CENTRAL BANK'S MPC MUST WEIGH
RISKS OF FINANCIAL INSTABILITY
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ith theinterim budget out, all eyes are now on
W the Monetary Policy Committee’s (MPC) deci-
sion thatwill be announced on 7 February.

Asthe central government wasnot able to meet its fis-
cal deficit target for the second consecutive year in
2018-19 and its gross market borrowings have risen by a
huge 24%t037.10 trillion, there have been recommenda-
tions for a more conservative monetary policy.

Expertsseearisk toinflation from the expansionary fis-
cal policy focusing exclusively on consumption.

But is the worry justified? Let us look at the evolving
dynamics on inflation, aggregate demand and growth.
The headline consumer price index (CPI) inflation has
crashed by 240 basis points (bps) to 2.2% so far in fiscal
year (FY) 2019.

The food sector has seen sustained deflation since
October, after staying very lowly positive for several
months.

Mandipricesare declining in most statesacross differ-
entkharif crops. The agrarian situation is seriously worri-
some in Maharashtra, Andhra Pradesh, Tamil Nadu,
Bihar, Gujarat, Kerala, Jharkhand, Assam and Uttara-
khand. Weak rural demand has pushed rural CPI way

below 2% in the past two months, Global Brent prices’

have eased from their monthly average of $83 a barrel in
September 2018, to $63 in February, 2019. Even core CPI
has eased by 50-60 bps from its peaklevel in July.

Growth in consumer non-durables (largely consumed
in rural belts) has been weak year-on-year throughout
FY19. Auto makers witnessed worst festive sales in five
years in FY19, Growth in industrial and core industrial
production fell toitslowest in 17-18 months in November-
December 2018. Growth in investment projects
announced hasbeen continuously negative quarter-on-
quarter since March 2017, -

What shattered thereal sector picture seriously during
FY19 was the liquidity crisis for non-banking financial
companies (NBFCs) since mid-September 2018, after
Infrastructure Leasing and Financial Services Ltd (IL&FS)
defaulted on itsrepayments. While several well-function-
ing NBFCs got trapped by tight liquidity and rapid sell-
offs in the equity markets, mutual funds with heavy
investmentsin NBFCsfaced increased redemption pres-
sures. This hassignificantly increased the risk of financial
sector instability.

A credit slowdown by NBFCs after the IL&FS debt
defaultsisa seriousblow to India’s growth trajectory, as

NBFCs had taken care of nearly one-third of incremental
credit to retail and small businesses in the past three
years. While the liquidity crunch has eased from its peak
level due to the Reserve Bank of India’s (RBI) aggressive
open market operations (OMOs), loanable fundsare still
not available to NBFCs at reasonable rates. There is still
caution surrounding relatively smaller playersregarding
their ability to raise or repay money and asset-liability
management. Moreover, there is tremendous potential
for normalization of banks’ lending rates to NBFCs in the
context of overall liquidity comfort.

Against this backdrop, we want the MPC to explicitly
factorin financial stability considerations in its monetary
policyresponse. Globally, it isincreasingly felt that intro-
duction of an explicit inflation target does not mean all
other economic policy objectives were to have “zero”
weight in monetary policy.

We donotsee thebudget tobeinflationary, given the
weak aggregate demand and expected growth slowdown
triggered by softlending by NBFCs and continued capital
challenges for public sector banks (PSBs). The ongoing
trendsin CPI have opened up space forboth arate cut of
25bpsand change in policy stance to “neutral” on 7 Feb-
ruary within the given framework. The OMOs under-
taken in FY19 were huge and have covered -90% of the
government’s market borrowings. It would help if the
MPC also gives a transparent road map for OMOs for

FY20 toavoid any kind of mar-

Th 2 ket disruption.
€ ongomg Tomake policy transmission
trends in CPI more effective, the MPC can
have opened up urgetheRBItocreate amarket
space forarate  forprovidingliquidity against
cut of 25 basis corporate bonds (along the
5 lines of collateralized borrow-
points ing and lending obligations

SRV,

and Clearcorp Repo Order

* Matching System) to correcta
disproportionate rise in “liquidity premia” and deepen
the bond market.

Inthestatement on developmental and regulatory pol-
icies, RBI can announce afew measures that can reduce
the cost of bank borrowings for NBFCs, such aslinking
the risk weights to actual ratings of loan companies
(engaged inretail financing) and deferment of guidelines
on large corporate framework (applicable from 1 April,
2019) by one more year. Last, but not the least, the RBI
may consider setting up arepo window formutual funds
against theirholdings of AAA and AA+ NBFCsto provide
aback stop facility and comfort to the market in case of
redemption pressure or distresssales at distorted prices.

Since transparency is an important part of effective
monetary policy, it is desirable that the MPC can be as
explicit as possible about its views on the links between
monetary policy and financial stability in the upcoming
policy announcement.
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