I came to the Reserve Bank of India (RBI) in September 2002 as Deputy
Governor with little background in the arcane world of monetary theory,
monetary policy, or in the conduct of monetary policy operations. Unlike
many other central banks today, the Reserve Bank is responsible for a number
of functions in addition to monetary policy, which many central banks also
performed traditionally but which have been hived off from some of them
to varying degrees. The RBI is more like a traditional unified central bank
and is the regulator and supervisor of the banking industry, of non-banking
financial companies (NBFCs), and of primary dealers. It is also the debt
manager of the government, guardian of its foreign exchange reserves, issuer
of currency, manager of the payments system, and regulator of the foreign
exchange market, of the government securities market, and of interest rate
and other derivatives. Like other central banks, it has evolved over time and
different functions have assumed greater relative importance in different
periods. With this vast expanse ofits functions, as Deputy Governor one gets
a bird’ eye view of the whole financial system and its intricate workings.
From the monetary policy making point of view this is invaluable since one
is able to observe the monetary transmission mechanism working in real time,
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along with its shortcomings that are inevitable in a rapidly developing, now
middle income, country. The interaction of regulatory policy and practice
with the operation of monetary policy has also been very useful to observe,
which has also informed the actual practice of monetary policy in India.
Thus, I have had the luxury of learning on the job, also perhaps innovating
as we have gone along in the past five years, but I hope not at the country’s
expense!

This book reflects these various features of the Indian financial system,
and the conduct and development of monetary policy since the early 1990s.
The book represents a collection of my speeches and papers, and reflects my
thinking as it has evolved, since 2002. Although this book bears my name as
the author, and for which I take full responsibility, it really encompasses the
collective work of the highly dedicated Reserve Bank staff.

I was inducted into the art of monetary policy making initially by the
then Governor, Dr Bimal Jalan,and then put through my paces by his successor
Dr Y. Venugopal Reddy over the last five years. Despite exhibiting vastly
contrasting styles, a common penchant for pragmatism in monetary policy
making can be described as their hallmark. This was particularly notable
during a period in which considerable theoretical and policy making rigidity
has crept into monetary policy globally. My own approach therefore reflects
this overarching importance being given to the contextual environment that
should inform monetary policy making. The underlying objectives of
maintaining price stability and economic growth, along with financial
stability must dominate, and theory and principles must be used as guidance
for achieving these objectives. The adherence to any particular theory should
not become an objective in itself.

The implementation of monetary policy is carried out through daily
money market operations by all central banks. In our case, such operations
also include forex market operations. Liquidity management is therefore
rendered more complex with the objective of implementing the monetary
policy stance and maintaining overall financial stability. This daily practice is
an art in itself, and consistent innovation is the order of the day. [ was inducted
into this activity very skilfully and patiently by Usha Thorat and later
Shyamala Gopinath (who are now my colleague Deputy Governors), as part
of the internal Financial Markets Committee (FMC). I owe a deep debt of
gratitude to them for keeping me on the straight and narrow, and generously
giving me the benefit of their long experience and depth of expertise. The
Adviser in charge of the Monetary Policy Department has a crucial role to
play in monetary policy making, and also acts as the conscience keeper of
the RBI, restraining the worst excesses of pragmatism that Governors and
Deputy Governors might be prone to exhibit. D.V.S. Sastry, Deepak Mohanty,
K. Kanagasbapathy, and Michael Patra have performed this role over the
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past five years and, in the process, have been excellent tutors for me. They
have tolerated my ignorance with grace: my heartfelt thanks to them.

Speechmaking and communicating is an integral part of central bank
functioning. Hence, these essays. It is not possible to produce this volume
of writing and speechmaking without a host of ghost writers and advisers.
[ have had the benefit of constant discussions with my colleagues, spread
across the various departments of the Reserve Bank and who have helped
extensively in doing all the background work, research, where necessary, and
in collating and analysing the vast data that exist in the vaults of the Reserve
Bank. Specifically, I would like to express my sincere gratitude to Indranil
Bhattacharyya, Abhiman Das, Saibal Ghosh, T. Gopinath, Sanjay Hansda,
Meena Hemachandra, Asha P. Kannan, R. Kannan, Arun Vishnu Kumar,
Sangeeta Misra, Michael Patra, R K. Pattnaik, Mridul Saggar, Amitava Sardar,
Charan Singh, Chandan Sinha, Indranil Sen Gupta,andY.S.P.Thorat for their
valuable assistance and inputs. Staff members of the Department of Economic
Analysis and Policy (DEAP), in particular, are always the front line victims
for the speeches of Governors and Deputy Governors. They usually go
unheralded. I would like to express my deepest appreciation to all my
colleagues in DEAP who are not recorded here.

The brunt of my speechmaking load fell on my Executive Assistants.
was inducted into the Reserve Bank by A. Prasad. He was ably succeeded
by Partha Ray, and then by Muneesh Kapur. They have given me their
unstinting help through thick and thin, in the day and at night, in India and
abroad, in the office and in hotel rooms. Neither the speeches nor this book
would have been possible without their help. My heartfelt thanks to each of
them, and apologies to their families and friends for keeping them busy at
all hours of the day or night over the past five years. A particular word of
thanks to Muneesh Kapur for his laborious work in the actual production
of this book, both substantive in terms of content, avoidance of repetition,
updation of data, and also in proofreading.

My able secretaries Rajalakshmi Balasubramanian and Ashok Bathija have
toiled away noiselessly all these years and put up with the innumerable drafts
that each speech entailed. My heartfelt thanks for their unstinting, affectionate,
and loyal support.

The family always comes at the end of such acknowledgements. My wife,
Rasika, has been very happy that all the work entailed in preparing these
speeches, and then the compilation of this book, kept me out of her hair in
the evenings and on weekends, leaving her free to pursue her own art. My
children, Tarini and Rasesh, were largely away at school or college during
these years. However, they were always puzzled and curious about what it
was that I was doing at my desk all the time.
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For their cheerful forbearance and constant support, I dedicate this book
to Tarini and Rasesh, especially to keep up the promise I made to them in
my last book. However, in recognition of who have really done the work,
they have to share this dedication with all the staff of the Reserve Bank.

I would like to express my sincere thanks to the following journals/
organizations for permission to re-print my following speeches in this
collection: the Pakistan Institute for Development Economics for ‘R eforms,
Productivity, and Efficiency in Banking’, published in the Pakistan Development
Review, Volume 44, No. 4, Part 1 (2005); the National Institute of Bank
Management for ‘Evolution of Central Banking in India’, published in
Prajnan,Volume XXXV, No. 2, July-September 2006; and the Economic and
Political Weekly for ‘Agricultural Credit in India: Status, Issues, and Future
Agenda’, Volume 41, No. 11, March 2006.
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