V. MONETARY AND LIQUIDITY CONDITIONS

The course of gradual monetary easing that had started alongside some dampening of
inflationary pressures was disrupted by the over-riding need to stabilise the exchange rate in the
face of large capital outflows since May 2013. Liquidity conditions were tightened considerably
till such time as the exchange rate stabilised. Since then the interest rate corridor’s width has
been normalised through a 150 bps reduction in the MSF rate and an increase of 50 bps in
the policy rate, the latter reflecting the need to tackle the resurgence in inflation. Additional
liquidity was also provided in terms of variable rate term repos and forex swaps. The latter
turned out to be a significant driver of reserve money growth in Q3 of 2013-14 as NFA were
built up. The momentum in mobilising FCNR(B) deposits on the back of the swap facility also
pushed up growth in aggregate deposits and, hence, money supply.

Normalisation of exceptional monetary
measures revert policy corridor back to
(+/-) 100 bps

IV.1  Inthe wake of the uncertainty emanating
from the US tapering indication, the Reserve
Bank resorted to exceptional monetary measures
to address exchange market pressures. Inter
alia, it raised the marginal standing facility
(MSF) rate by 200 basis points (bps) in mid-July
2013 and capped the borrowing under LAF to
0.5 per cent of each bank’s net demand and time
liabilities (NDTL).

IV.2  Following the ebbing of volatility in the
foreign exchange market, the Reserve Bank
initiated normalisation of the exceptional
measures in a calibrated manner since its mid-
quarter review (MQR) of September 20, 2013.
The interest rate corridor was realigned to
normal monetary policy operations with the
MSF rate being reduced in three steps to 8.75
per cent between September 20, 2013 and
October 29, 2013 even as the repo rate was
increased in two steps of 25 bps each to 7.75
per cent with a view to containing inflation and
inflation expectations (Chart 1V.1).

Tight liquidity situation eased gradually in
Q3 in line with unwinding of exceptional
measures

IV.3 The policy induced tight liquidity
conditions during Q2 of 2013-14 eased
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considerably in October 2013 with the gradual
normalisation of exceptional monetary
measures. Although the festival-induced
increase in currency in circulation kept the
liquidity situation generally tight in November
2013, the buoyant capital inflows under the
Reserve Bank’s swap facilities for bank’s
overseas borrowings and non-resident deposit
funds (which were operational till November
30, 2013), eased domestic liquidity significantly.
The narrowing of wedge between the credit and
deposit growth also contributed to improving
the liquidity condition.

IV.4  The easing of liquidity conditions got
reflected in the under-utilisation of limits by the
banks under the overnight LAF repo and export
credit refinance, a steady decline in access to
the MSF and the parking of excess liquidity with

Chart IV.1: Gradual normalisation of the
policy rate corridor
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the Reserve Bank through reverse repos.
Though the liquidity situation tightened
temporarily from the third week of December
2013, reflecting advance tax outflows from the
banking system and some restraint on
government spending, it reverted to normal
level in the first week of January 2014. However,
the liquidity situation tightened again thereafter,
primarily on account of build-up of government’s
cash balances and a rise in currency in
circulation.

Reserve Bank steps up measures to ease
frictional liquidity stress in the system

IV.5 In order to manage the evolving
liquidity situation, the Reserve Bank conducted
two OMO purchase auctions during Q3 of
2013-14, injecting liquidity to the tune of¥161
billion. Liquidity support was also provided
through the variable rate 7-day and 14-day term
repo facility up to a limit of 0.5 per cent of the
banking system’s NDTL. Anticipating liquidity
stress in mid-December, induced by the advance
tax outflows, an additional liquidity support of
<100 billion was provided through a 14-day
term repo on December 13, 2013. As the strain
on market liquidity is expected to continue in
view of the fiscal targets set for the year, the
Reserve Bank also conducted an OMO purchase
auction injecting liquidity of %95 billion and
two 28-day term repos to ease the liquidity
pressure in January 2014.

IV.6  To address the liquidity stress faced by
the medium, micro and small enterprises sector,
the Reserve Bank opened a refinance facility of
%50 billion to the Small Industries Development
Bank of India (SIDBI) (Chart I1V.2).

NFA pushes up reserve money growth in
Q3

IV.7  Therange of liquidity enabling measures
undertaken by the Reserve Bank after the
exchange market volatility subsided, have led
to a significant build-up in two major sources
of reserve money - net foreign assets (NFA)
adjusted for valuation changes, and net credit
to the centre. The latter expanded on account of
LAF, MSF, term repo and OMO purchases.
However, it moderated towards the end of Q3
on account of a build-up in the government’s
surplus cash balances with the Reserve Bank
on account of advance tax receipts.

IV.8  Notwithstanding the offsetting effect of
an increase in government deposits on the
expansion in credit to the centre, reserve money
increased by 542 billion in Q3 of 2013-14
following a build-up in net foreign assets
(adjusted for valuation changes). While reserve
money growth has mostly been led by domestic
assets in recent years, 2013-14 so far has seen
amore balanced NDA-NFA mix. NFA has been
beefed up following the US$ 34 billion inflow

Chart I'V.2: RBI unwinds exceptional monetary measures
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Chart IV.3: Reserve money growth led by a more balanced NDA-NFA mix
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under FCNR(B) funds and banks’ overseas
borrowing related swap facilities (Chart 1V.3).

IV.9  The expansion in reserve money was
matched by a seasonal pickup in the currency
in circulation and an increase in bankers’
deposits on the components side. The y-0-y
variation in reserve money averaged around
10.3 per cent in Q3. However, reflecting the
pickup in the bankers’ deposit variation (y-0-y)
on account of CRR cuts that became effective
in September and November of the previous
year, the reserve money growth (y-0-y) averaged
around 11.3 per cent in the first half of

B Net RBI credit to the central government B NFA adjusted for revaluation

—— Reserve money

November 2013 and has since been range bound
(Table IV.1).

Money supply picks up on the back of
faster pace of deposit mobilisation

IV.10 Astronger pickup in the seasonal festive
demand in Q3 helped currency with the public
increase to 11.2 per cent (y-0-y) at the end of
Q3 from 9.6 per cent at the end of Q2 of
2013-14. It has since moderated to 10.6 per cent
in mid-January 2014. In addition, backed by a
large flow of FCNR(B) deposits and advance
tax mobilisation, aggregate deposit growth

Table 1V.1: Monetary aggregates in line with indicative trajectory

Item Outstanding amount  FY variations (per cent) Y-o-Y variations (per cent)
(f()b;:r:oﬂ 2012-13 2013-14  11-Jan-13  10-Jan-14
1 2 g 4 5 6
Reserve money (M )* 16,277 3.7 7.4 2.0 10.0
Reserve money (adjusted)* 59 6.9 10.0 10.6
Broad money (M,) 92,848 10.1 10.8 12.9 14.5

Main components of M,
Currency with the public 12,264 85 7.1 11.0 10.5
Aggregate deposits 80,561 10.4 114 13.2 15.1
of which: Demand deposits 7,586 -35 1.6 15 10.6
Time deposits 72,975 12.2 12,5 14.6 15.6

Main sources of M,

Net bank credit to govt. 29,914 11.9 10.5 16.8 12.7
Bank credit to commercial sector 62,111 9.6 9.6 16.3 14.3
Net foreign assets of the banking sector 18,735 5.8 14.5 6.5 15.3
NM, (money supply net of FCNR(B) effect) 90,955 9.8 8.8 13.3 12.4

*: Data for reserve money pertain to January 17, 2014
Note: Data are provisional.
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picked up to a financial year high of 17.1 per
cent in mid-December which moderated to 15.6
per cent by mid-January 2014. The growth in
aggregate deposits net of FCNR(B) deposits,
however, has averaged around 14 per cent, in
line with the Reserve Bank’s indicative
trajectory, since October 2013.

IV.11 In line with this, money supply growth
increased to 14.5 per cent in mid-January 2014
from 12.9 per cent at the end of Q2 of 2013-14.
On the sources side, the credit off-take, although
moderating, supported money growth. The
growth in money supply excluding the FCNR(B)
effect, however, was lower at 12.4 per cent
(mid-January 2014) (Chart 1V.4).

Sectoral deployment of credit shows slack
agricultural and industrial off-take

IV.12 There has been some moderation in
credit disbursement (y-o-y) since November
2013. Private sector banks showed sharp
deceleration in January 2014 (Chart 1V.5a).

IV.13 Based on gross non-food credit data of
select SCBs, a slowdown in credit off-take
across agriculture and allied activities and
industry was observed during December 2013.
On the other hand, the services sector continued
to exhibit a strong build-up. The overall growth
in credit to industry decelerated to 14.1 per cent
(from 15.2 per cent last year) led by sectors,

Chart IV.4: Money supply adjusted for
FCNR(B) effect is in line with
indicative trajectory
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NM,

including petroleum, mining, gems and
jewellery (Chart 1V.5Db).

Despite moderation, pace of credit growth
is in line with the indicative trajectory

IV.14 Non-food credit growth (y-o-y)
decelerated from a financial year peak of 18.1
per cent on September 6, 2013 to 15 per cent
onJanuary 10, 2014. In view of the higher cost
of non-bank funds, corporates had earlier
resorted to cheaper bank credit, thereby causing
an uptick in the credit growth in Q2 of 2013-14.
However, with the normalisation of the policy
rate corridor, i.e., lowering of the MSF rate to
the current 100 bps above the repo rate, credit
growth moderated in line with the Reserve
Bank’s indicative trajectory of 15 per cent.

Chart IV.5: Credit off-take moderates since November 2013
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Chart IV.6: Moderation in slippage
ratio in H1 of 2013-14
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Asset quality indicators that have been
deteriorating since 2011-12 are moderating
credit off-take in the face of slowdown in
economic activity. However, the fall in slippage
ratio in Q2 of 2013-14 may offer some respite
(Chart 1V.6).

IV.15 Following the build-up of FCNR(B)
deposits, the y-o-y growth in deposit
mobilisation outstripped that of credit off-take
for SCBs since end-November 2013. However,
adjusted for the FCNR(B) effect, the deposit
growth lags credit growth, resulting in a small
wedge (Chart 1V.7).

Chart IV.7: Spurt in FCNR(B) deposit
mobilisation contracts credit-deposit wedge
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Lending rates decline tracking
normalisation of the policy rate corridor

IV.16 The weighted average lending rate
(WALR) of banks declined during Q3 of 2013-
14 with the decline being more pronounced for
fresh loans (Table 1V.2). In the face of the
gradual easing of the tight liquidity situation
and the lowering of funding costs as normalcy
returned to money markets, average domestic
deposit rates across bank categories declined
from the highs seen at the end of Q2.
Notwithstanding the g-o-q decline, the average
domestic deposit rates are about 45 bps higher

Table 1V.2: Deposit and lending rates of scheduled commercial banks (SCBs)

(Per cent)
Items Dec-12 Mar-13 Jun-13 Sep-13 Dec -13 #
1 2 3 4 5 6
1. Domestic deposit rate (all tenors - average) 7.16 7.27 7.33 7.81 7.72
i) Public sector banks 7.36 7.63 7.50 7.77 7.76
ii) Private sector banks 6.65 7.35 7.37 7.72 7.62
iii) Foreign banks 7.06 6.87 7.13 7.93 7.76
Median domestic deposit rates (all tenors) 7.35 7.42 7.48 7.78 7.75
2. Base rate
i) Public sector banks 9.75-10.50 9.70-10.25 9.70-10.25 9.80-10.25 9.95-10.25
i) Private sector banks 9.70-11.25 9.60-11.25 9.60-11.25 9.80-11.50  10.00-11.50
iii) Foreign banks 7.20-11.75 7.20-14.50 7.20-14.00 7.50-14.00 7.50-14.25
Median base rate of SCBs 10.25 10.20 10.20 10.25 10.25
3. Weighted average lending rate (WALR)*
i) Public sector banks 12.23 12.18 12.10 12.10 12.09
ii) Private sector banks 12.14 12.13 12.10 12.47 12.23
iii) Foreign banks 11.51 12.37 12.24 12.86 12.60
WALR of SCBs (outstanding) 12.18 12.18 12.11 12.21 12.15
4. WALR of SCBs (fresh loans) - 11.57 11.65 12.24 11.95

#: Data on WALR relate to November 2013.
Note: Data on WALR are provisional.

*: Based on outstanding loans.
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Table 1V.3: Resource flow to the commercial sector dominated by bank sources

® billion)
Apr-Mar Apr-1 to Jan-10
2010-11 2011-12 2012-13 2012-13 2013-14
1 2 8 4 5 6
A. Adjusted non-food bank credit (NFC) 7,110 6,773 6,849 4,377 5,360
1. Non-food credit 6,815 6,527 6,335 4,044 5122
of which: petroleum and fertiliser credit -243 116 141 -35 97 $
2. Non-SLR investment by SCBs 295 246 514 883 238
B. Flow from non-banks (B1+B2) 5515 5383 7,335 4721 3555
B1. Domestic sources 3,011 3,079 4212 2936 2,074
1. Public issues by non-financial entities 285 145 119 102 103 *
2. Gross private placements by non-financial entities 674 558 1,038 487 466 "
3. Net issuance of CPs subscribed to by non-banks 68 36 52 774 469 *
4. Net credit by housing finance companies 428 539 859 387 406 $
5. Total accommodation by 4 RBI-regulated AlFIs — NABARD, NHB, 400 469 Bl 180 92 *
SIDBI & EXIM Bank
6. Systemically important non-deposit taking NBFCs (net of bank credit) 795 912 1,188 665 341 7
7. LIC's net investment in corporate debt, infrastructure and social sector 361 419 441 341 197 *
B2. Foreign sources 2504 2,304 3123 1,785 1,481
1. External commercial borrowings/FCCBs 539 421 466 243 430 *
2. ADR/GDR issues, excluding banks and financial institutions 92 27 10 10 1$
3. Short-term credit from abroad 549 306 1,177 519 21n
4. Foreign direct investment to India 1,324 1550 1,470 1,013 1,029 $
C. Total flow of resources (A+B) 12,626 12,156 14,184 9,098 8,915
Memo: Net resource mobilisation by mutual funds through debt (non-gilt) schemes -367 -185 830 699 138 *

~: Up to September 2013.  $: Up to November 2013.
than at the start of the financial year. In recent
years, low deposit rates in the face of high
inflation had been impacting the mobilisation
of financial savings.

Flow of resources to commercial sector
weighed down by non-bank sources

IV.17 During 2013-14 (up to January 10,
2014) the estimated flow of financial resources
from banks to the commercial sector improved.
Recourse to non-bank sources decelerated on
account of CPs, non-deposit taking NBFCs, net
investment by LIC and short-term credit from
abroad (Table 1V.3).
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*: Up to December 2013.

Monetary policy evolving with changing
macro-financial conditions

IV.18 During the course of 2013-14, the
Reserve Bank eased as well as tightened
liquidity and monetary conditions in line with
the rapidly changing macroeconomic and
financial conditions. The width of the policy
rate corridor has reverted to 100 bps on either
side of the central policy rate, while the policy
rate is 25 bps higher than at the start of the year.
In the MQR (December 18, 2013), the Reserve
Bank maintained the policy rate, awaiting
further information on growth and inflation.
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