Why the RBI should  not cut interest rates.
By A.V. Vedpuriswar

In the wake of the recent aggressive moves by the Fed, amounting to a reduction  in the Fed Funds target rate of 125 basis points since the third week of January 2008 and a total cut of 225 basis points since mid September 2007, analysts are grumbling that the RBI has refused to budge. And this stand has been heavily criticized by some eminent observers. Recent articles in Business Standard (Why India is different, BS dt Feb 11th and Hindu Constant, RBI Mantra, BS dt 2nd/3rd Feb) have adequately highlighted the confusion prevailing among our monetary policy makers.
 Simplistic prescriptions, political compulsions and the huge egos of our central bankers may yet ensure that India snatches defeat from the jaws of victory! While Mr Bhalla is optimistic that India is no longer a place where the politicians or bureaucrats can do damage, I am not so sanguine. Just as bright individuals struggle in a non conducive corporate environment, so too will companies find it difficult to sustain global competitiveness in the absence of an enabling policy framework.
The issue is clearly not about what can be done to encourage growth as about what should not be done to stifle growth. Moreover, just as a CEO has no clue about what frontline managers are doing but yet keeps communicating the right signals, the issue is about what kind of messages the RBI is trying to send, not so much what the RBI can actually get done on the ground. 
The most disturbing part is the complete mix up of various issues. Let us examine some of them.

The RBI should cut interest rates because inflation rates are low. Nothing could be further from the truth. Inflation rates in India are highly understated. The common man knows intuitively that inflation rates are much higher than what the WPI would suggest. And we do not even consider asset prices such as real estate while defining the index.  So much for Mr Chidambaram’s snug statement. : “I will not be politically in trouble if my growth rate slows down to 8.5-8.0%. I will be in greater trouble if my inflation rises to 6% this year.”
The RBI should cut interest rates to boost lending and consequently growth. If interest rates are lowered, only the blue chips would benefit. For the SMEs, on whom future growth will critically depend, the problem is not so much the cost of credit as the lack of access. Which is why they often have to borrow from local moneylenders at exorbitant interest rates. If interest rates are cut, SMEs will find it even more difficult to access loans from banks.
The rupee appreciation must be curtailed by lowering interest rates. If the rupee is appreciating, it is because of heavy inflows of foreign currency. When people bring dollars and sell them to buy rupees, the rupee is bound to appreciate. People will not stop bringing in dollars into India, if we cut interest rates. The dollars are going into our  stock markets and into building new plants and facilities, not to earn higher interest rates. Indeed interest rate cuts will drive up the Sensex further and attract more FII inflows. And we are not Hong Kong where the currency peg is maintained by real time adjustment of interest rates, thanks to full convertibility and total monetary discipline.
RBI should give up its monetary stance.  Monetarists  are commonly understood as people who want money supply to grow mechanically at roughly the rate of real GDP growth. But that is only half the story. What monetarists say is that avoiding bad policy is a more realistic objective than trying to come up with a great policy . Monetarists also subscribe strongly to the “ There is no free lunch” theory. If the world could be changed by tinkering with interest rates and exchange rates, already we would have become a developed country! What Milton Friedman, the guru of monetarists mentioned was that  hard work needs to be done to remove various distortions and allow the markets to function smoothly. In that case alone, the economy would move towards full employment. One recent example, the ban on various currency derivatives would be enough to confirm that the RBI is  as close to monetarism as  communists are to free markets!
The RBI should not cut interest rates, for simple, common sense  reasons. We are still an underdeveloped country. And in such a country, capital should not be given out too cheaply. Capital should be correctly priced so that it is not misused. If it is misused, it will lead to an asset  bubble. Our communists have been screaming from the rooftops that derivative speculators are the cause of inflation. I beg to differ. It is the “neo rich” software engineers who are to blame. Supported by enthusiastc bankers, they took full advantage of low interest rate loans  and drove up real estate prices beyond all rationale. We need to keep interest rates high enough to prick the bubble before it is too late. Recall what happened in Japan in the 1990s and the argument will be as starkingly clear as daylight. If the bubble bursts, the “ animal spirits” will disappear and like Japan, we may land with a thud.  Let us not allow that to happen.
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