Brigade Insight: Interview with P.V.Maiya, Independent Director.
Introduction by Priya Mallya  and Mathew Abraham 
We are interested in knowing from you answers to several questions which affect all of us in our day to day life, relating to monetary and fiscal policies, interest rates, inflation, will our economy regain growth  track soon, is India insulated substantially from the global economic influences, what are the investment opportunities etc.etc.

As many of the questions concern monetary policies, we may start with the first question on the role of Reserve bank of India [RBI].
Maiya:  Your introduction reminds me of the definition of Economics given by a famous economist, Alfred Marshal. He defined Economics as “the study of mankind in the ordinary business of life”. 

RBI has many functions although most of us know its role mainly through the periodical pronouncement of monetary & credit policies. Just to narrate a few, RBI is the banker to the Government, it manages the public debt of the Govt., it manages country’s foreign exchange, supervises and regulates banking system to ensure safety and soundness, provides monetary and other data, acts as banker to other banks [referred to as lender of last resort] and so on so forth.
RBI is best known for its role in framing and executing monetary policy for influencing money supply and credit conditions in the economy to promote growth, high employment, price stability. Monetary policy is aimed at creating a conducive environment to achieve these objectives. Monetary policy is the effort to get the right amount of money [includes credit] into the economy –enough to buy all goods and services produced. It provides the right quantity of fuel, neither too much nor too little, to the economic engine. If there is too much fuel, the engine will be flooded, if there is too little, it will throttle down. The whole exercise of determining the right amount involves several sophisticated calculations, projections, scenario building, policies of the govt, contingencies, assumptions etc. Obviously, there cannot be precision in this. We need to understand Central banks by themselves do not produce goods & services nor provide employment, though they often are made scapegoats for low performance or high prices!
Question: What are tools of monetary policy?

Maiya: Broadly speaking there are three tools. One prescription and varying of Reserve ratios, two, determining discount[interest] rates for borrowing by banks and three, open market operations, essentially involving sale and purchase of approved[ Govt.] securities. There are other elements of policy, one of which is known as moral suasion exercised by the RBI, in practice a euphemism for gentle arm-twisting! These measures may be exercised together or separately depending on the circumstances.
Question: Can you elaborate on these tools?
Maiya: There are two types of Reserves, known as Cash Reserve Ratio[CRR] and Statutory Liquidity Ratio [SLR].Both have a linkage with the total demand & time liabilities [let us say, for our purpose, deposits]. At present, CRR is 5% and SLR is 24% of say deposits, subject to certain inclusions and exclusions. In other words, of Rs100/ a bank may have as deposit, 29% is held in the form of cash deposits with RBI and held as investments in Govt securities. The maximum resources that a bank may be able to lend is about 70%, to put it simply. The major purpose of such large ‘impounding’ resources is to ensure liquidity – a measure for safety and soundness for banking system. This can be understood in perspective when we realize banks will have to pay back depositors while what it lends to borrowers may not necessarily get repaid in a crisis. The world over the reserve ratios of different levels are prescribed. The RBI has power to increase the CRR to 20% and SLR to 40%, if need be. An increase in CRR /and or SLR sucks in money to the RBI and the opposite is achieved when these are lowered. The first one results in tightening money [credit] supply and the second one is expansionary. When money is tight price of money, namely interest rate goes up, and vice versa. RBI resorts to changing the reserve ratios to curb inflation or to induce optimism and encourage production of goods and services. For example, in the last one year RBI has reduced CRR from a high of 9% to the present 5% and SLR from 25% to 24%, releasing into the system over 4 lac crores of Rupees  in the face of shortage of liquidity first triggered by sub- prime crisis which has engulfed some banks and most nations. Had these expansionary steps not taken, the economy would have experienced by now a grave recession, with loss of production and jobs. 
It is not possible for any bank to be always matching its deposits and assets in the form of investments and loans. The imbalance [temporary] is met by borrowing/ lending in the inter- bank market – what you see as call money market, where the cost of borrowing or earning on lending is determined by supply and demand.

Banks also have the facility to borrow against approved security from the RBI for short periods by participating in auctions daily conducted by the RBI to manage short term liquidity and interest rate in the call money market. Such borrowing, known as Repo, is charged an interest of 4.75% and if on the contrary, banks deposit surplus money, known as Reverse repo, banks earn 3.5% only. Both these rates were brought down last week, signaling that RBI expects the banks to lower their lending and deposit rates.
Besides these, RBI periodically repurchases Govt securities from commercial banks at a discount rate depending on the level of money supply it decides to maintain in the system. 
The use of the monetary tools signals the intention of RBI to expand or contract money and credit supply which is considered appropriate to growth and price stability. One more word, generally speaking, monetary and fiscal policy [involving taxation and budgetary provisions] are executed in conjunction with each other for harmony, though there may be different time lags in their effects.
Question: How do banks determine their interest rates on deposits and lending and how do they implement RBI directions?
Maiya: except for the rate of interest payable on Savings bank accounts which is prescribed at 3.5%, all other rates are deregulated. Each bank is free to determine its deposit rates and lending rates. Deposit rates are determined from time to time based on the composition of resources, such as current and savings bank accounts, fixed deposits of varying maturity period and matched with the loan portfolio comprising longer term loans and shorter term loans which of course are renewed from time to time. The matching of Assets and Liabilities is a continuous exercise in all banks and what is called treasury management in banks involves bright minds so as to maximize earnings for the banks.
Lending rates are determined, in some cases in relation to sectors like housing, SME segments, Agriculture, subject to any direction issued by the Govt and the RBI. Banks have a system of rating the borrowers –larger ones- based on a number of criteria and interest rates for individual clients are related to the rating, though exceptions are made to deviate for valid reasons. 

In deciding on interest rates on lending, banks take into account cost of resources, administrative expenses, margin of profit, after reckoning level of non-performing assets where earnings is zero etc. Banks in India have a spread of 2% or so which is quite healthy. In India both lending and deposit rates are high compared to some western countries. It is not easy to lower lending rates without lowering deposit rates. Non-performing loans are a drag on the system and are partly responsible for higher cost to borrowers. Given the recession we are in, interest rates will have to go down further in the next 6-12 months to spur the economy. As a rule all lending rates are related to what is known as BPLR [Bank’s Prime Lending Rate]. BPLR is theoretically the rate quoted to prime borrowers but over the years, a substantial portion of lending is at sub-prime rates. The RBI has asked now a working group to de-mystify the Prime rate to make it transparent.
Question: What are floating and fixed rates and how to choose one or the other?

Maiya: Fixed rates hold good for the entire period of loan. The borrower has the advantages of knowing his cost throughout, without the hassle of market uncertainties increasing or decreasing his say, EMI. Floating rate, on the other hand is linked to Bank’s Prime Lending rate, at a spread below or above it.
There is uncertain impact on the cash flow of borrowers as the Prime rate could vary but they could also benefit from lower interest regime. Often banks do provide for re-set clause after expiry of say 2/3 years so that both parties may review their stand. Some banks offer part of loans on fixed rate basis and other on floating rate. Over a long term of say 15/20 years as in the case of housing loans, the advantages and disadvantages may even out.

Question: Given the current none too encouraging scenario, what should an average person do with his savings?

Maiya: Basically it depends on the risk appetite. One general principle I would suggest is first decide what is your capacity to lose and still stay afloat. Apart from bank fixed deposit, select stocks may be picked up based on dividend yield, leverage and profit margins of companies. Real estate, gold and shares are attractive as all signs though not very strong yet, indicate revival of world economy and the bottom might have been touched. But one cannot expect handsome gain at least for another 12 months.

Question: On a macro level, do you think India is insulated from the Global economy?

Maiya: There is no way India can remain insulated. We depend heavily on oil import and we need export earnings to pay for that as also other essential items. There is no one –sided equation in world economy. Most currency markets are integrated, nearly 97% of trading in currency is not specifically related to international trade in goods and services. Let us not delude ourselves to say we are insulated. Banking system has escaped the ravages of sub-prime crisis because our banks were not involved in those sophisticated areas of financial engineering! RBI has had a big role in maintaining caution

Perhaps, I might add that unless we see a reasonably stable Govt with an investment programme for quick implementation, as opposed to populist measures like free rice, power, loan waiver, our fiscal condition which is covered by too much of camouflages, profligacy of the present Govt may come to roost in the form of price rise; God forbid if simultaneously crude price moves up. The classic situation could be too much money chases too few goods. If the new Govt does not kick start stalled infrastrure projects with speed, there is apprehension that the glut of liquidity now in the system might begin to hurt. The other factor in all these is the price of crude oil which at the moment is low and if it starts moving up thanks to recovery in global economy, we may be trying to curb price rise. RBI or any Central bank cannot do much to make factories work, build roads, ports, railways, generate and distribute electricity etc. This country’s bane is not lack of projects but lack of will to implement. Let us turn to China with an open mind on what they have done to counter the global crisis by implementing large infrastructure projects.
-----------------------------------------------------------------------------------------------------------------------------------------.
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