Monetary Policy Statement 2011-12

Macroeconomic and Monetary Developments
Second Quarter Review 2010-11

V1. Price Situation

Inflation continued to be high, genevalised and above the
comfort level of the Reserve Bank in the first half of 2011-
12. Upside risks to inflation path could vesult from
exchange vate pass-through of vecent rupee deprecintion
and incomplete transmission of earlier vise in global
commodity prices. Persistent supply shocks in an
environment of buoyant demand have contributed to both
generalisation of the inflation process and the sticky
inflation path. The impact of anti-inflationary monetary
policy measures taken so far may moderate domestic
demand thereby veducing the upside visks to inflation.

Upside risks to global inflation persist
despite weaker global growth outlook

V1.1 The substantial increase in commodity prices
witnessed since early 2009 has fed into domestic
inflation of major economies and inflation exhibited
uptrend across both developed and emerging
economies. The recent moderation in commodity
prices on the back of weakening global growth prospects
is expected to have limited softening impact on
inflationary pressures, especially in emerging and
developing economies (EDEs). In September 2011, the
IMF revised upwards the projection of inflation for
EDEs to 7.5 per cent for 2011 (from 6.9 per cent earlier
projected in June 2011), while for advanced economies
(AEs) it was kept unchanged at 2.6 per cent.

V1.2 AEs largely persist with their expansionary
stance of monetary policy, with the US Fed providing
clear guidance on the future stance of monetary policy
up to 2013. Renewed concerns over the sluggishness
of global recovery has led to most central banks of
advanced economies keeping their policy rates at near
zero/very low levels, while EDEs have gradually
tightened monetary policy to contain inflationary
pressures (Table VI.1). However, some of the EDEs
which faced a surge in capital inflows due to higher
interest rates responded by lowering policy rates as
excessive capital inflows also entailed the risk of
inflation.

1812

Global commodity prices ease but levels
remain high

VL3 Global commodity prices have softened
somewhat during 2011-12 from the high levels reached
towards the end of 2010-11. This has been driven by
concerns over sustainability of demand in the wake of
sovereign debt concerns in the advanced economies
as well as improved supply prospects in key agricultural
products. Crude oil prices moderated on the back of
International Energy Agency (IEA) member countries
agreeing to release 60 million barrels of oil in July 2011
and projected moderation in demand growth (Chart
VI.1). Global metal prices have also declined somewhat
in recent months due to increasing worries about the
impact of slowing economic growth on metal demand.

VL4 Global food prices reached their historical peak
in early 2011 and have moderated somewhat during
recent months as global supply prospects have
improved in key agricultural commodities. However,
the prices continue to rule at significantly high levels.
Rising income, diversification of dietary patterns,
attraction of bio-fuel as an alternative source of energy
and weather disturbances impacting supply situation
are the major factors that contribute to market
tightness.

V1.5 The World Bank projections on commodity prices
for the 2011 and 2012 indicate that despite softening,
prices could be significantly higher in 2011 and 2012
as compared to 2010 levels and the projected levels
are almost closer to the peaks seen in 2008. This
indicates that the pressure from global commodity
prices may persist and the recent marginal softening
of prices could only dampen the magnitude of price
pressures.

V1.6 As yet, incomplete pass through of past price
increases is another important risk factor from
imported inflation. A comparative position of the
movement of different commodity prices since the
trough they hit during early 2009 indicates that the
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Table VI.1 : Global Inflation Indicators

(Per cent)
Country/ Key Policy Policy Rate Changes in Policy CPI Inflation
Region Rate (as on Oct. 21, 2011) Rates (basis points) (y-o-y)
Sep. 15, 2008 Since Sep- Sep-
to Aug. 23,2000 | Aug. 23, 2009 2010 2011
1 2 3 4 5 6 7
Developed Economies
Australia Cash Rate 4,75 (Nov. 3, 2010) (-) 400 175 3.1 36"
Canada Overnight Rate 1.00 (Sep. 8, 2010) () 275 75 1.9 3.2
Euro area Interest Rate on Main
Refinancing Operations 1.50 (Jul 13, 2011) () 325 50 1.9 3.0
Japan Uncollateralised
Overnight Call Rate 0.0to 0.10 (Oct. 5, 2010)* () 40 () 10 11# 0.2 #
UK Official Bank Rate 0.50 (Mar. 5,2000) (-) 450 0 3.1 5.2
Us Federal Funds Rate 0.0t0 0.25 (Dec.16,2008)* (-) 200 0 1.1 3.9
Developing Economies
Brazil Selic Rate 11.50 (Oct. 19, 2011) () 500 275 4.7 7.3
India Repo Rate 8.25 (Sep.16, 2011) () 425 350 9.9# 9.0 #
(-400) (100)
China Benchmark 1-year Deposit Rate 3.50 (Jul. 7, 2011) () 214 100 3.6 6.1
Benchmark 1-year Lending Rate 6.56 (Jul. 7, 2011) () 241 100
(-200) (600)
Indonesia BI Rate 6.50 (Oct.11, 2011) () 275 0 5.8 4.6
Israel Key Rate 3.25 (Jun. 1, 2011) () 375 275 2.4 2.9
Korea Base Rate 3.25 (Jun 10, 2011) () 325 125 3.6 4.3
Philippines Reverse Repo Rate 450 (May. 5, 2011) (-) 200 25 3.9 4.8
Repo Rate 6.50 (May. 5, 2011) (-) 200 25
Russia Refinancing Rate 825 (May. 3, 2011) (-) 25 (-) 250 7.0 7.2
South Africa  Repo Rate 5.50 (Nov. 19, 2010) (-) 500 () 150 3.1 5.7
Thailand 1-day Repurchase Rate 3.50 (Aug. 24, 2011) () 250 225 3.0 4.0

~: 01 of 2011-12

#: August.

Note: 1. For India, data on inflation pertain to CPI for Industrial Workers.
2. Figures in parentheses in column (3) indicate the effective dates when the policy rates were last revised.
3. Figures in parentheses in column (5) indicate the variation in the cash reserve ratio during the period.

Source: Websites of respective central banks/statistical agencies.

domestic price increases in most commodities have
been much lower than for the global price increases.

*; Change is worked out from the minimum point of target range.

Chart VI.1: Trends in Global Commodity Prices

This again limits the possibility of domestic prices
falling in tandem with softening global prices.

a: International Commodity Prices

b: International Food Prices (FAO)
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Financialisation of commodities adds to price
volatility

VL7 There is growing evidence of financialisation of
commodities, which has been seen in some quarters
as a source of upward pressure on global commodity
prices. Net non-commercial positions in commodity
futures and the futures prices for several commodities
have remained significantly volatile (Chart VI1.2).
Unwinding of positions have generally coincided with
softening of commodity prices in the futures
market.

Generalised inflation persisted at much
above the comfort level

V1.8 Domestically, inflationary pressures still persist
and Wholesale Price Index (WPI) y-o-y inflation was at
9.7 per cent (provisional) for the month of September
2011. Inflation remained at above 9 per cent over
successive months in the first half of the year, and
price pressures persisted across the range of
commodities covered in the WPI. Inflation in non-food
manufactured products remained at or above 7 per cent
over eight successive months. While high food and fuel

Chart VI.2: Net Position by Non-commercial Traders in Commodity Futures Market and Futures Prices

a: Crude Oil: WTI
350 160

300

140

%?250_ 120
=}

200
g 100
2150+
[_1

100+

Contracts
N
T

U
=)
1

—

o

o
L
o

NN 0 O XD NDPO O O O~~~
LIIIEERIIQLPIQP YA AT T
R T -

Q B Y =% Q B v S5 U [SV= ]
S =0 — £<.—o,15*._\ s 20

I Net position of non-commercial traders
—— Generic 1st WTI Futures (RHS)

b: Crude Oil :Brent
100 — 130

o

o

)
= 7
[»]
56
o
=
2 50
2
C 4
£
5 3
9]

T T e e e . -

- i s i iy i - - - -
3 3 9 9

2 2 = = Z & & 484 48 O

[ Net position of money managers
—— Generic 1st Brent Futures (RHS)

c: Copper

Contracts (Thousands)

Jan-08
Apr-08

Jul-08
Oct-08
Jan-09
Apr-09
Jul-09
Oct-09
Jan-10
Apr-10
Jul-10
Oct-10
Jan-11
Apr-11
Jul-11
Oct-11

| I T
2399
g53 8
S &350

Net position of non-commercial traders
—— Generic 1st Copper Futures (RHS)

d: Soyabean

250+ 1800

200 1600
- 1400
o 150
= 1200
3
R 1000 8
i 2
& 50 =
<
=
a
o
]

.50_

-100- 0
NINININO 0 00D DPPDPO O OO ™ — —
939392 T T ST o
SFESEEESSERASEEESEEAS

I Net position of non-commercial traders
—— Generic 1st Soyabean Futures (RHS)

Note : Net non-commercial position includes net non-commercial as well as net non-reportable positions. Net long (+) , net short (-).
Source : Commitments of Traders Report by CFTC and ICE . Futures price based on COMEX, NYMEX, CBOT and ICE markets. Data extracted from Bloomberg.

1814

RBI Monthly Bulletin November 2011



price inflation contributed to the persistence of
headline inflation, the generalised nature of the
inflation warranted monetary policy measures to
soften the demand pressures. The anti-inflationary
thrust of monetary policy recognised the risk of near-
term modest sacrifice of growth momentum, while
emphasizing the critical importance of a low inflation
environment as a pre-condition to sustainable and
inclusive growth.

V1.9 The month over month (m-o-m) seasonally
adjusted changes in the price level, though volatile,
remained significantly positive (Chart VI.3).
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Since December 2010, the major contributor to price
rise has been non-food manufactured products
reflecting generalisation of the inflationary pressures
(Chart VI.4). It may be noted that the second
round and indirect impact of past increases in
food, fuel and non-food primary articles prices
transmitted to non-food manufactured products in an
environment of buoyant demand conditions.

Food inflation remains elevated despite
record food production

VI.10 Though primary food articles inflation
moderated from the levels of over 20 per cent

Chart V1.3 : Trends in Wholesale Price Inflation
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Chart V1.4 : Changing Contributors to Increase in WPI

Phase I: April-July 2010

Phase II: August-November 2010

Phase III: December 2010 - September 2011

Increase in WPI : 3.4 per cent

Increase in WPI : 2.0 per cent

Increase in WPI : 8.3 per cent

[0 Total Food ™ Fuel & Power

W Primary Non-food Articles+Minerals

Manufactured Non-food Products

Note: Pie Chart Represents the Percentage Contribution of Different sub-groups to increase in WPIL.

witnessed in Q1 of 2010-11, it still remains high with
the average inflation during 2011-12 so far (up to
September) at 8.9 per cent. A decomposition of food
articles inflation indicates that the price pressures have
been moderate for cereals whereas increases have been
significant in the case of protein-rich items (Chart V1.5).
Demand has been growing in these items in recent
years with rising income and changes in dietary pattern
in favour of protein-rich items. Price pressures in these
items could continue in the absence of supply
response. Significant increase in nominal wages in rural

areas (Chart VI.9) in recent years and successive
increases in Minimum Support Prices (MSP) have
weakened considerably the expected favourable impact
of a normal monsoon this year and record food
production.

Non-food articles prices remain moderate

VI.11 During2011-12 (up to October 8, 2011), non-food
articles prices have moderated somewhat, largely
driven by decline in raw cotton prices in line with
declining global prices. On the other hand, oilseeds

Chart VI.5: Primary Food Articles: Index and Inflation
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Chart VI1.6: Trends in Fuel Inflation

a: Global and Domestic Fuel Inflation (Y-0-Y)
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prices have firmed up in recent months. As the area
sown under both cotton and oilseeds have increased
in the current year as compared with the previous year
levels and also that the global prices have declined,
non-food primary articles inflation may remain
moderate in the near-term.

Increase in freely priced fuel products and
revision in administered prices keep fuel
inflation high

VI.12 Increase in administered prices of fuel products
effected in June 2011 led to firming up of fuel inflation.

b: Energy Price Movements
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Since then, prices of freely priced mineral oil products
have increased partly on account of the recent
depreciation of the rupee. Notwithstanding recent
increases, the pass-through of global inflation to
domestic inflation remains incomplete (Chart VI.
6a).

VI1.13 Domestic coal prices have remained unchanged
in 2011-12 so far and given the incomplete pass-through
of past increases in global coal prices, an upward
revision in coal prices may become necessary going
forward. Electricity prices increased by about 4 per cent

Table VI.2 Imports and WPI - Risk of Depreciation Induced Price Pressures

Items Weight of the Item in Share of the Imported Item in Total Imports
WPI (2004-05=100) 2010-11 2011-12 (April-May)
1 2 3 4
Petroleum, crude & products 10.26 30.07 32.16
Machine tools 8.93 0.63 0.60
Iron & steel 6.36 2.73 1.94
Transport equipments 5.21 3.12 1.95
Vegetable oils fixed (edible) 3.04 1.83 1.45
Fertilizers 2.66 1.92 0.89
Coal, coke & briquittes etc. 2.09 2.74 3.02
Organic chemicals 1.95 3.17 2.70
Artficial resins, plastic materials etc. 1.86 1.95 1.41
Manufactures of metals 1.31 0.92 0.78
Inorganic chemicals 1.19 1.01 0.88
Pulp and waste paper 1.02 0.32 0.27
Non-ferrous metals 1.00 1.14 1.09
Electronic goods 0.96 6.10 6.15
Pulses 0.72 0.43 0.28
Gold 0.36 9.61 14.67
Note: The items presented in col. 2 and 3 & 4 may not exactly correspond, given differences in classification of items in WPI and Imports
RBI Monthly Bulletin November 2011 1817
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Table VI.3: Comparative Movement of Oil Price
and Exchange Rate Since July 2011

July-11 October-11 Change in
(Average for Per cent
First Fortnight)
1 2 3 4
Crude Indian
Basket (US$) 112.5 103.6 -7.9
Exchange Rate
(Rupee/Dollar) 44.4 49.2 10.7
Crude Indian
Basket (Rupee) 4995.8 5094.1 2.0

Note: The composition of Indian Basket of Crude Oil represents Average
of Oman & Dubai for sour grades and Brent (Dated) for sweet grade
in the ratio of 67.6:32.4.

in September 2011, partly reflecting the increase in
input costs. The increase in electricity prices has been
much less as compared with the increases in other
energy prices as well as coal prices (Chart VI.6b). Given
this, electricity prices are likely to be revised upwards
in many states.

Depreciation of the Rupee emerges as a new
source of price pressures

V1.14 The rupee has depreciated by about 11 per cent
against the US dollar during 2011-12 so far. India's
imports account for about 22 per cent of GDP, and
depreciation of the rupee raises the risk of imported
inflation. Many of the commodities having large
combined weights in the WPI also constitute jointly a

Chart VI.7: Manufactured Non-food Products:
Index, Inflation and Month-over-Month
Seasonally Adjusted Annualised Changes
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Chart VI.8: Major Contributors to Non-food
Manufactured Products Inflation
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significant proportion of total imports (Table VI.2).
This is particularly evident from the trends in the
price of the Indian Basket Crude Oil during 2011-12
so far. While in dollar terms the Indian Basket Crude
Oil has declined since July 2011, in rupee terms it
has increased owing to the rupee depreciation (Table
VL3).

Non-food manufactured products inflation
remains significantly high.

VL15 Sustained high inflation in manufactured non-
food products reflects a combination of high input costs
and buoyant demand. Even with modest moderation
in demand in response to past monetary policy actions
and the weakening of global growth outlook, as long
as growth in demand remains significantly positive,
input cost pressures can still be passed on in the form
of higher wholesale and retail prices. Month-over-
month seasonally adjusted inflation indicates that the
price pressures have been almost continuous in 2011-
12 so far, though relatively moderate as compared to
the Q4 of 2010-11(Chart V1.7).

VI.16 Among non-food manufactured products,
textiles, chemicals and metals continue to contribute
the most to the increase in prices of manufactured non-
food products (e, about 69 per cent in September
2011) (Chart VIL.8). Input cost pressures have been

RBI Monthly Bulletin November 2011



Table V1.4: Monthly Per Capita Expenditure Growth

(Annual Compound Growth, Mixed Reference Period Basis)

1999-2000 to 2004-05 to

2004-05 2009-10

1 2 3
Nominal Growth

Rural 3.6 10.5

Urban 5.3 10.9

significant for these products in the recent past. While
the recent moderation in cotton prices could be
reflected in textile prices with a lag, depreciation of
the rupee would offset the impact of any softening of
global commodity prices on the price outlook for metals
and chemicals significantly. Inflation in non-food
manufactured products is also driven by a few items
with low weights in WPI relative to the high weighted
contribution. 24 out of 498 items under the
manufactured non-food products, with a combined
weight of 14.4 per cent in overall WPI accounted for as
high as 51.2 per cent of the inflation in manufactured
non-food products in September 2011.

Input cost pressures alongside steady
demand underpin the generalised inflation

V1.17 While supply shocks are often presumed to be
temporary, at times, they could be repeated and
thereby cause high inflation over a sustained period.

Chart VI.9: Increase in Rural Wages
Relative to Inflation*
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Chart VI.10: Staff Costs in the Corporate Sector
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In the absence of demand, however, even repeated
supply shocks cannot cause a generalised inflation.
If prices of commodities experiencing supply shock
go up, prices of other commodities must decline in
the absence of demand. Thus, high inflation that is
broad based across a whole range of items covered in
the price index is only feasible with the support of
buoyant demand.

VI.18 Information on recent trends in expenditure
patterns as available from the 66" round of NSSO
consumption expenditure survey corroborates the role

Chart VI.11: Interest as a Share of Sales and Costs
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Chart VI.12: WPI and CPI Inflation (Y-0-Y)
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of demand. Growth in monthly per capita expenditure
has been stronger in the second half of 2000s as
compared with the first half (Table VI.4).

VI.19 Wage growth has been significant both in the
formal and informal sectors relative to the inflation
facilitating generalisation of supply side induced
inflation shocks. Increase in rural wages has been in
excess of the level of inflation experienced in rural
areas (Chart VL.9). In the formal sector, Reserve Bank's
company finance data suggest that the staff costs have
risen at a faster rate since the middle of 2009-10
(Chart VI.10).

V1.20 Despite significant monetary tightening,
inflation remains stubbornly high, reflecting partly the
greater role of other input costs relative to interest costs
in the corporate sector. The relative share of interest
costs in total costs has remained largely unchanged over
recent quarters, that too at a low level (Chart VI.11).

CPI and WPI inflation converge reflecting
broad based price pressures

V1.21 Various measures of CPI inflation remained in
the range of 9.0-9.4 per cent in August/September 2011.
The convergence of various measures of CPI inflation
with WPI inflation reflects broad based price pressures
(Chart VI.12).

1820

V1.22 The new CPI introduced for urban and
rural areas along with a composite All-India CPI also
suggest the build-up in price pressures (Chart VI.13).
Trends in these indices since inception in January
2011 indicate that the price pressures have
been relatively more in rural areas as compared to
the urban areas. Also among the major groups, price

increases have been more significant in textiles and
fuel.

Inflation softening expected in the later part
of the year, but risks remain

V1.23 The inflation path so far has been sticky and may
remain so over the next few months. In the absence of
significant anti-inflationary monetary policy actions,
inflationary pressures could have been higher. Despite
a normal monsoon this year and record production of
foodgrains last year, food price inflation may not
moderate much in an environment of increase in rural
wages, significant increase in MSPs and persistent
input cost pressures in the farm sector. Moderation in
international crude prices may not translate into lower
inflation in the fuel group, due to incomplete pass-
through in the past as also the inflationary impact of
rupee depreciation given the high import dependence
in oil.

RBI Monthly Bulletin November 2011
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Chart VI.13: Price Trends in New CPI

a: Index: Rural, Urban and Combined
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V1.24 Moderation in non-food manufactured products
inflation in the second half could be conditioned by
softening of demand resulting from past monetary
policy actions as also the spillover from weaker global
growth momentum. While softening of input cost
pressures could imply weaker transmission
to non-food manufactured products, exchange
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b: Combined Index: Major Groups
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rate depreciation would partly offset the magnitude
of softening. For the conduct of monetary policy
the outlook for inflation as also private
consumption and investment demand would be
critical. Current assessment of drivers of inflation
suggests moderation of inflation in the later part of
2011-12.
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