Monetary & Credit Policy – 2006-07

Summary

The annual statement on monetary policy for 2006-07 (MCP) continues to stress the importance of a stable interest rate regime and promote greater availability of credit for the commercial sector at a lower borrowing cost. In view of high crude oil prices, and the ongoing need to contain inflation rate at 5-5.5% for 2006-07, the emphasis is on price stability through measured, timely and even pre-emptive policy actions to anchor inflation.  Signs that the global economic risks featuring more strongly on the RBI’s agenda too.  Rate rises not on the agenda for now, but there are signs that pressures to raise them will increase.
Detail

1. The RBI presented is annual statement on monetary and credit policy on 17thApril 2006.  As is customary, the measures were presented in the context of global and domestic economic indicators and economic performance in the previous financial year.

2. The global economic expansion was one of the reasons for India’s buoyant external sector parameters in 2005-06 – 25% growth in exports and 25% growth in non-oil imports.
  Despite a higher trade deficit, due to higher capital inflows, the year ended with additional $ 10 billion of forex reserves. In the last financial year, the Rupee depreciated against US dollar by 1.9% but appreciated by 4.4% against Euro, 5.5% against Pound Sterling and 7.5% against Japanese Yen.

3. The RBI said it would continue to ensure that appropriate liquidity was maintained in the system, so that all legitimate requirements for credit were met, consistent with the objective of price and financial stability. It would also continued its policy of active demand management of liquidity through open market operations, including its Market Stabilisation Scheme, Liquidity Adjustment Facility and Cash Reserve Ratio (CRR), and flexibly use all the policy instruments at its disposal.

4. The banking sector indicators of deposit and credit growth confirmed continued buoyancy in the system.  Aggregate deposits grew by 16.9% in 2005-06 an increase of almost 4% the previous fiscal year. The Non-food credit growth grew strongly – 18.5% in 2003-04, 27.5% in 2004-05 and 30.8% in 2005-06.  If this rate continues, the volume of credit available would double within three years. RBI however expects the non-food credit to increase by around 20%%.

5. There is a greater emphasis on the need to focus on credit quality for the banking sector. Some of the measures like the hike in general provisioning requirement on personal loans, loans and advances qualifying as capital market exposures and residential housing loans beyond Rs 2 million are aimed at slowing credit disbursals. The caution is that with the high growth rates that India is experiencing, an excessive flow of credit may cause overheating of the economy and thus leading to hyperinflation, a fall in credit quality and also difficulty in optimum resource allocation.
6. RBI expects the money supply expansion (M3) to be around 15 percent during the year. This should ensure a continuation of high economic growth, adequate availability of credit while ensuring price stability. It has also been maintained as a policy measure to contain inflation within the 5-5.5 percent mark so as to sustain the high GDP growth during FY 2007.

7. An analysis of the policy measures and their impact on the economy is below:

	Policy measure
	Implications

	Monetary Measures

· Bank rate and the CRR untouched at 6.0% and 5.0% respectively 

· Repo and reverse repo rates unchanged at 6.50% and 5.50% respectively, retaining the spread of 100 basis points 
	With inflation at reasonable levels there was no interest rate hike, so that the economy’s growth momentum would remain undisturbed.

The RBI signalled adequate liquidity in the market by not reducing the CRR.



	Prudential Measures

· Provisioning requirement (ie, collateral) on standard advances in personal loans, capital market exposures, commercial real estate loans and residential loans exceeding Rs 2 million increased by 60 basis points 

· Loans to venture capital funds to be treated as capital market exposure 

· Risk weights on exposure to commercial real estate raised by 2500 basis points to 150 percent. 
	Measures to increase the provisioning requirement on advances in the specified sectors will cause the concerned interest rates to rise. While home loans and personal loan will become costlier, lending to real estate builders will become unattractive for banks.

Due to the easy availability of credit the asset prices rise. To prevent financial instability, risk weights have been hiked. The credit boom in the economy leads to erosion of credit quality and banks have to strike a balance between credit growth and health of credit portfolios. 




Comment

8. The macroeconomic and financial conditions have grown at least as strongly as the RBI expected (granted their estimates are usually at the conservative end of the spectrum).  Inflation has been contained well within the projected range (ie, to contain it between 5 and 5.5%), and this is reflected in the relative stability of long-term interest rates. There are also indications of improvement in the fiscal situation and the return to the path of correction set by the Fiscal Responsibility and Budget Management Act. 

9. Indeed, first quarter figures released by the GoI have surpassed RBI’s conservative growth outlook of 7.5 – 8 percent. India provisionally reported growth at 9.3 percent in the first quarter of 2006-07 - its fastest pace in more than two years.  Within that, the pace of agricultural expansion nearly doubled to 5.5 percent from 2.9 percent a year earlier (reflecting a particularly strong winter harvest).  Manufacturing, too, has shown a turnaround after years of sluggishness increasing by 8.9 percent in the first three months of this year.  An important source of growth for the economy is the increase in consumer spending which grew by a massive 12.9%, up from 10.2% last year.  These indicators suggest that the gains of economic liberalisation, after a decade of reforms, are finally beginning to spread more widely. 

10. Though the short-term interest rate remained unchanged at 5.5 percent in the MCP 06-07, the rise in the interest rates in US and an imminent increase in fuel prices could increase inflationary pressures, prompting the rise of interest rates. However, this is likely to happen in a range-bound and gradual manner, so as not to choke off growth.   

11. The Indian corporate sector is expanding rapidly into the global markets (both organically and through acquisitions). It will be imprudent to assume that India is ‘insulated’ from global events. A resilient financial system will be increasingly important to counter any exogenous shocks and the present RBI policy has been framed with global exigencies in mind.
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� Belying all fears of a slowdown due to the rising crude oil prices, the global economy has maintained a good tempo of growth. After three decades of high to moderate growth, averaging around 5.1 percent, the world economy had posted an appreciable 4.1 percent growth rate in 2004-05.





