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‘Be the Bank of Choice for a Transforming India’

“MONETARY POLICY IS A SCIENCE, BUT THIS RBI IS MAKING Issue No. 39, FY21
IT AN ART?” Date: 27 August 2020

In 1996, Alan Blinder one of the most profound exponents of monetary policy making had famously commented “By making itself more predictable to the
markets, the central bank makes market reactions to monetary policy more predictable to itself”. This was reiterated by Michael Woodford in his famous Jackson
Hole address in 2001 “successful monetary policy is not so much a matter of effective control of overnight interest rate as of affecting the evolution of market
expectations”. Incidentally, Professor Woodford is a speaker in 2020 Jackson Hole also, speaking on effective lower bound. Following the sagacious advice of
Blinder and Woodford, this RBI seems to have managed the art of managing expectations as auction outcomes are turning out to be in line with market
expectations.

G-sec yield has risen significantly in the recent month more so after the RBI August monetary policy committee and the release of Policy Minutes. The yield has
increased across all tenures and the most in 5 year. It seems that the entire purpose of monetary transmission was being defeated. Against this background, the
operation twist/OT was a much-needed relief for the markets after yields had moved up by as much as 56 points in the aftermath of August 6. Before the auction
there was some concern among market participants that OT may not work in this scenario as majority of the holders of these securities would be out of the
money. By accepting offers at prices much higher than market, RBI has indicated its willingness to support the market at a time when supply outstrips demand.
The OT coupled with the Governor’s address in the morning has soothed frayed market sentiments. It is perhaps perfectly legitimate that the RBI has chosen to
use OTs instead of direct OMO purchases to avoid adding more liquidity to the banking system which is already flush with liquidity after the LTROs and TLTROs
done earlier this year. RBI may have to continue to manage auction expectations more aggressively in coming days through OT so as to pull down the yields even
further.

RBI has been largely successful in managing the yield movements in the current year. For example, when we look at the G-sec spread, it reached a peak of 350
basis points in FY09. The spread has reached 284 basis points in the current year. With a Rs 22 trillion consolidated borrowing, yield should have been at much
higher level now if RBI had not acted with alacrity.

Finally, when fear runs high amid a hawkish MPC minutes and higher CPI prints, market players across all markets may take short positions to stop out the long, as
like any asset class behaviour. We thus expect RBI to continue to make policy announcements in tune with changing times like LTRO in the 3-5 year G-sec, exercis-
ing green shoe options and other announcements as it may deem fit.

We must appreciate that for any central bank specifying an explicit policy rule, from which the central bank would never deviate under any circumstances, is
naive. In this context, it will thus not be a surprise and it will be better to keep the markets in a wait and watch mode as monetary policy is all about managing
expectations and as long as this RBI is doing it successfully, market players should not have too many complaints!
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cooperative banks were permitted to undertake short sale transactions.

4 Against all this background, the key empirical question is how
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OPERATION TWIST:MANAGING AUCTION EXPECTATIONS

10 Year Gsec spread and market liquidity

4 In the Operation Twist today RBI accepted the benchmark 5.79% 2030 pa- Average Daily

per at an aggressive cut-off of 6.0782%, as against the day’s high of 6.19% 10-yr G-sec Repo rate Reverse Repo Spread Liqmdm{ o.per.aﬁons OMO Rs
. . i i (yr-end) Rate of RBI (-injection, Rs Bn

earlier in the day, managing to pull down the yields to 6.15% levels. This Bn)*
was a much-needed relief for the markets after yields had moved up by Fvos 7959 e e 0209 P 9
more than 30 basis points in less than a month. Before the auction there Y09 7011 - 35 3511 s 945
was some concern among market participants that OT may not work in this Y10 ~ 832 S 375 7832 1000 P
scenario as majority of the holders of these securities would be out of the — 2989 675 =75 1239 810 572
money. Banks are usually reluctant to sell securities at yields higher than Y12 3542 85 75 0042 1570 1341
their purchase levels as it forces them to book losses. Y13 7963 75 65 0463 1084 1545

4 By accepting offers at prices much higher than market, RBI has clearly indi- FY14 8.803 8 7 0.803 -648 520
cated its willingness to support the market at a time when supply outstrips FY15 7.737 7.5 6.5 0.237 -157 -297
demand. While today’s auction is a positive step, to fully convince the mar- FY16 7.465 6.75 5.75 0.715 -87 636
ket, RBI may have to show the same aggression in next few rounds of OTs as FY17 6.680 6.25 5.75 0.430 331 1100
well, ideally till the benchmark yield is pulled back below 6% levels. RBI has FY18 7.399 6 5.75 1.399 336 -900
chosen to use OTs instead of direct OMO purchases to avoid adding more FY19 7.351 6.25 6 1.101 206 2905
liquidity to the banking system which is already flush with liquidity after the FY20 6.138 4.4 4 1.738 1278 1042
LTROs and TLTROs done earlier this year. Central Banks around the world FY21 6.192 4 3.35 2.842 4610 0
have pumped in liquidity to support recovery from the damage caused to Source: SBI Research, FY09 and FY21 spread taken from Reverse Repo which is the operating
economic activity by Covid-19, as well as to support the additional borrow- target. * FYO8-FY12 Liquidity is taken as net repo operations of RBI from Annual report, for
ings by the Governments. FY11 itis average of March
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4  When we look at the G-sec spread, it reached a peak of 350 basis points in
FY09 however it continued to decline thereafter. The spread has been on a
rising trend in the last couple of years reaching 284 basis points in the cur-
rent year. In fact, the RBI has seemed to have managed the yield expecta-
tions extremely well as with a Rs 22 trillion consolidated borrowing, yield
should have been at much higher level now if RBI had not acted with alacri-
ty.

4 Meanwhile, RBI has injected liquidity in the system through OMO purchases
in FY19 and FY20. Moreover, the current fiscal has abundant liquidity as is
revealed by average net absorption of Rs 4167 billion by RBI so far, and
hence an OMO at this point is futile and meaningless. In fact, the evolution
of OMO over the last decade shows OMO has been the primarily the norm,
when liquidity has been in a short supply.

GOVERNMENT BORROWING

4  When we look at the Government borrowing, there has been a huge jump
in Centre’s as well as States borrowing. The average auction size for Centre
has also increased from Rs 14,000 crore in Jan’20 to Rs 20,000 crore in May
and further to Rs 30,000 crore in Aug’20. In case of states, the average
auction size has reduced from Rs 18000 crore in Jan’20 and May’20 and has
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Yield on Commercial Papers raised by NBFCs FY21

become Rs 11,550 crore in Aug’20. We expect the states to tap the markets Month WAY
aggressively in second half of the current fiscal. April 5.44
YIELD ON COMMERCIAL PAPERS RAISED BY NBFCS
4 Yield on Commercial Papers raised by NBFCs has also increased marginally May 544
in August compared to previous months. The weighted average yield on the June 4.92
same was 4.11% upto 5 Aug which increased to 4.29% between 6 Aug- July 4.71
26Aug’20.
Aug 4.28
up to Aug 5th 411
from 6th to 26th Aug 4.29
Source: CCIL; SBI Research; WAY - Weighted
Average Yield
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