Are-lookinto monetary
policy structure needed
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he Monetary Policy Commitiee’s MPC’s) decision to

cul thereporate by 25 basis points, although surpris-

ing, may be justilied, especially when the CPTinflation,

aswell asits expectations, are subdued and well below

the 1% target. The rate cut, together with the proposals
in the statement on developmental and regulatory policies, sug-
gest the MPC shifted its gears to revive private investments and,
hence, growth. But the impactofl this rate cut needs to be looked
together with the interim budget proposals.

Upfront, aslight disappointment is ahout the MPC’s assump-
tion that GDP (gross domestic product) growth in 2018-19 is at
7.2%, while GVA (grossvalue added) growth isat 7%, based on first
advance estimates, while considering the growth of 7.2% and
6.9% for 2017-18 for GDP and GV A, respectively, based on [irst
revised estimates. However, if one takes the levels and re-esti-
mates, the growth would be 5.9% and 5.8% for 2018-19 for GDP
and GVA, respeclively. Now what numbers (levels or growth
rates) should one lookat for output gap estimations, or for other
monetary statistics, issomething left to the Reserve Bank of Indlia
(RBD.

In termsof the impact, as the MPC statement indicates, the rate
cut, aswell as the changesinregulatory and development poli-
cies, isexpected torevive private investments, while at the same
time, enhance consumption demand. The MPC also expects the
fiscal measures in the interim budget to improve disposable
incomes. But the MPC also appears to be too lenient towards the
government’s fiscal slippage [or two consecutive years and, most
importanily, to the deleriorating quality ol public expenditures.
One would have expected the MPC tolookat the comments made
by the comptroller and auditor general (CAG) initsrecent report.

In the rate cut, it is intrinsically assumed that it would boost
investment demand. However, whatis empirically found is that
there is a weak relationship between interest rates and invest-

mentdemand. And, thiswould also depend largely on the trans-
mission mechanism, which, in my view, is weal, given the stress
in the banking industry. In such a situation, the rate cut could
potentially lead to an increase in consumption demand and
dampen savings, which could have a second-round impact on
interestrates and investments. Given the banking sector’s stress,
what was required now were policies that could revive savings.

On the growth front, the MPC clearly states that there are
downsiderisks, especially from global economic activity, which
islargely clouded. There are expectations made by many respect-
able institutions and analysts that there could be anotherround
ofrecessionary conditionsin 2019, especially when one looksat
global commodity prices, While this could dampen the domestic
services seclor, it may not be good news [or India’s exports either.
Insuchasituation, the recent macro policy measures (populist
budget and interest rate cut), will have, if at all, less impact on
reviving growth, and alarger impact oninflation.

That apart, the MPC report gives a feeling that interest rate pol-
icy is used only for either inflation control or to revive growth.
But there are other open-economy macroissues that needs equal
focus while setting interest rates. While one could argue itisnot
the mandate of the MPC, there are very limited instruments left

for the RRI, other than interest rates, to

MPC also address the issues on capital account.
appears to be Andmy ;IUL-‘SH 1« that, llus_u ulld he p])u:
i |GGt reason why two members of the MPC

i e dissented the rate cut at thisstage. RBI
towards the

governor Shaktikanta Das in the post-
MPC press conference said that India
hasenough foreign exchange reserves
(of $400 hillion after a reduction of
almost $30 billion recently). We can
only hope that due to today’srate cut, we are not missing the pol-
icy space required when there isa crisison external account. This
brings Lo the question ol how far the inflation targeting regime
isrelevant for countriessuch as ours, where managing the exter-
nal vulnerabilities are equally important. While MPC’s shifting
ol focus on growth could be welcoming, any slight shilt away
from the external factors couldbe damaging. There may be some
clue [rom the Sensex today, which has declined alter the MPC
announcement. In that sense, thereisaneed to have are-look at
the present monetary policy framework.
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