Greening monetary policy

Lack of appropriate and adequate tools is an insufficient argument

CLIMATE CHANGE BRINGS risks and

uncertainty. How well monetary policy
can incorporate these risks and uncer-
tainties isa question many economists
ask.There is abroad consensus among
economists that fiscal policy can deal
with the climate crisis, not monetary
policy(duetolackof toolkits). Itis widely
acknowledged that public finance com-
mitments and carbon emissions are
inversely related. The public finance
interventions through taxation to
reduce carbon prints or public expendi-
ture for supporting green energy and
technology have proven effective in
reducing emissions. However, such
empirical evidence is absent in case of
monetary policy.

India was the first to integrate cli-
mate changein inter-governmental fis-
cal transfers.The macroeconomic policy
channel of this “ecological fiscal trans-
fers”works through the public expendi-
ture priorities on climate change com-
mitmentsbysubnational governments,
tomakea “just transition” towardsa sus-
tainable climate-resilienteconomy.The
Fourteenth Finance Commission was
thefirsttointegrate climatechangeasa
criteria for determination of intergov-

ernmental fiscal transfers to the 29
states. TheFifteenth FChas retained the
criterion. Within the environmental
federalism framework,the “principle of
subsidiarity” demands that the respon-
sibility for providing aparticular service
should be assigned to thelevel of gov-
ernment closest to the people. This tax
transferis also to compensate forthe
cost disabilities of the subnational gov-
ernments on account of revenue fore-
gone and otheropportunity-costs, such
as protected areas, they incurintheir
path towards economic growth. How-
ever,ecological fiscaltransferis only one
among many fiscal policytoolsto ensure
the climate change commitments.

In addition to these fiscal transfers,
long term Public Financial Management
(PFM}toolslike climate-responsive bud-
getingatnationaland subnational levels
are crucial to address climate change
commitments. This PFM tool links
national climate action plans to bud-
getary commitments.The roadmap and
the analytical matrices to prepare cli-
mate-responsive budgeting can also
eliminate the fragmented approach of
line ministries towards adaptation and
mitigation in India. However, differen-
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tial tax rates can lead to “race to the bot-
tom”toattract mobile capital and create
'pollution havens’ through trade of
lower environmental quality for more
mobile capital.

On the monetary policy front, the
climate-focused stress test conducted
by the central banks is an upcoming
policy tool to address the issue. Such
green stress test is to assess how the
banking system is exposed to climate
risks and uncertainties. Such test was
first conducted by the Bankof England.
Christine Lagarde of the European Cen-
tral Bank (ECB) is very supportive of
greening monetary policy,and the ECB
will conduct such tests of riskexposure
of top banks in European Commission
in 202 2. However, Fed Reserveof US has
not yet begun such tests. Fed chair
Jerome Powell explained that the Fed
has asked the lenderstoarticulate their
risk exposure and how they can miti-
gate such risks. RBI has published a
chapter on greening monetary policy;
however, there is no further communi-
cation of toolkits. The response to the
question whether RBI is open to con-
duct such green stress tests on the top
banksisawaited.

Recently, professorLars Peter Hansen,
aneconomist at the Universityof Chicago,
who was the winner of 2013 Nobel prize
foreconomics, mentioned that there can
be“reputation risks” if central banks go
beyond their mandates. Former RBI Gov-
ernor Raghuram Rajan said that central
banks should turntheir focus tothe finan-
cial stability of the green investments
instead of mandating purchase of only
green bonds, not brown bonds, which is
primarily a “fiscal” decision. The broad
consensus is that central banks should
focus on price stability and financial sta-
bility. However, this can be refuted by the
concern that climate change is a crucial
determinant of financial stability, and it
is significant to integrate such climate-
related risks and uncertainties in financ-
ing investment decisions.

In general, economists are appre-
hensive about the efficacy of central
banks in dichotomising green bonds
and brownbondsin theirasset portfolio
and moving towardsa low carbon-emis-
sionenterprise. Policy prioritisationand
politicalwill arethe primedeterminants
of climate change commitments. Lack
of adequate toolkits is an insufficient
argument,
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