Setting Small Savings and
Provident Fund Rates

This paper recommends an inflation adjustment formula for setting the interest rate
on all Small Savings and Provident Funds and discusses the rationale for the

I
Summary

his article recommends the follow-

inginflationadjustment formulafor

setting theinterest rateon all Small
Savings and Provident Funds (SSPF)
schemes and then provides the rationale
for it:
R(SSPF) = 2 per cent + three-year average
of CPI (IW) inflation, average method (set
annually) where R(SSPF) denotesthe(uni-
form) interest rate on al SSPF deposits.

This formula should be combined with
the following provisos:

(1) Removal of al tax rebates and conces-
sions (Section 88, etc,) on SSPF deposits.
(2) Interest income on all SSPF deposits
(andall other interest bearing assets) should
be fully tax exempt.

(3) For new deposits, R(SSPF) should be
locked in for the maturity of the deposit
(e g, 15 years for PPF) unlike the present
variable rate system that pays the current
interest rate on the whole corpus.

(4) Every three years, R(SSPF) should be
adjusted so that it is closer to the average
yield on G-Secs in accordance with a
proposed ‘yield adjustment’ formula that
can be modified in the course of time.

If theseprovisoscannot beimplemented,
somesuitablemodificationstotheformula
are proposed.

These provisos are recommended with
the understanding that they may need to
be introduced in stages.

This formula was arrived at after con-
sidering various alternatives, taking into
account:

(a) India's existing sources of funds for
financing the deficit and debt.

(b) The specific desired characteristics of
long-term contractua savings: i e, SSPF
deposits.

(c) The constraints upon, and need for
simplicity in, administering the Public
Accounts.

The article is organised as follows:
Section |1 arguesthat themajor aternative

suggested formula.

VIVEK M OORTHY

to an inflation adjustment formula —i e,
linking R(SSPF) to market rates — is not
desirable. Section |11 recommendsthat the
government should try to rely equally on
both market and non-market borrowing,
without reducing the role of the latter,
which is the case at present. Section IV
explains the rationae for the first three
provisos and also for the specificinflation
adjustment formula suggested here.
SectionV outlinessuitabledebt and macro-
economic stability criteria to base an in-
terest rate formula upon, provides the
rationale for the yield adjustment proviso
(4) in this context, and evaluates this
formula in this regard.

The present fiscal crisis results, in an
accounting sense, from huge interest pay-
ments, which in turn has been partly due
tothehigh administered rates, R(SSPF) on
non-market borrowing. These high rates
seem to have al so indirectly worsened the
debt burden by keeping up market yields.1
While the R(SSPF) rate reductions last
year and this year are welcome, they have
run into opposition from the central board
of trustees of the Employees Provident
Fund Organisation and other interest
groups. As the finance minister himself
statedin hisbudget speech thisyear, “We
need abetter systemfor the determination
of these rates’.

Il
Inflation Adjustment vs
Linking to Market Rates

One suggestion is to link these rates to
arelatively flexible benchmark rate such
asthereturn on bank deposits.2 Whilethe
casefor such alink is sometimes made on
the grounds that SSPF deposits are a
close substitute for bank deposits, general
evidence indicates that this is not so.3

However, whether or not these are close
substitutes, due to the likely volatility in
market rates, linking SSPF rates to bank
deposit rates is not a good policy. SSPF
deposits are meant to provide a stable
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component of long-termretirementincome
to investors and simultaneously a steady
source of funds for the government. Link-
ing R(SSPF) to bank deposit rates will
weaken the ability of SSPF deposits to
perform this function.

Volatility in Market Rates

Interest ratesvary alot over thebusiness
cycle, reflecting medium-term changesin
underlying supply and demand for funds.
Thisistrue not just for daily ratesthat are
subject to money market disturbances, but
evenfor annual averagerates—therelevant
benchmark if R(SSPF) rates were set
annually, as recommended here. Linking
SSPFratesto bank deposit ratesthat would
vary inresponseto bi-annual credit policy
bank rate and CRR changes could engen-
der ‘excess voldtility’ in the inflow of
depositsinto the Public Accounts. Instead
of providing areliable source of saving to
meet a large component of government
borrowing, SSPF depositors would then
be likely to switch their savings back and
forth depending upon expected yield dif-
ferentials vis-a-vis G-Secs, equities, etc.
This could trigger sharp movements in
yieldson G-Secs, with associated risksfor
GOl inmanagingitsborrowingprogramme
and meeting its fiscal objectives.

It may be thought that as the financial
system develops the volatility in interest
rates will decline. This is not likely to
happen — if anything, volatility will in-
crease as output fluctutations of amodern
market economy become more pro-
nounced. Appendix | documents the huge
swings in interest rates in Japan and the
US over the last 10 years. Since our eco-
nomic system is moving in those direc-
tions, thereislikely tobemoreinterest rate
voldtility in the years ahead.

Thereisanadded difficulty wheninter-
est paid to households varies in response
to big interest rate changes. As a result,
interest income and total personal dispos-
able income and thus consumer spending
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could decline with lower interest rates,
thus vitiating the effectiveness of mone-
tary policy in carrying out itsincreasingly
vital roleof macroeconomicstabilisation.*

11
Market vs Non-Market
Borrowing

The appropriate decision on SSPF rates
should be closely tied up with a related
decision: should the government increas-
ingly rely on more market borrowing and
reduce the amount of non-market borrow-
ing, as is the case at present? At a fun-
damental level, the government has to
decide asto whether it should rely mainly
on borrowing at market determined rates,
and phase out non-market borrowing, or
to continue with the latter. The position
taken here is as follows: An active bond
market and a well developed yield curve
are vital to the functioning of a modern
economy. G-Secs are the benchmark for
pricing a wide range of corporate debt
instruments and hence a well functioning
bond market would facilitate productive
capital accumulationandgrowth. Anactive
bond market also can act as a safeguard
against inflation and fiscal profligacy, by
reacting suitably to economic dataindica-
tors. Henceit should becarefully nurtured.
However, it is not essential, and indeed
may be harmful, to have only market
borrowing to finance the debt since traded
debt entails perennia rollover risk.

Just as limited capital account convert-
ibility hasmitigated theimpact of theAsian
crisis upon India, the sameislikely to be
the case for limited market borrowing.
While SSPF deposits should not be used
as a captive source of ‘low cost’ savings,
unlike market debt they can be used as a
sourceof steady saving, relatively immune
to cyclical changes in interest rates and
economic conditions.®

The (SSPF) formulaisrecommended as
part of an overall policy in which market
and non-market borrowings are treated as
equally important twin pillars of the
government’s borrowing programme.
SSPF rates should provide relative safety
of principal and interest in real terms, and
averaged over long periods, should pro-
videroughly the samereturn asGOI bonds
(GSecs) of the same maturity.6 A useful
‘signpost’ that the GOI should monitor
and try to ensure through the yield adjust-
ment proviso (4) is that neither MB nor
non-MB should exceed two-thirds, or be
less than one-third, of total borrowing per
year. Just as the efficacy of an exchange
rate policy depends upon the overall
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capital-account policy within which it is
anchored, similarly the efficacy of an
R(SSPF) formulais linked to the accom-
panying domestic borrowing policy.

Thisauthor had earlier argued, as many
others have done, that India s debt burden
has been worsened by the 12 per cent
nominal rate, fixed until January 2000, on
SSPF deposits. These high rates were, in
turn, keeping market rates high. The im-
plicit conclusion was that more market
borrowing was better in this situation and
conducivetodebt stability [Moorthy, Singh
and Dhal 2000, henceforth referred to as
MSand D]. Thisconclusionrequiresclari-
fication. If SSPF deposits pay an adequate
positive return that is alowed to decline
withinflation, then non-market borrowing
doesnot necessarily lead to debt instability
and need not be reduced.

It must be emphasised that the recom-
mendation put forward here is not a uni-
versal onefor all conditions and all coun-
tries. The broad historical evidence indi-
cates that Anglo-Saxon economies (US
and UK) have developed and functioned
effectively under complete market bor-
rowing for long periods of time. At the
same time, post-war Japan has developed
rapidly using postal savings as the source
of fundsfor investment, without an active
bond market until recently. Giventhefragi-
lity of Indid sfinancial system, the politi-
cal difficultiesandinertial costsof drastic-
ally reducing SSPF deposits, and associ-
ated risks of full market borrowing, a sub-
stantia shareof debt beingfinancedthrough
the Public Accounts (i e, non-market
borrowing) islikely to be more beneficial
thanharmful. However, it might be prudent
to consider a ceiling on the non-market-
abledebt ratio also (apart from atotal debt
ceiling), beyond which spending gets cut
andtaxesrai sed whentriggersarereached,
as per modalities such as laid out in The
Fiscal Responsibility Bill, for the mar-
keted debt (i e, Consolidated Fund) ratio.

v
Rationale for Recommended
Formula and Its Provisos

The proposed formulawas arrived at in
light of other considerationsal so, discussed
below:

R(SSPF) = 2 per cent + three-year average
of CPI (IW) inflation, average method
(set annually in every budget)

R(SSPF) denotes the (uniform) interest
rate on all SSPF deposits.

This formula should be combined with
the following provisos:

(1) Removal of all tax rebates and

concessions (Section 88, etc,) on SSPF
deposits.

(2) Interest income on all SSPF deposits
(andall other interest bearing assets) should
be fully tax exempt.

(3) For new deposits, R(SSPF) should be
locked in for the maturity of the deposit
(eg, 15 years for PPF) unlike the present
variable rate system that pays the current
interest rate on the whole corpus.

(4) Every five years, R(SSPF) should be
adjusted so that it is closer to the average
yield on G-Secs in accordance with a
proposed ‘yield adjustment’ formula that
can be modified with greater detail. If
these provisos cannot be implemented,
somesuitablemodificationsto theformula
are proposed.

Removal of All Tax Rebates

The cost of SSPF depositspaying 12 per
cent, at atax rate of 33 per cent, has been
estimated to be as high as 18 per cent due
to tax deductions and rebates [Mohanty
and Raje 1998]. On these tranches of debt
with rebates and exemptions, there is debt
instability, asper the Domar debt formula,
discussed later.

Thereislittle economic justification for
these deductions. While it often believed
thatitisnecessary toraisesavingstofinance
higher growth, it can be questioned as to
whether savings is a rea constraint on
growth, bothin general, and under current
Indian conditions, in particular. Insofar as
total savingsis not a constraint on growth
(allowing for the adverse impact of reduc-
tionin specific sourcesof fundsto existing
users of funds), it is not just futile but
fiscally ruinousto use savingsconcessions
to promote growth or infrastructure, inthe
opinionof thisauthor. Informulating SSPF
policy, agreat deal hinges upon thisissue.
The unorthodox viewpoint taken here
that savings concessions are neither
necessary nor sufficient to promote
growth is explained at greater length in
Appendix 1.

Evenif savingswereaconstraint, these
tax concessions raise the fiscal deficit
and, on balance, may not raise the total
saving availableintheeconomy tofinance
investment. Further, in assessing the elas-
ticity of supply of savings in response to
changes in the interest rate, it should be
emphasised that intra-marginal savings
are supplied at lower rates of interest
than marginal savings. This implies that
if the goal isto induce more savings, then
tax deductions should be provided on
deposits above, not below, a certain
limit. Appendix 111 providestheeconomic
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justificationfor ‘ backloading’ tax benefits
on saving.

Safety Net Justification for
Compulsory Contributions

AsarguedinAppendix I1,itisbad policy
to try and promote growth viatax rebates,
generous pension and PF schemes, etc.
However, specia savings incentives and
compulsory contributions can be justified
for other reasons: to foster economic
security in old age, since individuals lack
full foresight, and as an insurance mecha-
nism for depositors to meet contingencies
through hardship withdrawals, i e, the
safety net angle. The safety net angle
also provides grounds for front loading
the tax rebates, since individuas should
be induced to have some minimum amount
of saving. A discussion of the pros and
cons of stateintervention to foster old age
security isoutsidethedomainof thisarticle.

It needs to be noted that if compulsory
contributionsarescrapped, thenthegovern-
ment ison firm legal and ‘moral’ grounds
in dealing with the opposition to lowering
R(SSPF) by the finance minister’ sdiscre-
tionary decisions, as at present, or in

choosing aformulathat can lead to lower
R(SSPF), as recommended here. The
government is then under no obligation
whatsoever to offer higher returns to
workersand isunder no pressureto invest
SSPF savingsin equitiesto get PF holders
higher returns, which is often recom-
mended. The interest rate and investment
decisions apart, the policy of compulsory
contributions immensely complicates a
whole range of related administrative
decisions and details, in particular those
that affect withdrawal rules. Recent
violent incidents of arson and looting
triggered by rumours about a change in
EmployeeProvident Fundwithdrawal rules
provideaclear signal that itismuch easier
to flexibly implement suitable R(SSPF)
policies when all contributions are
voluntary.”

Nevertheless, the world over, it is com-
mon to force workers to save for retire-
ment. In the Indian context, thereis added
reason for compulsory PF contributions,
over and above general safety net consid-
erations. Safe banking facilitiesto deposit
salary are not commonly used by, or
availableto, many low income workersin
India. Thus there is a tendency to spend
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al current income instead of risking the
loss of savingsthrough theft, or inthe case
of female and young workers, due to
expropriation by other family members.
When income cannot be safely saved,
standard economic conclusions about the
optimality of private savings decisions do
not apply.

A ‘first best’ solution for the govern-
ment would be to provide (a) information
about banking facilities and the benefits
of savings through economic literacy
campaigns (b) cash bonuses to workers
with salaries below certain levels for
opening bank accountsand postal deposits,
and to keep the accounts open for some
time until the banking habit becomes
ingrained, and (c) last but not least deposit
insurance up to some limit on retirement
savings accounts.

However, such a first best solution
that would build up avoluntary safety net
and thus facilitate the scrapping of com-
pulsory contributions is unlikely. Further
it may not be politically feasibleto remove
therebatesonvoluntary SSPF contributions
up to the rebatable (Rs 60/80,000) limit.

If rebates and compul sory contributions
remain, which is likely, then a two-tier
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interest rate policy with the sameinflation
adjustment (three-year average of the CPI)
is recommended:

(i) One per cent for all voluntary deposits
getting Section 88 and related rebates.
(i) Two per cent on al voluntary deposits
without rebatesand on compulsory depos-
its (All compulsory deposits qualify for
rebates being below the Rs 60,000 limit,
and should continue to do so).

If it is not administratively feasible to
carry out the record keeping and account-
ingrequiredforthisdua interestratepolicy,
the real return in the formula should be
set at auniform 2 per cent for all deposits,
with or without rebates, as recommended
in the basic formula

All Interest Income on SSPF
Deposits to Be Tax Exempt

It is certainly inequitable to tax wage
income and exempt unearned interest
income (to use an adjective once used by
the British Treasury). However, due to
inflation thereisan economic rationaefor
letting interest income be tax free.

Inflation Adjustment Under Taxes

To begin with, suppose there is no in-
flation and the flat tax rate on interest
incomeis20 per cent. Then by theformula,
R(SSPF) should be fixed at 2.5 per cent,
so that the real after tax return, at a flat
20 per cent tax rate, is 2 per cent. Now
suppose inflation is 7 per cent. Then by
the formula R(SSPF) = 2.5 per cent + 7
per cent = 9.5 per cent. With 20 per cent
tax rate, the after tax nominal interest rate
received is 7.60 per cent. Adjusting for 7
per cent inflation, the real after tax return
is 0.6 per cent, less than one-third of that
without inflation. With inflation running
at close to 7 per cent and the current PPF
rate being 9.5 per cent, this example
closely corresponds to the current situa-
tion for tax bearing deposits such as bank
accounts, etc.

With taxes, to ensure that depositors get
2 per cent after tax real return, theformula
should be:

R(SSPF) = Target real rate + Inflation/
(1 — Tax rate) = 2.5 per cent +
7 per cent (1 — 0.2) = 11.25 per cent.8

But such atax adjusted formula would
be too complicated to explain to deposi-
tors, and would need to be combined with
alower rate on tax free deposits. The tax
rates on (interest) income vary across
individuals, and are changed every year
in the Budget. These factors complicate
the choice of the appropriate tax rate to
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calculate the recommended uniform
R(SSPF), and make the administration of
the deposits in the Public Accounts more
difficult. The tax adjusted Fisher effect is
yet another channel through which infla-
tion imposes hidden taxes. The best solu-
tion isto reduceinflation rather than offer
even higher nominal returnsto adjust fully
for inflation.

In short, interest on al SSPF deposits
should be fully tax exempt. Asapractica
matter, since most SSPF deposits are at
present tax exempt anyway, this proviso
(2) should bequiteeasy toimplement since
it largely entails continuing with the status
quo. Appendix 1V provides details of the
interestincometax exemption, rebatestatus
and depositsoutstanding under thevarious
SSPF schemes. As of March 1999, out of
Rs 1,53, 680 crore outstanding in Small
Savings schemes, with the exception of a
minisculeRs4,218 croreunder Post Office
Time Deposit Accounts, for all the other
schemes, interestistax exempt, whilesome
are aso digible for rebates. AlImost half
thetotal outstandingamount of Rs1,53,680
crore. wasin Kisan Vikas Patra, which is
tax exempt and would be so anyway, being
the income of agriculturists.

All Other Interest Income (Bank
Deposits, G-Secs), etc, Should
Also Be Tax Exempt

Suppose SSPF income is not taxed but
the interest income on G-Secs and bank
deposits is taxed. Then R(G-Secs) will
tend rise relative to R(SSPF) due to the
tax adjusted Fisher effect, creating distor-
tionsin the flow of funds. A level, trans-
parent playing field for al interest earning
assetsis desirable. While any flat rate for
all entities will avoid the complications
due to differing returns, either on market
and non-market deposits, or to different
groupsof investors(retail, corporate, banks
andfinancial institutions) theonly ratethat
ensures this easily is zero.®

All Future PF Deposits to Be
Fixed Rate, Not Variable Rate
Schemes

The prevailing PF schemes, athough
offering long maturity (5-15 years and
even more) deposits entail considerable
roll over risk to depositors since the entire
corpus earnsthe going interest rate, which
is changed at the finance minister’s dis-
cretion. Aslong asthe PFratewasfixed at
12 per cent for over adecade (1989-1999),
this did not matter. Indeed, some deposi-
tors may not have been aware that PF

schemesarevariablerate schemesuntil the
last two years when rates were lowered.
It is not fair to depositors to offer an
interest rate subj ect todi scretionary change
onalargelyilliquid (allowing for hardship
withdrawal s) long-termdeposit. Thepopu-
larity of these variable rate schemes is
probably dueto their tax benefits. Without
these tax benefits, voluntary deposits by
well informed depositors into these
schemes would perhaps be much less.

Under proviso (3) the formula based
R(SSPF) should be locked in every year
for new deposits. The existing corpus
should also earn the new R(SSPF) as is
the case at present. However as old vari-
able rate deposits mature, they should be
rolled over into new fixed rate deposits at
the going rate. The administration of the
schemes may need immediate revamping
so that different interest rates on deposits
from different years can be paid. Unlike
provisos(1) and(2) whichremoveexisiting
tax benefits, proviso (3) should be gener-
aly acceptable to depositors since it re-
duces interest rate rollover risk, athough
whether depositors gain or lose from the
existing system would depend upon the
actual path of interest rates. If it is not
possible to implement proviso (3) imme-
diately because the accounting and
record keeping is not administratively
feasible, then GOI should focus its
effortson revamping the administration
of these schemes on an emergency basis
so that it can be implemented as soon
as possible.

Reasons for Choosing Past Instead
of Actual Inflation Adjustment

(a) Lack of demand for indexation: To
beginwith, theonly way tofully guarantee
2 per cent real returns to the saver is to
index both principal and interest to the
future price level(s). Suppose this were
administratively feasiblefor the new fixed
rate deposits as under proviso (3). Even
then such apolicy of long-termindexation
may not be desirable. Full indexation for
R(SSPF) deposits is not a good policy.
While interest rates respond strongly to
past inflation, there is not much latent
demand for full indexation. Our own
experience with indexed bonds has not
been successful, judged by volume of
issuance. In December 1997, GOI launched
afive-year capital indexed bond paying 6
per cent plusadjustment for WPI inflation.
It did mobilise Rs 705 crore but was not
popular enough and so issuance was dis-
continued. Even reasonably sophisticated
depositors tend to make economic
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decisionsin nominal terms. 10 A deposits
that pays a 2 per cent stipulated coupon
plus 7 per cent ex post inflation compen-
sationof princpal at maturity haslessappesl
than onethat pays9 per cent explicitly every
year, even though the two are virtualy
the same, alowingfor cashflow variations.
Most SSPF depositors would be uncom-
fortable with indexed deposits and would
be extremely unlikely to invest in them.
(b) Avoiding inflation bias: Another rea-
son for not providing inflation indexed
depositsisto avoid inflation bias. A major
consideration in fiscal and monetary
policy should be to choose institutional
and financial arrangements that help to
avoid an inflation bias.1 Inflation biasis
the tendency for inflation to keep rising
due to the short run trade off between
inflation and growth. The welfare benefit
of higher growth exceeds the cost of in-
flation: so aggregate economic welfare
goes up in the short run with inflation,
but falls in the long run since the rise in
growth is temporary while inflation stays
higher. So governmentstend to get €l ected
or re-elected if they pursue pro-growth
policies and often influence the central
bank to do s0.12

Inprinciplelow inflation canbeachieved
solely by an independent central bank
immuneto such pressures. In practice, the
fiscd arrangementsaffect thecentra bank’s
ability to pursue this objective. Indexing
PF returns to the price level or inflation
rate 15 years hence (i e, at maturity) can
aggravate the inflation bias, since the
benefits of higher inflation via higher
growth come now; the costs via higher
interest payments (when the PF rate is
locked in for 15 years) come later, and are
paid by another government. A full index-
ation formula to fix real returns on SSPF
at 2 per cent would reduce the incentive
for theincumbent government with ashort
horizon (under two to three years) to keep
inflation down, sinceitsinterest expenses
on SSPF deposits would be largely
precommitted. For these reasons, it is
recommended to adjust the interest paid
to recent inflation. Past inflation adjust-
ment, i e, adaptive expectations, provides
a good conceptua and operational basis
to set R(SSPF).

Choice of CPI over WPI

WhiletheWP! isthemost widely watched
inflation measure and is commonly used
for computing real interest rates, there is
no economic justification to use it for
setting R(SSPF). The savings decision
involves giving up current consumption

for future real consumption of goods and
services. Itisonly proper to pay to deposi-
tors an interest rate that adjusts for infla-
tion based upon the bundle of goods and
services they actually consume, not upon
what firms produce.

Although there has been no secular gap
between the CPl and WPI sincethe 1950s,
in recent years the CPI inflation rate has
been higher than the WPI, asis typically
the case in developed countries. This is
perhaps due to the secular decline in the
pricesof goodsrel ativeto servicesasmanu-
facturing productivity riseswith technical
progressandforeign competition. Thisnew
trend since 1995-96 may partly reflect the
maturing of the Indian economy.

However, in the last fiscal year 2000-
2001, this trend was broken, with the CPI
over 300 basispointshigher onanaverage,
Decemebr-December or March-March
basis (cf Appendix V, which looks at
relevant post liberdisation data)l3. But
even if thisrecent reversal is atemporary
aberration and the 1990s CPI-WPI infla-
tion gap returns, the GOI should resist any
temptation to adjust R(SSPF) according to
WPI even though it would lower the in-
terest rate burden. The government should
use the CPI for al relevant purposes, and
thereby direct the attention of the public,
financial markets and analysts to it.

Reddy’ s (2000) comparison of different
inflationmeasures(CPl, WPI,implicit GDP
deflator) since the 1950s covers wide
ground. His conclusions are in tune with
the prevailing policy view that accords
primacy to the WPI. The ostensible main
benefits of the WPI are greater timeliness,
higher periodicity (weekly), lessvolatility
and a closer correlation with money
growth. However, greater timeliness and
periodicity of the WPI versus the CPI are
useful only if the signal to noise ratio of
the more frequent and timely WPI series
is high. Asit stands, intra-year WPI data
are very noisy due to seasona and other
variations. With inadequate seasonal
adjsutment procedures, inflation data can
only beanaysed onayear over year basis.
Hence the weekly WPI inflation rate, year
over year, hardly provides much extra
information about the latest inflation
outlook comparedtotheCPl, despitebeing
more timely (a two month lead).

Due to extreme intra-year volatility of
inflation, it is appropriate to only look at
annual andlower frequency data. Inannual
data, the CPI and WPI are about equally
volatile (standard deviations of CPI and
WP inflation, average method, are 3.42
and 3.68, respectively). But when athree
year average of inflation, the standard
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deviation of CPI inflation is about half of
that of WPI inflation, whether measured
December-December, March-Marchor on
an average basis (Appendix V). In this
context it is worth noting that the prime
minister's Economic Advisory Council,
whilestressingthat “full modalitiesneeded
to be worked out”, had recommended
paying 2 per cent plusasix month average
of WPI inflation (January 2001:100).
Leaving aside the choice of the WPI, the
intra year frequency is not suitable for
SSPF deposit inflation adjsutment, as
emphasised here.

Choice of Three-Year Inflation Lag

The choice of CPI over WPI is recom-
mended on conceptual grounds. However
the number of years of inflation adjust-
ment and the method of measuring infla-
tion(point to point versusaverage method)
should be chosen on the basisof pragmatic
and statistical considerations. If thelagis
too long, policy would be more prone to
inflation bias, since R(SSPF) and hence
interest payments would not be much
affected by the current and recent inflation
rate. Too short alag resultsintheinflation
adjustment term and hence R(SSPF) being
too volatile. Based on empirical analysis,
athree year lag seems to provide a good
bal ance between timeliness and volatility.
The standard deviation of the three year
average of inflation (average method) is
1.15, about a third of that for the annual
data (Appendix V).

Rationale for Using Average
Method Measure of Inflation

Ontheoretical groundsit ismore appro-
priate to use a point to point measure of
inflation (typically December-December
or March-March) since these have more
informational content than the average
method measure. Nevertheless, for the
following reasons, the average method is
better:

(i) Point to point measures are prone
to sharp changes due to supply shocks
(such as the November 1998 onion price
rise). The three year average of the CPI,
December-December, fell by over 300basis
pointsin 1999-2000 (10.67 per centto 7.36
per cent), while the three year average
basis measure fell by 200 basis points
(9.80 per cent to 7.80 per cent). Reducing
volatilty in R(SSPF) and depositor income
should be a major criterion in choice of
the inflation adjustment formula. In this
regard the average method measure is
therefore better, sinceit smoothsout infla-
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tion by effectively stretching out the pe-
riod a bit longer.

(i) Theaveragemethodisal sorelatively
immuneto any temptationtolower admin-
istrativepricesinthelast‘ reporting month’
of any given period so that recorded in-
flation (relevant for various inflation ad-
justment clauses) islower. Froman admin-
istrative viewpoint, the CPI data for the
whole calendar year is likely to be avail-
able at the time of the budget. R(SSPF)
should be announced at the time of the
budget or shortly thereafter.

Based on the proposed formula, and
rounded off to the nearest quarter point,
R(SSPF) would be:

Inflation Adjustment Term R(SSPF) =

Year CPI(IW) 3YRAverage 2 PerCent+
“Inflation _ of CPI(IW) Inflation
Average Average Adjustment
Method Method
1991-92 13.48
1992-93 9.86
1993-94 7.28 10.21 12.25
1994-95 10.27 9.14 11.25
1995-96 9.96 9.17 11.25
1996-97 9.43 9.89 12.00
1997-98 6.84 8.75 10.75
1998-99 13.13 9.80 11.75
1999-00 3.42 7.80 9.75
2000-01 3.82 6.79 8.75
\Y

Ensuring Financial and
Debt Stability

Yield Adjustment Formula

When economic variables such as the
interest rate are pegged at levels that do
not correspond to fundamentals, then the
resultismacroeconomicinstability, result-
ing in accelerating inflation or deflation.
In order to prevent the R(SSPF) formula
suggested here from leading to such an
outcome, proviso (4) suggests an yield
adjustment or correction formula, ex-
plained bel ow, totry toensurethat R(SSPF)
remains close to the long run equilibrium
rate of interest in the economy.

To begin with it should be emphasised
that thepotential economicinstability from
pegaing the real rate by alowing the
nominal rate to vary with inflation, as
recommended here, ismuch less than that
dueto pegging the nominal ratein theface
of rising inflation or deflation. Milton
Friedman’s (1967) critique of conducting
monetary policy through interest rate
pegging appliesforcefully to nominal rate
pegging. The instability that could result
from ‘pegging’ the real rate at say 2 per
cent (under the proposed formula) when,
say, the equilibrium real rate in the

3946

economy is 4 per cent, is much less than
when thenominal rateis pegged, resulting
in a cumulatively rising or falling real
interest rate. The latter leads to extreme
instability: either an uncontrollable boom
or recession accompanied by hyper infla-
tion or deflation.

Suppose the equilibrium real interest

rate in the economy is 4 per cent. Then
the real yield on G-Secs would gravitate
toward 4 per cent. Despite limited substi-
tutability between G-Secs and SSPF de-
posits, SSPF depositors earning 2 per cent
in real terms will increasingly switch to-
ward to G-Secs. In nominal terms suppose
over athreeyear period R(SSPF) averages
9 per cent when the G-Sec yield averages
11 per cent. Thenproviso(4) isthat R(SSPF)
should be adjusted once in three years by
half the gap, i e,
A R(SSPF) = 0.5 [R(G-Sec) — R(SSPF)]
= 0.5 (11 per cent —9 per cent) = 1 per cent.
Implicitly the real rateis being moved up
from2 per centto 3 per cent. Theadjustment
is being proposed once in three years —
over shorter periods changes in R(G-Sec)
reflect the impact of monetary policy and
short run cyclical fluctuations. As empha-
sised in Section 11, short run volatility in
market determined bond yields should not
be alowed to impinge upon R(SSPF). At
the same time, since policy-makers can
never know precisely what theequilibrium
real interest rateis, the 2 per cent fiat (real)
return should be allowed to move up or
down gradually in response to longer-run
economic fundamentals and trends.

Ensuring Debt Stability

The Domar debt stability condition re-
quiresthat GDP growth exceedstheinter-
est rate. Both theory and broad empirical
observation suggest that this holds over
long periods of time when government
bond yields are market determined. The
stylised fact for economies with borrow-
ing at market ratesisthat, typicaly, GDP
growth, although less than the profit rate,
exceeds the rate on government bonds.
The economic implications of these links
are discussed in detail elsewhere
(MSand D 2000:12 and 62 fn 13].

For India, comparing nominal GDP
growth with the average yield on newly
issued G-Secs reveals that debt stability
has largely held during the 1990s
[MSand D 2000:Table 1, p 70]. During
thelast two fiscal yearsthishas continued
to be the case. Further what matters for
debt stability is the net interest rate paid
on public debt, not the gross interest rate.
Thenet interest rate is considerably lower

since the centre gets back as interest re-
ceipts about a third of what it pays out.
Thus, insofar as R(SSPF) is adjusted to
movein tandem with R(G-Secs), sincethe
latter remains below GDP growth, debt
stability is reasonably assured. The real
threat to debt stability comes from tax
rebates that can push the cost of relevant
tranches of SSPF debt above GDP growth.
If rebates are scrapped, there is no reason
to be concerned about debt instability due
to R(SSPF) deposits. The proposed 2 per
cent real returniswell below most reason-
able estimates of India's potential GDP
growth rate which is 5 per cent or higher,
and at least 4 per cent.

Solvency of PF Corpus under
R(SSPF) Formula

Although the proposed R(SSPF) for-
mulashould not |ead to debt stability since
the real rate is set at a mere 2 per cent,
it does entail a solvency problem. Gua-
ranteeing returns to policy holders often
leads to insolvency in the financial inter-
mediaries. This has been the case not only
for UTI mutual funds, but also for the EPF
which is 85 per cent invested in Specia
DepositsearningtheG-Secyield. Thecrisis
was acute when G-Sec yields had falen
to the 9.5-11 per cent range although the
EPF was till committed to paying 12 per
cent to depositors.

This potential insolvency problem is
presentwhenever R(SSPF) yieldsareabove
or rise above G-Sec yields, since the PF
corpusisinvested mainly in G-Secs. This
needs to be tackled by a legal clause/act
stating that the GOI will pay the gap
R(SSPF) — R(G-Sec) out of general rev-
enues every year, thus ensuring solvency
of theFund. Suchaclausewill helpmitigate
the potential solvency problem that will
arise from time to time when R(SSPF) is
above R(G-Sec).4

Appendix I: Volatility in Market
Determined Interest Rates in
Developed Economies

The experience of the two leading
economies of the world over this decade,
Japan and the US, demonstrate how vola-
tile market rates can be, and thus the
perils of linking SSPF rates to market
rates. Between 1990 Q1 and September
1992, the target Federal funds rate (to
whichthreemonth LIBOR andthreemonth
bank CDsareclosdly related) waslowered
from 8.25 per cent (Q1 1990 average)l®
to 3 per cent, a 525 basis point fall.
During January to September 2001, the
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target Federal fundsrate hasbeen lowered
sharply by 350 basis points from 6.5 per
cent to 3.0 per cent.

It can be argued that the relevant bench-
mark for setting SSPF rates should be the
long-term yield on government bonds and
not bank deposit rates. Since SSPF deposits
vary in maturity from fiveto 15 years, 10-
year bond yields would be suitable. The
long-term government bond yield is a
market rate as distinct from the policy
determined short-termrates. (Strictly spesk-
ing, the central bank sets only the over-
night rate — Fed funds in US, call money
in Japan — but al other short-term rates
aresoclosely alignedtothepolicy ratethat
they can also be characterised as policy
determined.) If theselong-termbondyields
were stable then they could provide a
suitable benchmark for R(SSPF).

Asit turnsout, even long rates fluctuate
substantialy, and invariably in the same
directionasmonetary policy induced short
run changes, although by much less than
short rates.’® Over the decade the 10-year
yield has varied between 8.70 per cent in
1991 to 4.67 per cent in 1998 Q4 at the
height of the LTCM/Asian crisis. From
May 2000 to September 2001 the ten year
bondyield hasdeclined by about 180 basis
points from 6.49 per cent to 4.68 per cent.

During this decade inflation in the US
has not changed much. Thus nominal
interest rate changes have largely been
reflected in real rate changes.

In Japan, the variation in both short and
long rates has been much larger than in
theUS. Thethreemonth commercial paper
rate, closely aligned to the rate on bank
deposits and to the BOJ controlled call
money rate, fell from 8 per cent in 1990
to almost zero during 1999-2000. The 10-
year JGB yield hasfallenfrom 6.5 per cent
in 1991 to 1 per cent in 1998, and has
hovered in the 1.5-2 per cent range ever
since, about a 500 basis point drop.

Japanhasundergonesomedeflationover
the decade. During the first haf of the
decade the CPI averaged about 2 per cent
and during the second half of the decade
about 0.5 per cent, a 150 basis point drop.
Evenafter factoringinthisdrop, thedecline
in short and long real rates has been
enormous, about 650 and 350 basis points,
respectively.

Appendix II: Law and Order vs
Savings as Determinants of
Growth

Theroleof savingsin promoting growth
is a vast issue outside the domain of
this article. In the orthodox development

economicsliterature(Arthur Lewis, Ragnar
Nurkse) which influenced the analytical
framework and conclusions of the
Mahalanobis two sector planning model
andtheMaurice Dobb-AmartyaSenchoice
of technique model, capital accumulation
was the binding constraint on growth. A
major goal of central planning was thus
to maximise the reinvestible surplus. The
growth formula (savings rate/capital out-
put ratio) and macroecomic approach of
both Cambridge England and Cambridge
Massachusetts, despite their ideological
differences, accordsprimacy tothe savings
rate. Although growth accounting using
Solow’s model shows that most growth
comes from total factor productivity (the
intangible residual inthe production func-
tion due to technica progress) and not
from inputs of labour or capital, a higher
savings rate is still considered desirable
and an appropriate goal of policy since it
raises growth through capital accumula-
tion. Foreign direct investment and capital
inflows are seen as beneficial mainly
because they augment domestically
financed investment.

By contrast, in the London School of
Economics — University of Chicago law
and economics paradigm, well-defined
private property rights, bothingeneral and
in particular pertaining to borrowing and
lending, is a sine qua non for sustained
economic progress. Savings will be en-
dogenously forthcomingwhenthereislaw
and order and thereby incentivesto supply
more labour and aso accumulate more
assets, thereby increasing real output,
saving and possibly consumption also.
(This endogeneity of savingsis for com-
pletely different reasons than the
endogeneity of savings in the Keynesian
demand multiplier model in which labour
supply is always available and which can
beeliminated merely by deficit financing).

This law and order paradigm is exem-
plifiedinthework of FriedrichvonHayek,
Aaron Director, founder editor of the
Journal of Law and Economics, Milton
Friedman, Ronald Coase, L ord Peter Bauer
and most recently Hernando De Soto.
Hernando De Soto (2001) has recently
pointed out that the total value of fixed
property held but not owned by the poor
of thethird world and ex-communist coun-
triesis vastly greater than the cumulative
stock of capital arising from FDI invest-
ment into developing countries between
1989 and 1999. “Because the poor rarely
have formal title, they cannot use these
assets as collateral to raise cash.”

Those who concede that savings in
general is not a constraint on growth may
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still insist that infrastructure is a critical
constraint. Hence it needs special saving
incentives such as the rebate upto
Rs 80,000 for investing in infrastructure
bonds. Assessing to what extent infra-
structure investment is a major constraint
on India's growth is not possible here.
Insofar asitis, intheopinion of thisauthor,
itisalack of viableprojectsand absorptive
capacity that is holding up infrastructure
investment, not a shortage of funds.

The inability to absorb funds in viable
projects is clearly evident in the inade-
quate disbursements of funds raised
through Resurgent India Bonds (RIBS) in
late 1998, ostensibly earmarked to finance
infrastructure projects. “ The centre is not
abletoeffectively utiliseRIB fundsfor the
purposeforwhichthey wereraised, namely,
funding core projects. Lack of adequate
infrastructure projects has forced the GOI
to provide SBI rupee funds equivaent to
$3.5hillion. Of theRs 14,500 crorebrought
to India, Rs 7,450 crore has been loaned
out to foreign banks...The balance ($ 0.7
billion not brought to India is kept in
overseas deposits earning a low rate of
interest (The Economic Times, February
1999) The SBI haslent only Rs 1,800 crore
tothetermlendinginstitutionsIDBI, ICICI,
IDFC and Power Finance Corporation for
infrastructureprojectsand hasinvested the
rest in G-Secs.”

Thesefactshavebeenused by thisauthor
[Moorthy 1999] to argue that our capital-
account policy hasbeen mistakenly geared
to attracting inflows to promote growth
and infrastructure, instead of alowing
select outflows that could improve the
quality of the financial system.

Appendix Ill: Efficacy of Tax
Rebates in Promoting Saving

A numerical example can help explain
this argument. Under mormal circum-
stances and as per standard economic
theory, the supply curve of savings is
upward sloping. (At someadequately high
level of income, the supply of saving can
become backward sloping. But starting
with zero saving, only the substitution
effect isat work and a higher interest rate
will always lead to more saving.) This
means that for any given individual, for
example at 1 per cent interest rate, say
Rs 1,000 will be supplied, at 2 per cent
Rs 2,000, at 3 per cent Rs 3,000 and so
on. Thus to induce this given individual
to save more and consume less, a 3 per
cent rate of interest needs to be offered
only for savings in excess or Rs 2,000.
Thus to induce more savings, the tax
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concession should be back loaded, not
front loaded asthey currently are, with the
tax rebate up to Rs 60,000 or Rs 80,000.
Although the amount of savings forth-
coming at different interest rates for dif-
ferent individuals will vary substantialy,
and savers in some age/income brackets
will save less at higher rates, for the eco-
nomy asawholeit should still bethe case
that more savings will be forthcoming at
higher interest rates and that tax rebates
are most effective if directed at savings
above certain threshold limits, not below
them.
Ifitisadministratively feasible, theback
loading of tax rebates can be linked to

individual incomes, sinceitisthemarginal
propensity to save per individual, rather
than the actual amount of savings, that will
respond to a higher interest rate. For in-
stance, a savings maximising policy
would provide no tax rebate on the first
5 per cent of income saved, say a 10 per
cent rebate on the next 10 per cent of
income saved, etc. Such a policy will
enhance total savings (per every rupee of
rebate given). It isalso far more equitable
to back load these rebates on the percent-
age of income saved, rather than the
absolute amount. The latter policy effec-
tively skews the rebates in favour of the
wealthier savers.

Appendix IV: Small Savings Schemes in Force

In passing, it should be mentioned that
thebroad historical evidenceindicatesthat
while negative real rates lead to dissaving
and financial disintermediation, small
positive returns are adequate to induce
saving. The oft cited World Bank Study
The East Asian Miracle (1993) surveyed
evidence that led to this conclusion. &l

Notes

[This article evolved in response to the request
of Y V Reddy, deputy governor, RBI, and chairman
of the Expert Committee to Review the System
of Administered Rates, to provide my views on
the various terms of reference of the committee.
Preliminary work on this article was done while
staying at IGIDR, Mumbai, earlier thisyear. The

Name of Limits of Maturity Period (Years) Rate of Interest Whether Deductions Amount
the Scheme Investment (Per Cent Per Annum) Interest Under Outstanding
April April Since Since April Since Since Since is Tax Sec 88 at End-
1991 1992 Sept 2, Jan 1, 1991 April Sept2, Jan15, Free of March
1993 1999 1992 1993 2000 Under Income 1999
Income Tax (Rs
Tax Act Act $ Crore)
1 2 3 4 5 6 7 8 9 10 11 12 13
1 Post office Minimum Rs 20 and # # # # 5.50 5.50 5.50 4. 50## Yes No 7,650
Saving Bank  maximum Rs 1,00,000 Sec 10
Accounts for an individual account
(Rs 2 lakh jointly. No
limit on group, institutional
or official capacity accounts)
2 Public Minimum Rs 100 and 15 15 15 15 12.00 12.00 12.00 11.00 Yes Yes 3,204#4#
Provident maximum Rs 60,000 in a Sec 10
Fund 1968 fiscal year
3 Post Office Minimum Rs 50 and 1,2,3 1,2,3 1,2,3 1,2,3 9.50to 12.00to 10.50to 8.00to Yes No 4,219
Time Deposit maximum no limit and 5 and 5 and 5 and5 1150+  13.50++ 12.50*  10.50** Sec 80-L
Account
4 Post Office Miminum Rs 10 per month 5 5 5 5 11.50@ 13.50@ 12.50@ . do No 11,139
Recurring or any amount in multiples
Deposit of Rs 5. No maximum limit
Account
5 National Minimum Rs 100 and il i 4rxx frxx 11.00 11.00 11.00 10.50 do Yes 820
Savings Maximum no limit
Scheme 1992
6 Post Office Minimum Rs 6,000 and 6 6 6 6 12.00 14.00 13.00 11.00 do No 20,293
monthly in- Maximum Rs 3 lakh and payable
come scheme  Rs 6 lakhs in joint account monthly
7 NSC VIl Minimum Rs 100 6 6 6 6 12.00@ 12.00@ !2.00@ 11.83@ do Yes 25,831
Issue maximum no limit
8 Indira Vikas  No limit 5 5 5Y% 6 1487@ 14.87@ 13.43@ - No No 12,430
Patras $$
9 Kisan Vikas  No limit 5% 5 5% 6@@ 13.43@ 14.87@ 13.43@ 12.25@ No No 67,214
Patras
10 Deposit Minimum Rs 1,000 and # # # # 9.00 9.00 10.00 9.00 Yes No 280
scheme for maximum not exceeding Sec 10
Retiring the total retirement
Government  benefits
Employees
1989/Retiring
Employees of
Public Sector
Companies 1991

Currently, the eligible amount to be invested in the specified savings is Rs 60,000 per annum. The maximum rebate is 20 per cent subject to Rs 12,000 per annum.

$
# Open ended scheme.
#

# 4.5 per cent for individual/joint and group account, 4 per cent for public account and security deposit accounts for purchase of motor vehicles or tractors, official capacity

accounts and other accounts 3 per cent.
### Relate to Post Office transactions only.

+ Compounded quarterly and payable annually. One year - 9.5 per cent , two year- 10.0 per cent, three year - 10.5 per cent and five year - 11.0 per cent.
++ Compounded quarterly and payable annually. One year - 12 per cent, two year - 12.5 per cent, three year - 13 per cent and five year - 13.5 per cent.

ik From the year of opening account.
@ Compounded interest rate.

@@
$$
Note:
Source:
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Maturity period has been raised to 6% years with effect from January 15, 2000.
The scheme has been discontinued with effect from July 17, 1999.

All the Postal Savings Schemes do not come under the purview of Wealth Tax Act from the assessment year 1993-94.

(1) National Savings Organisation, (2) Receipts Budget, Government of India, (3) Accountant General, Posts and Telegraph.

Compounded quarterly and payable annually. One year - 10.5 per cent, two year - 11.0 per cent, three year - 12.0 per cent and five year - 12.5 per cent.
Compounded quarterly and payable annually. One year - 9.0 per cent, two year - 10 per cent, three year - 11 per cent and five year - 11.5 per cent.
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Appendix V: CPl and WPI Inflation Rates

Three-Year Three-Year Three-Year
Average December- March-March Average Average Average
Year/Month Basis December Basis December- March-March
December
CPI
1990-91
1991-92 13.48 13.07 13.93
1992-93 9.86 8.00 6.11
1993-94 7.28 8.64 9.88 10.21 9.90 9.97
1994-95 10.27 9.47 9.74 9.14 8.70 8.58
1995-96 9.96 9.69 8.87 9.17 9.27 9.50
1996-97 9.43 10.41 10.03 9.89 9.86 9.55
1997-98 6.84 6.29 8.26 8.75 8.79 9.06
1998-99 13.13 15.32 8.95 9.80 10.67 9.08
1999-00 3.42 0.47 4.83 7.80 7.36 7.35
2000-01 3.82 3.48 2.53 6.79 6.42 5.44
Mean 8.75 8.48 8.96
Stdevn 3.42 4.32 2.57 1.15 1.40 0.86
WPI
1990-91
1991-92 13.74 14.26 13.56
1992-93 10.06 8.54 7.07
1993-94 8.35 8.77 10.55 10.72 10.52 10.40
1994-95 12.50 14.50 16.90 10.30 10.60 11.51
1995-96 8.09 6.72 4.53 9.65 10.00 10.66
1996-97 4.61 5.16 5.40 8.40 8.79 8.94
1997-98 4.40 4.05 4.35 5.70 5.31 4.76
1998-99 5.95 6.28 5.43 4.99 5.16 5.06
1999-00 3.27 2.81 5.50 4.54 4.38 5.09
2000-01 6.90 8.28 6.42 5.37 5.79 5.79
Mean 7.79 7.94 8.15
Stdev 3.68 4.14 4.50 2.58 2.66 2.99

author wishes to thank R Radhakrishna, director,
IGIDR for the opportunity to avail of itsfacilities,
and Mandira Kumar of IGIDR and Kausick Saha
of 1IM, Bangalore, for computational assistance.
Needless to say, the views expressed here are
solely those of the author.]

1 Recent issues of the RBI Annua Report,
Economic Survey, etc, emphasise this fairly
well accepted view.

2 Thiswasfirst suggested by Montek SAhluwalia
(1997).

3 Since bank deposits are invariably for shorter
maturitiesthan SSPF deposits, scopefor substi-
tution is limited. Another criitcial difference
is that SSPF deposits are free of default risk,
while bank deposits are insured only up to
Rs1 lakh.

4 Cantor (1989) showsthat for the UShousehold
cash flow sometimes declineswith the Federal
Funds rate.

5 Low cost saving is usualy a euphemism for
financial repression, and it typicaly reflects
a situation of a fixed nominal rate on
compulsory deposits(whetherimposed directly
on individuals or on the banking sector) in the
face of rising or high inflation. By contrast,
guaranteeing areal rate, adjusted for inflation
as recommended here, on voluntary deposits
is not financial repression.

6 Strictly speaking, SSPF rates should provide
the same return over a long period as long-
term bonds adjusted for liquidity and risk
differences. While SSPF deposits do not have
the price and total return risk of bonds, at the
sametimethey arelessliquid. Thereisnoway
to assess what the relative impact of these
offsetting factorsis. Asarough rule of thumb
SSPF rates should be set so as to yield on
average the same as long-term bonds.

7 Deccan Herald, Bangalore, July 26, 2001.

8 When R(SSPF) is 11.25 per cent, with a flat
tax rate of 20 per cent, the after-tax interest
rate is 9 per cent. Adjusted for 7 per cent
inflation, thereal after-tax returnis 2 per cent.
Evidence that nominal rates rise by more than
inflation and that this after-tax Fisher effect
prevails for the US is provided by Michael
Darby (1975).

9 A senior ICICI official hasrecently pointed
out that the government debt market is being
stymied by the need to build taxes into the
coupon rate, since the RBI requires that tax is
deducted at source (Business Line, August 20).

10 In this context, it is worth noting that at low
to moderate inflation rates there is not much
private demand for inflation-hedge
instruments. In the US, Milton Friedman
had advocated for many years a CPI futures
contract and had predicted in 1986 that it
would become the most widely traded
contract. It wasintroduced onthecoffee, sugar
and cocoa exchange in 1987 but never took
off and was eliminated. The recently issued
USindexed bondshavenot seenmuchissuance.
Nor havethere been privately issued inflation-
indexed bonds in US history [Fischer 1991].

11 The inherent inflation bias in a paper money
regime can be avoided by an independent
central bank. Thisfollowsfrom the Friedman-
Phelps natural rate hypothesis: there is a short
run trade off between growth and inflation but
nolongruntrade-off. McCallum (1989) lucidly
explainshowinflationbiasarisesfromelectoral
pressure.

12 InIndia, theruling party tendsto lose elections
following a sharp rise in food prices and in
the CPI(AL), but this does food price effect
does not preclude the general pro growth bias
that slowly leads to inflation.

13 Note that this recent reversal is not related to
the one-time supply shock of soaring onion
prices. InNovember 1998 the CPI roseby 19.7
per cent (November-November) and 15.3 per
cent (December-December). In a reversal of
this huge supply shock pricerise, the CPl was
flat November-November and rose 0.5 per
cent December-December in the next year
1999-2000. These inflation rates were about
300 basis points lower than the corresponding
WPI increasesin 1999-2000, with roughly the
same rise on an average basis.

14 The adequacy of the proposed 2 per cent real
return to induce saving, a matter that pertains
tomacroeconomicstability, hasbeendiscussed
in Section IV and Appendix IIl.

15 AlthoughtheFederal Reservedidnot declare
its target Federal funds rate until early 1994,
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the target was known to market watchers
and, over a period as long a month, the
average rate would closely correspond to the
target rate.

16 The response of the long bond yield to policy
induced changes in the short rate is not
predictable in any given instance. Sometimes
thelong rate has gone up when the short-term
rate has come down, as during some of the
easings in the US this year. Between late
March 2001 to July 2001 when the Federal
funds rate was lowered from 5.5 per cent to
3.75 per cent, the 10-year yield rosefrom 4.78
per cent to 5.3 per cent. However, in response
to specific events, there is atypical patternin
overnight changes: the long rate movesin the
same direction as the short rate, although by
a lesser amount. An event study carried out
by this author [Moorthy 1995] comparing the
overnight response of different US financial
market asset prices to economic data news
surprises(105monthly observationsfrom 1985
to 1993) revealed that the long bond yield
typically moved by a third of the short-term
yield (same direction). In India also, the
immediateresponse of long ratesisinthesame
direction as short rates.
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