Monetary and Liquidity Conditions

IV. MONETARY AND LIQUIDITY CONDITIONS
While continuing to manage the growth-inflation trade-off, the Reserve Bank reduced the repo
rate by 50 basis points in April 2012. Monetary conditions have gradually eased in 2012-13
so far as a result of the two-stage reduction in the cash reserve ratio in Q4 of 2011-12, the
repo rate cut and significant depreciation of the exchange rate. Active liquidity management
by the Reserve Bank by way of sizeable open market purchases and other policy measures has
helped correct the excessively tight liquidity that prevailed during the latter part of 2011-12.
Besides the gradual pick-up in growth in monetary aggregates in 2012-13 so far, there has
been a pick-up in non-food credit which as of mid-July 2012 was growing marginally above
the indicative projection for 2012-13.

Reserve Bank front-loads rate cut using
the available monetary policy space

When the Reserve Bank undertook the frontloaded rate cut action in April 2012, it clearly
enunciated that upside risks to inflation persisted
and space for further reduction in policy rates
was limited. This space was further constrained
by lack of credible action to curtail subsidies
and related expenditure by the government.
Also, there were a number of factors other than
monetary policy actions behind the growth
slowdown in 2011-12.

IV.1
In April 2012, the Reserve Bank
reduced the repo rate for the first time in three
years. Even as inflation remained the main
concern, the policy rate was reduced by 50 basis
points on account of moderation in growth
below its post-crisis trend (Table IV.1). While
it was recognised that the deviation in growth
from its trend was modest, the slowdown,
nevertheless, was expected to contribute to
some moderation in core inflation. The
cumulative impact of past monetary tightening
was expected to moderate inflation further
through slower growth.

IV.3
Apart from the rate cut, monetary
conditions eased as a result of softening impact
on interest rates of the 125 basis points reduction
in the cash reserve ratio (CRR) during Q4 of
2011-12 and the significant exchange rate
depreciation (about 10 per cent in Q1 of 201213 and about 20 per cent cumulative since
August 2011). The monetary easing during Q1
of 2012-13 has significantly corrected the
tightness in monetary and liquidity conditions
witnessed during Q4 of 2011-12. M3 expansion
during 2011-12 at 13.1 per cent was below the
indicative projection of 15.5 per cent. Low
reserve money expansion at 9.6 per cent
(adjusted for CRR changes) contributed to lower
expansion of money supply. Reserve money
creation has improved during 2012-13 so far,
and deposit creation and consequently, monetary
expansion is within sight of indicative
projections for the year (Table IV.2).

IV.2
Inflation has, however, persisted above
the level consistent with sustainable growth.
Table IV.1: Movements in Key Policy
Variables
(Per cent)
Effective since

Repo Rate

1
May 3, 2011
June 16, 2011
July 26, 2011
September 16, 2011
October 25, 2011
January 28, 2012
March 10, 2012
April 17, 2012

2
7.25
7.50
8.00
8.25
8.50
8.50
8.50
8.00

(+0.50)
(+0.25)
(+0.50)
(+0.25)
(+0.25)

(-0.50)

Cash Reserve Ratio
3
6.00
6.00
6.00
6.00
6.00
5.50 (-0.50)
4.75 (-0.75)
4.75

Note: Figures in parentheses indicate change in percentage
points.

23

Macroeconomic and Monetary Developments First Quarter Review 2012-13

Table IV.2: Monetary Indicators
Item

Outstanding
Amount
(` billion)
July 13, 2012

1
Reserve Money (M0)*
Reserve Money (Adjusted)
Broad Money (M3)
Main Components of M3
Currency with the Public
Aggregate Deposits
of which: Demand Deposits
Time Deposits
Main Sources of M3
Net Bank Credit to Government
Bank Credit to Commercial Sector
Net Foreign Assets of the Banking Sector

Financial year to date
variations (Per cent)
2011-12

Y-o-y variations
(Per cent)

2012-13

July 15, 2011 July 13, 2012

2

3

4

5

6

14,810.1
77,301.2

-1.8
-1.8
4.0

3.8
3.6
5.0

13.3
13.5
16.9

9.5
15.7
14.3

10,798.0
66,463.9
6,603.5
59,860.4

4.5
4.0
-13.7
6.6

5.2
5.0
-6.3
6.4

14.9
17.3
-5.2
20.7

13.4
14.4
5.8
15.4

25,558.2
50,751.6
16,377.6

7.7
2.0
1.2

7.9
2.3
6.1

22.3
19.3
5.8

19.6
17.4
16.2

15,531.7

-0.3

1.7

20.8

38.8

Memo:
Net Non-monetary Liabilities of the Banking Sector
Note: 1. Data are provisional.
2. *: Data pertain to July 20, 2012.

Liquidity deficit eases in response to active
management and measures taken by the
Reserve Bank

IV.5
There was a distinct period of liquidity
tightness that prevailed from November 2011
to early April 2012. The liquidity squeeze
started in November 2011 on account of large
scale forex intervention by the Reserve Bank as
well as the usual high currency demand during
the festive season. The squeeze on liquidity
persisted into Q4 of 2011-12 as the government
built up large balances with the Reserve Bank.
There was continued intervention in the forex
market while the drain on account of currency
persisted due to seasonal factors as well as
elections in a few states (Chart IV.2). Moreover,

IV.4
There was a significant easing of
liquidity deficit in Q1 of 2012-13, and the extent
of deficit returned to the Reserve Bank’s
comfort level of one per cent of net demand
and time liabilities (NDTL) in July 2012 (Chart
IV.1). This was primarily on account of large
scale open market purchases by the Reserve
Bank as also measures such as enhancing of the
limit of export credit refinance (ECR).
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helped in steering the monetary policy operating
target, the weighted average overnight call
money rate, within the formal corridor
(Chart IV.4). The movements in the operating
target of monetary policy mostly mirror the
liquidity position in the system. As noted above,
there was a systemic liquidity deficit from
November 2011 to early April 2012. This period
coincided with the call rate mainly staying
above the mid-point of the corridor (i.e., the
repo rate) and at times hovering close to the
ceiling set by the MSF rate. As liquidity eased
in Q1 of 2012-13, the call rate gradually eased
back to the mid-point of the corridor.

the spread between the pace of credit growth
and deposit growth, which had narrowed in the
first three quarters of 2011-12 and had in fact
turned negative in December 2011, widened
again during the fourth quarter. This added a
structural dimension to the liquidity deficit
(Chart IV.3). The Reserve Bank responded by
injecting liquidity through outright open market
operations of `1.3 trillion between November
2011 and March 2012 as also CRR cuts that
released about `0.8 trillion into the system.
Despite the active management, the liquidity
deficit persisted at a high level.
IV.6
Since April 2012, however, there has
been an easing of the liquidity stress in the
system. The significant easing was brought
about by the Reserve Bank actively managing
liquidity through the liquidity adjustment facility
(LAF) and open market operations (OMO). The
Reserve Bank injected liquidity through outright
OMO purchases of `0.8 trillion in the financial
year so far, of which `0.6 trillion was through
auction route. Also, there was some narrowing
of the wedge between the pace of growth of
deposit and credit in Q1 of 2012-13.

IV.8
To further augment liquidity and
encourage banks to increase credit flow to the
export sector, the Reserve Bank increased the
limit of ECR from 15 per cent of outstanding
export credit to 50 per cent with effect from the
fortnight beginning June 30, 2012. This
amounted to release of additional liquidity
support of over `300 billion, equivalent to about
50 basis points reduction in the CRR. The daily
average amount of ECR availed increased from
`70 billion in June 2012 to `177 billion in July
2012 (up to July 26) .

IV.7
In order to provide greater liquidity
cushion to banks, the borrowing limit of
scheduled commercial banks (SCBs) under the
Marginal Standing Facility (MSF) has been
raised from one per cent of their NDTL to two
per cent since April 17, 2012. This has further

IV.9
As regards the autonomous factors that
drive liquidity – currency with the public,
intervention in the foreign exchange market and
government’s cash position – the first two were
largely adverse during the Q1 of 2012-13. There
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is typically strong demand for currency in April
and May coinciding with the rabi marketing
season. Also, as there was extreme volatility in
the exchange rate, the Reserve Bank sold
foreign exchange to authorised dealers in May
and June. However, as a large part of the
intervention was also in the forward/swap
market, drain on rupee liquidity was not very
significant. The liquidity stress from the above
two autonomous factors was partly addressed
by the net drawdown of balances by the
government. As noted earlier, the large build-up
in the government balance with the Reserve
Bank in Q4 of 2011-12 had compounded the
liquidity deficit in that quarter. As government
spending increased significantly in the first
quarter of 2012-13, there was concomitant
easing of liquidity. The net effect of government
spending during the quarter (June 30, 2012 over
March 31, 2012) was release of `549 billion
into the system.

of monetary aggregates in 2012-13 so far as
against the steady deceleration observed in the
fourth quarter of 2011-12 (Chart IV.6). On a
y-o-y basis, the growth rate as on July 13, 2012
was lower than the previous year.
IV.12 There was a pick-up in demand for
currency during the first quarter of 2012-13 as
is usually observed in Q1. The y-o-y growth
rate was lower than that of the previous
year on account of the base effect (Chart IV.7).

Reserve money expansion improves in Q1
of 2012-13
IV.10 There was a sharp deceleration in the
pace of expansion of reserve money during Q4
of 2011-12. While this was predominantly on
account of the CRR cuts, even adjusting for the
first-round impact of CRR cut, the adjusted
reserve money growth showed a deceleration.
As seen earlier, active management of liquidity
through OMO, LAF and MSF transactions led
to a gradual rise in the rate of reserve money
expansion in Q1 of 2012-13 as against the
steady deceleration observed in the previous
quarters (Chart IV.5). On the liabilities side of
the Reserve Bank balance sheet, the growth is
explained by the increased demand for
currency.

IV.13 The mobilisation of deposits during the
first quarter of 2012-13 was higher than in
comparable period of recent years. The y-o-y
deposit growth of SCBs at 14.7 per cent on July
13, 2012 is below the indicative projection of
16 per cent for 2012-13 (Chart IV.8). The

Deceleration in broad money growth
arrested in Q1 of 2012-13
IV.11 Given the significant primary liquidity
injection through OMO purchases and CRR
cuts, there has been a pick-up in growth rates
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increase in deposit across the bank groups has,
however, been skewed (Table IV.3).

Table IV.3: Aggregate Deposits of
Scheduled Commercial Banks
(Amount in ` billion)

Monetary expansion improves with rise in
money multiplier

Bank Group

IV.14 With the CRR cuts effected in January
2012 and March 2012, there has been a
reduction in the ratio of bankers’ deposits with
the Reserve Bank to aggregate deposits in the
banking system (the reserves deposit ratio).
However, monetary expansion remained
subdued during Q4 of 2011-12 as increase in
money multiplier was not commensurate to the
CRR cut as currency demand was high. The
relatively higher pace of deposit mobilisation
in 2012-13 so far has resulted in lowering both
the behavioural ratios. Thus, with the rise in the

1

OutY-o-y variation as on
standing
July 15, 2011 July 13, 2012
as on
July 13, Amount Per Amount Per
2012
cent
cent
2

3

4

5

6

1. Public Sector Banks* 46,453.6 6,458.6 18.9 5,897.2 14.5
14,076.4 1,650.9 15.7 1,898.6 15.6
of which: SBI and
Associates
Nationalised 32,377.1 4,807.8 20.4 3,998.6 14.1
Banks
2. Foreign Banks

2,697.6

114.7

5.0

3. Private Banks

11,294.3 1,485.1 18.2 1,645.6 17.1

4. All Scheduled
Commercial Banks

62,217.5 8,259.0 18.0 7,991.3 14.7

Note: 1) Data as on July 13, 2012 are provisional.
2) * Excluding Regional Rural Banks.
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extended by all SCBs) for Q1 of 2012-13 reveals
that industries, services and personal loans
accounted for 36.1 per cent, 28.6 per cent and
28.6 per cent, respectively, of the incremental
credit flow during the quarter. Within industries,
nearly two-thirds of the credit flow was to
mining and quarrying, rubber, plastic and their
products, beverage and tobacco, vehicle, vehicle
parts and transport equipment and wood and
wood products.

Increase in the flow of resources to the
commercial sector
IV.17 There has been a 41 per cent increase
in the total flow of financial resources to the
commercial sector during 2012-13 so far,
compared to the corresponding period of
previous year (data on banks is available till
July 13, 2012 while that for most non-bank
sources is for up to June only). Unlike the
previous year, banks as well as non-banks had
a near equal contribution to funding in the
economy during the period (Table IV.4). There
was about two-fold increase in funding from
non-bank domestic sources. The marked
increase was on account of higher issuances of
commercial papers (CPs), accommodation
from all Indian financial institutions (AIFIs),
net credit by housing finance companies and
LIC’s net investment. Foreign sources of
funding, however, declined compared to the
corresponding period of the previous year. This
is consistent with the slowdown in capital flows
during the year so far.

money multiplier, there has been a gradual pickup in money supply in 2012-13 so far (Chart
IV.9).

Credit growth in line with the indicative
trajectory for 2012-13
IV.15 The y-o-y growth rate in non-food
credit increased to 17.4 per cent in mid-July
2012 from 16.8 per cent at end-March 2012
(Chart IV.10). Hence, credit growth is in line
with the indicative trajectory of 17 per cent for
the year. Anecdotal evidence from bankers
suggests that there may be some deceleration
ahead.
IV.16 Analysis of the sectoral deployment of
credit (based on data from select banks which
cover 95 per cent of total non-food credit

Monetary and liquidity conditions are not
significantly impinging on growth
IV.18 While there has been some rise in
nominal and real interest rates during 2011-12,
computation of real weighted average lending
rates (WALR) suggest that they are currently
much lower than the pre-crisis period of
2003-04 to 2007-08 when the investment boom
took place. In nominal terms, the WALR
averaged 12.4 per cent in the pre-crisis period,
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Table IV.4: Flow of Financial Resources to the Commercial Sector
(` billion)
Item

April-March
2010-11

1
A. Adjusted Non-food Bank Credit (NFC)
i) Non-Food Credit
		 of which: petroleum and fertiliser credit
ii) Non-SLR Investment by SCBs
B. Flow from Non-banks (B1+B2)
B1. Domestic Sources
		 1. Public issues by non-financial entities
		 2. Gross private placements by non-financial entities
		 3. Net issuance of CPs subscribed to by non-banks
		 4. Net credit by housing finance companies
		 5. Total gross accommodation by the four RBI regulated AIFIs - NABARD,
NHB, SIDBI & EXIM Bank
		 6. Systemically important non-deposit taking NBFCs (net of bank credit)
		 7. LIC's gross investment in corporate debt, infrastructure and social sector
B2. Foreign Sources
		 1. External Commercial Borrowings / FCCBs
		 2. ADR/GDR Issues excluding banks and financial institutions
		 3. Short-term credit from abroad
		 4. FDI to India
C. Total Flow of Resources (A+B)

April-July 13

2011-12 2011-12 2012-13

2

3

4

7,110.3
6,815.0
-243.2
295.3
5,341.1
3,010.9
285.2
674.4
67.9
427.9
400.1

6,764.4
6,525.2
171.4
239.2
5,745.8
3,441.8
74.0
558.1
100.2
530.1
469.2

526.3
601.5
41.8
-75.2
846.3
255.9
7.5
234.3
19.8
-66.8

984.7
911.3
-28.7 #
73.4
944.8
556.4
5.1 #
355.0 #
68.5 $
37.6 #

5

794.7 1,290.8 P
360.8
419.4
61.1
2,330.3
2,304.0
590.4
555.0
421.0
136.0
92.5
27.0
12.4
501.8
306.0
1,181.0
1,550.0
442.0
12,451.5 12,510.2 1,372.6

90.2 #
388.4
102 #
2.4 #
284.0 $
1,929.5

Memo Item:
Net resource mobilisation by Mutual Funds through Debt (non-Gilt) Schemes

-367.1

185.2

101.9

210.2 #

$: Up to May 2012. #: Up to June 2012. P: Provisional. -: Data not Available.

but fell to 10.5 per cent in 2009-10. After
marginal hardening for two years, the nominal
rate stood at 12.7 per cent for 2011-12. The real
WALR calculated as nominal rate less WPI
inflation fell from an average of 7.0 per cent in
the pre-crisis period to 4.0 per cent in the postcrisis period, and was as low as 3.8 per cent in
2011-12 (Table IV.5). The fall is less sharp if
GDP deflator is used to calculate inflation
instead of WPI.

Table IV.5: Real Lending Rate based on
Weighted Average Lending Rate (WALR)
Year (March-end)

1
2003-08*
2008-09
2009-10
2010-11
2011-12^

IV.19 A negative relationship between real
output growth and real interest rates does exist,
and as such real interest rate matters for growth
and investment. In spite of the rate hikes, real
interest rates are lower than in the pre-crisis
period. In this context, there is a need to look
at non-monetary factors that are constraining
growth as current monetary and liquidity

WALR

Real Lending Rate
calculated using
WPI

GDP-deflator

2

3

4

12.4
11.5
10.5
11.4
12.7

7.0
3.4
6.7
1.8
3.8

7.3
3.0
4.6
3.0
4.7

WALR: Weighted average nominal lending rate, estimated
based on Basic Statistical Returns of Scheduled Commercial
Banks.
* Average of the years 2003-04, 2004-05, 2005-06, 2006-07
and 2007-08.
^ WALR for 2011-12 is based on data for 21,452 branches of
16 banks.

conditions are not impinging upon growth
significantly.
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