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Monetary Policy Statement
2011-12*

Introduction

The Annual Policy for 2011-12 is set in conditions
significantly different than they were a year ago. Last
year's policy was made in an environment of incipient
domestic recovery amidst uncertainty about the state
of the global economy, a perception that was
reinforced with the precipitation of the Greek
sovereign debt crisis a few weeks later. While signs
of inflation were visible, they were driven primarily
by food. However, food price pressure spilling over
into more generalised inflation was clearly a risk as
the recovery consolidated and domestic resource
utilisation rose to levels which stretched capacities.
Throughout the year, the goal of monetary policy was
to nurture the recovery in the face of persistent global
uncertainty while trying to contain the spillover of
supply-side inflation.

2. The trend of moderating inflation and
consolidating growth in the second and third quarters
of 2010-11 justified the calibrated policy approach of
the Reserve Bank. However, the resurgence of
inflation in the last quarter of 2010-11 was a matter
of concern. Although the trigger was the sharp
uptrend in international commodity prices, the fact
that these were quickly passing through into the entire
range of domestic manufactured goods indicated that
pricing power is significant. In other words, demand
has been strong enough to allow significant pass-
through of input price increases. Significantly, this is
happening even as there are visible signs of
moderating growth, particularly in capital goods
production and investment spending, suggesting that
cumulative monetary actions are beginning to have
an impact on demand.

3. Thus, three factors have shaped the outlook and
monetary strategy for 2011-12. First, global commodity
prices, which have surged in recent months, are likely
to, at best, remain firm and may well increase further
over the course of the year. Second, headline and

* Announced by Dr. Duvvuri Subbarao, Governor, Reserve Bank of India
on May 3, 2011 in Mumbai.
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core inflation have significantly overshot even the
most pessimistic projections over the past few
months. In terms of the likely trajectory of inflation
over the year, the first suggests that high inflation
will persist and may get worse. The second raises
concerns about inflationary expectations becoming
unhinged.

4,  The third factor, countering these forces, is the
likely moderation in demand, which should help
reduce pricing power and the extent of pass-through
of commodity prices. This cannot be ignored in the
policy calculation. However, a significant factor
influencing aggregate demand during the year will
be the fiscal situation. While the budget estimates
offered reassurance of a rollback, the critical
assumption that petroleum and fertiliser subsidies
would be capped is bound to be seriously tested at
prevailing crude oil prices. Even though adjustment
of administered retail prices may add to inflation in
the short run, the Reserve Bank believes that this
needs to be done as soon as possible. Otherwise, the
consequent increase in the fiscal deficit will counter
the moderating trend in aggregate demand.

5. The monetary policy trajectory that is being
initiated in this Annual Statement is based on the
following premise. Over the long run, high inflation
is inimical to sustained growth as it harms investment
by creating uncertainty. Current elevated rates of
inflation pose significant risks to future growth.
Bringing them down, therefore, even at the cost of
some growth in the short-run, should take precedence.

6. Against this backdrop, this Statement sets out
the Reserve Bank's assessment of the current
macroeconomic situation and projections. It is
organised in two parts. Part A covers Monetary Policy
and is divided into four Sections. Section I provides
an overview of global and domestic macroeconomic
developments. Section II sets out the outlook and
projections for growth, inflation and monetary
aggregates. Section III explains the stance of monetary
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policy. Section IV specifies the monetary and liquidity
measures, including the modified operating
procedures in the light of the recommendations of
the Working Group on Operating Procedure of
Monetary Policy (Chairman: Shri Deepak Mohanty)
and the feedback received thereon.

7. Part B covers Developmental and Regulatory
Policies and is divided into six sections: Financial
Stability (Section I), Interest Rate Policy (Section II),
Financial Markets (Section III), Credit Delivery and
Financial Inclusion (Section 1V), Regulatory and
Supervisory Measures for Commercial Banks (Section
V) and Institutional Developments (Section VI).

8. Part A of this Statement should be read and
understood together with the detailed review in
Macroeconomic and Monetary Developments
released yesterday by the Reserve Bank.

Part A. Monetary Policy

I. The State of the Economy Global
Economy

9. The global economy during the first quater of
2011 continued with the momentum of late 2010.
The global manufacturing purchasing managers' index
(PMI) for February 2011 was close to a record high,
while the global services PMI recorded its fastest pace
of expansion in almost five years. Although these
indices slipped somewhat in March 2011, they
signalled continuing expansion. However, consumer
confidence in major countries, which improved during
January-February 2011, moderated in March 2011 on
the back of higher oil prices.

10. GDP growth in the US, which was strong at 3.1
per cent (g-o-q seasonally adjusted annualised rate)
in Q4 of 2010, slipped to 1.8 per cent reflecting a
decline in government spending, deceleration in
private consumption and increase in imports.
Clearly, a number of weaknesses persist. The US
housing market remains weak. More generally,
unemployment rates continue to remain elevated in
major advanced economies, albeit with some
improvement in the US. Concerns about sovereign
debt in the euro area have now been reinforced by
developments in the US. Finally, and most
importantly, commodity price increases have
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accelerated, engendering global inflationary fears and
posing downside risks to growth.

11. The Brent crude price surged from an average of
US$ 75 a barrel during May-September 2010 to US$
123 a barrel by April 2011. The International Monetary
Fund's (IMF) in its April 2011 World Economic
Outlook (WEO) has assumed US$ 107 a barrel for the
full year 2011. Initially, oil prices were buoyed by
strong global demand and excessive liquidity. Since
February 2011, oil prices have come under further
pressure on account of apprehensions about supply
disruptions due to political developments in the
Middle East and North African (MENA) region. The
demand for oil is expected to increase with the
possibility of Japan substituting some of its shut-in
nuclear power capacity with oil-based generation,
combined with higher energy usage once
reconstruction gets underway.

12. Inthe recent period, commodity prices have been
under pressure due to strong demand from emerging
market economies (EMEs) and the financialisation
of commodity markets. Global consumption of most
base metals is estimated to have reached new highs
in 2010. According to the Food and Agriculture
Organisation (FAO), international food prices rose
by 37 per cent (y-o-y) in March 2011, reflecting both
higher demand and weather related supply
disruptions. The increase in global food prices was
led by the prices of cereals (60 per cent), edible oils
(49 per cent) and sugar (41 per cent).

13. Commodity prices are now exerting a direct
impact on inflation in advanced economies, despite
substantial negative output gaps. They have also
accentuated inflationary pressures in EMEs, which
were already experiencing strong revival in demand.
While major EMEs have been tightening monetary
policies for more than a year now, the European
Central Bank has recently raised its policy rate - the
first central bank to do so among the major advanced
economies - after maintaining them at historically
low levels for almost two years. Central banks in other
advanced economies are also under pressure to
withdraw monetary accommodation. The above trend
poses appreciable downside risks to global economic
activity.
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Domestic Economy

14. The Indian economy is estimated to have grown
by 8.6 per cent during 2010-11. Agricultural growth
was above trend, following a good monsoon. The
index of industrial production (IIP), which grew by
10.4 per cent during the first half of 2010-11,
moderated subsequently, bringing down the overall
growth for April-February 2010-11 to 7.8 per cent. The
main contributor to this decline was a deceleration
in the capital goods sector. However, other indicators,
such as the manufacturing PMI, tax collections,
corporate sales and earnings growth, credit off-take
by industry (other than infrastructure) and export
performance, suggested that economic activity was
strong.

15. According to the Reserve Bank's Order Books,
Inventories and Capacity Utilisation Survey (OBICUS),
the order books of manufacturing companies grew
by 7 per cent in October-December 2010 as against 9
per cent in the previous quarter indicating sustained
demand a/beit with some moderation. The Reserve
Bank's forward looking Industrial Outlook Survey
(I0S) shows a decline in the business expectations
index for January-March 2011 after two quarters of
increase.

16. Leading indicators of services sector suggest
continuing growth momentum. Credit to the services
sector grew by 24 per cent in 2010-11 as compared
with 12.5 per cent in the previous year. Other
indicators such as commercial vehicles production and
foreign tourist arrivals also showed an acceleration.
However, the services PMI for March 2011 showed
some moderation as compared with the previous
month.

17. Inflation was the primary macroeconomic
concern throughout 2010-11. It was driven by a
combination of factors, both structural and transitory.
Based on drivers of inflation, the year 2010-11 can be
broadly divided into three periods. In the first period
from April to July 2010, the increase in wholesale price
index (WPI) by 3.5 per cent was driven largely by food
items and the fuel and power group, which together
contributed more than 60 per cent of the increase in
WPI. During the second period from August to
November 2010, while WPI showed a lower increase
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of 1.8 per cent, more than 70 per cent of the increase
was contributed by food and non-food primary articles
and minerals. In the third period from December 2010
to March 2011, WPI increased sharply by 3.4 per cent,
driven mainly by fuel and power group and non-food
manufactured products, which together contributed
over 80 per cent of the increase in WPI. Thus,
the inflationary pressures, which emanated from
food, clearly became generalised as the year
progressed.

18. As food price inflation moderated, consumer
price index (CPI) measures of inflation declined to
8.8-9.1 per cent in March 2011 from 13.3-15.0 per cent
in April 2010. Over the same period, WPI inflation
remained elevated reflecting increases in non-food
primary articles prices and importantly, non-food
manufactured product prices. This led to a broad
convergence of WPI and CPI inflation by the end of
2010-11.

19. Broad money supply (M,) growth at 15.9 per cent
(year-on-year) during 2010-11 was lower than the
Reserve Bank's indicative trajectory of 17 per cent
due to slow deposit growth and acceleration in
currency growth. The higher currency demand slowed
the money multiplier. Consequently, M, growth
slowed despite a significant increase in reserve
money. This suggests that money supply growth was
not a contributing factor to inflation.

20. Non-food credit growth, which had been trending
upwards from the beginning of the year, reached an
intra-year high of 24.2 per cent (year-on-year) in
December 2010. It slowed down subsequently to 21.2
per cent by March 2011, which was marginally higher
than the Reserve Bank's indicative projection of 20
per cent.

21. The Reserve Bank's estimates show that the total
flow of financial resources from banks, domestic non-
bank and external sources to the commercial sector
during 2010-11, at ¥12,00,000 crore, was 12.3 per cent
higher than that in the previous year. There was a
decline in non-bank sources of funds in 2010-11
as compared with that in the previous year.
The decline was particularly noticeable in foreign
direct investment. However, this was more than
offset by the higher flow of funds from the banking
sector.
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22. Data on sectoral deployment of bank credit show
significant increases in credit flow to industry and
services. Within industry, credit growth to
infrastructure was robust. Credit flows improved in
respect of metals, textiles, engineering, food
processing, and gems and jewellery, among others.
Within services, credit growth accelerated to
commercial real estate and non-banking financial
companies. Housing and vehicle loans recovered in
2010-11.

23. The Base Rate system replaced the Benchmark
Prime Lending Rate (BPLR) system with effect from
July 1, 2010. Major scheduled commercial banks
(SCBs), constituting about 81 per cent of total banking
business, raised their Base Rates by 50-165 basis
points between October 2010 and March 2011. Base
Rates of 64 major banks with a share of around 98
per cent in the total bank credit were in the range of
8.00-9.50 per cent (March 2011), reflecting greater
convergence in Base Rates announced by major
banks. The weighted average lending rate in the
banking system was 10.5 per cent as at end-March
2010. Data from select banks indicate that the
weighted average yield on advances, which is a proxy
measure for effective lending rates, is projected to
increase from 9.7 per cent in 2010-11 to 10.3 per cent
in 2011-12. This suggests that the Base Rate system
has improved the transmission from the policy rates
to banks' lending rates.

24. After remaining in surplus for 18 months,
liquidity conditions transited to a deficit mode towards
end-May 2010. This was the consequence of a large
build-up in government cash balances as a result of
higher than expected proceeds from spectrum
auctions. Beginning October 2010, liquidity conditions
became even tighter. Both frictional factors such as
the above-normal build up in government cash
balances and structural factors such as high currency
demand growth and credit growth outpacing deposit
growth contributed to tight liquidity conditions.
Although a systemic liquidity deficit was consistent
with the anti-inflationary stance of monetary policy,
the extent of tightness since October 2010 was outside
the comfort level of (+)/(-) one per cent of net demand
and time liabilities (NDTL) of SCBs.
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25. The Reserve Bank initiated several measures to
ease the liquidity situation. These were: (i) additional
liquidity support under the liquidity adjustment
facility (LAF) to SCBs up to one per cent of their NDTL
by temporary waiver of penal interest for any
shortfall in maintenance of statutory liquidity ratio
(SLR) - for a brief period the limit was two per cent of
NDTL, which was reduced to one per cent following
the permanent reduction in the SLR;

(ii) reduction in the SLR by one per cent;

(iii) conducting open market operations; and (iv)
conducting the second LAF (SLAF) on a daily
basis.

26. Liquidity conditions have eased significantly in
recent weeks, following a sharp reduction in
government cash balances and moderation in the
credit-deposit ratio of banks. Consequently, net
liquidity injected by the Reserve Bank through its repo
operations declined from a daily average of around
%1,20,000 crore in December 2010 to around I81,000
crore in March 2011. The average daily net liquidity
injected by the Reserve Bank fell sharply to 319,000
crore in April 2011 as government balances moved
from positive to negative.

27. In order to facilitate better liquidity
management, the Reserve Bank extended the two
liquidity easing measures, viz., additional liquidity
support under the LAF to SCBs up to one per cent of
their NDTL and the SLAF on a daily basis up to May
6, 2011.

28. Yields on government securities eased during the
first quarter of 2010-11 in expectation of an improved
fiscal position due to higher than anticipated revenues
in spectrum auctions. Yields hardened thereafter till
January 2011 on account of increase in inflation and
consequent rate hike expectations as well as tight
liquidity conditions. Yields, however, moderated in
February and March 2011 on the back of improvement
in liquidity conditions, lower than expected budgeted
fiscal deficit and the projected market borrowing
programme for the first half of 2011-12. Significantly,
the stability of long-term yields, despite the current
high rates of inflation, suggests that inflationary
expectations remain anchored.
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29. The Union Budget for 2011-12 has emphasised
the Government's commitment to carry on the
process of fiscal consolidation by budgeting a lower
fiscal deficit (4.6 per cent of GDP in 2011-12 as
compared with 5.1 per cent in 2010-11). The revenue
deficit to GDP ratio is estimated to remain unchanged
at 3.4 per cent in 2011-12.

30. During 2010-11, the rupee dollar exchange rate
showed two-way movements in the range of 344.03-
47.58 per US dollar. On an average basis, the 6-
currency real effective exchange rate (REER)
appreciated by 12.7 per cent in 2010-11, the 30-currency
REER by 4.5 per cent and the 36-currency REER by 7.7
per cent.

31. The current account deficit (CAD) during April-
December 2010 was US$ 38.9 billion, up from US$
25.5 billion during the corresponding period of 2009.
During the fourth quarter of 2010-11, exports grew at
a robust pace of 46.6 per cent, while growth in imports
decelerated to 22.8 per cent. Consequently, the CAD,
which was 3.1 per cent during April-December 2010,
is now estimated to moderate to around 2.5 per cent
of GDP for 2010-11 as against 2.8 per cent during 2009-
10.

32. Although net capital inflows increased
significantly to US$ 52.7 billion during April-December
2010 (US$ 37.6 billion a year ago), the composition
shifted towards volatile flows such as FII investments
and trade credits. Net inflows under FDI were lower.
As the CAD is expected to be significant in 2011-12,
the sustainability of financing it becomes important.

II. Outlook and Projections
Global Outlook
Growth

33. The global recovery is expected to sustain in
2011, although growth will slow down marginally
from its pace in 2010. According to the IMF WEO
(April 2011), global growth is likely to moderate from
5.0 per cent in 2010 to 4.4 per cent in 2011. Growth is
projected to decelerate in advanced economies due
to waning of impact of fiscal stimulus, and high oil
and other commodity prices. Growth in EMEs is also
expected to decelerate on account of monetary
tightening and rising commodity prices.
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Inflation

34. The IMF WEO (April 2011) projects global CPI
inflation to rise from 3.7 per cent in 2010 to 4.5 per
cent in 2011. While advanced economies
face inflationary pressures from high commodity
prices, EMEs face pressures from both strong
domestic demand and high commodity prices. CPI
inflation in the advanced economies is projected to
increase from 1.6 per cent in 2010 to 2.2 per cent in
2011, and in the EMEs from 6.2 per cent to 6.9 per
cent.

Domestic Outlook
Growth

35. Real GDP growth for 2010-11 was estimated at
8.6 per cent. Signs of moderation, however, emerged
in the second half of the year. Particularly significant
were the slowdown in capital goods production and
investment spending. Going forward, high oil and
other commodity prices and the impact of the anti-
inflationary monetary stance will weigh on growth.
Most business confidence surveys conducted by
various agencies show a decline in business
confidence. The Reserve Bank's 10S conducted during
March 2011, as mentioned earlier, indicates some
moderation in business expectations for the quarter
ended June 2011.

36. Growth is expected to moderate in 2011-12 from
its pace in 2010-11. First, notwithstanding the
preliminary indication of a normal monsoon by the
India Meteorological Department (IMD) during 2011,
agriculture growth is likely to revert to its trend growth
from the higher base of last year. Second, the pace of
industrial activity has been slowing mainly due to
the impact of past monetary policy actions and high
input prices. External demand too may slow if global
recovery slackens.

37. Based on the assumption of a normal monsoon
and crude oil prices averaging US$ 110 a barrel over
2011-12, the baseline projection of real GDP growth
for 2011-12 for policy purposes is placed at around &
per cent. The growth is projected to be in the range
of 7.4 per cent and 8.5 per cent in 2011-12 with 90 per
cent probability (Chart 1).
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Chart 1: Projection of GDP Growth for 2010-12
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Inflation

38. The Reserve Bank's forecasts systematically
under-predicted year-end inflation during 2010-11.
Even after a significant upward revision from 5.5 per
cent to 7 per cent in the Third Quarter Policy Review
in January 2011 and then to 8 per cent in the Mid-
Quarter Review in March 2011, the forecasts remained
below the provisional number of 9 per cent for
March 2011. The analysis in the previous section
reveals that the surge in headline inflation, despite
an overall moderation in food inflation, was the
combination of two factors: an unanticipated increase
in oil and commodity prices, including the large
upward revision in administered coal prices in March
2011, and demand pressures reflected in significant
increase in inflation in non-food manufactured
products.

39. Against this backdrop, several factors will play a
role in the inflation outlook, going forward. First,
there is a significant suppressed component of
inflation as the increase in crude oil prices has not
been passed on completely. The last increase in
administered mineral oil prices was effected in June
2010 when the Indian basket of crude oil was US$
74.3 per barrel. Subsequently, it increased to US$ 110.7
per barrel in March 2011. Similarly, administered
electricity prices have not gone up even as input
prices, particularly those of coal, have increased
significantly. Hence, the timing of changes in
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administered prices as indicated above will have a
significant influence on the inflation path.

40. Second, the outlook for crude oil prices in the
near future is uncertain, given the geo-political
situation in the MENA region. In any case, the
likelihood of oil prices moderating significantly is low.
The IMF WEO (April 2011) has assumed a baseline
average crude oil price of US$ 107 per barrel for 2011
and US$ 108 per barrel for 2012.

41. Third, incomplete pass-through of higher crude
prices will have an impact on aggregate demand
though higher subsidy expenditure, which is
expansionary and can add to inflationary pressure.

42. Fourth, there have been sharp increases in the
prices of several important industrial raw materials,
such as minerals, fibres, especially cotton, rubber,
besides coal and crude oil. In addition, there is also
upward pressure on wages. The extent to which the
increase in input prices translates into output prices
will have an influence on the inflation path.

43. Fifth, while the south-west monsoon 2011 is
expected to be normal, its impact on moderation in
food inflation may be less than commensurate, given
a strong structural component in food inflation and
elevated global food price situation.

44. Sixth, even though demand pressures were
evidently strong enough to induce the generalisation
of commodity price increases in recent months, signs
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Chart 2: Projection of WPI Inflation (Y-o-Y) for 2011-12
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of moderation in growth suggest that this driver of
inflation will ease in the coming months. The
cumulative impact of monetary actions over the past
15 months will continue to be felt over the course of
2011-12, contributing to moderation in both growth
and inflation rates.

45. Keeping in view the domestic demand-supply
balance and the global trends in commodity prices
and the likely demand scenario, the baseline
projection for WPI inflation for March 2012 is placed
at 6 per cent with an upward bias (Chart 2). Inflation
is expected to remain at an elevated level in the first
half of the year due to expected pass-through of
increase in international petroleum product prices
to domestic prices and continued pass-through of high
input prices into manufactured products.

46. Notwithstanding the current inflation scenario,
it is important to recognise that in the last decade,
the average inflation rate, measured in terms of WPI
and CPI, had moderated to around 5.5 per cent. More
specifically, non-food manufacturing inflation, which
the Reserve Bank uses as an indicator of demand
pressures and is the most responsive to monetary
actions, averaged 4.0 per cent over this period. A
period of low inflation preceded the high-growth
phase in 2003-08, which was in turn characterised by
high investment-GDP and declining fiscal deficit-GDP
ratios. Inflation remained moderate in the early part
of the high-growth phase, but increased in the period
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immediately preceding the global financial crisis,
reflecting the emergence of domestic bottlenecks.

47. Based on cross-country as well as domestic
experience, the Reserve Bank is strongly of the view
that controlling inflation is imperative to sustaining
growth over the medium-term. This is a critical
attribute of a favourable investment climate, on which
growth sustainability depends. Fiscal consolidation
will also contribute to improving the investment
climate. Accordingly, the conduct of monetary policy
will continue to condition and contain perceptions
of inflation in the range of 4.0-4.5 per cent, with
particular focus on the behaviour of the non-food
manufacturing component. This will be in line with
the medium-term objective of 3.0 per cent inflation
consistent with India's broader integration into the
global economy. The achievement of this objective
will be helped by concerted policy actions and
resource allocations to address domestic bottlenecks,
particularly on the food and infrastructure fronts.

Monetary Aggregates

48. Keeping in view the need to balance the resource
requirements of the private sector and the budgeted
government borrowings, M, growth for 2011-12, for
policy purposes, is placed at 16.0 per cent. Consistent
with this, aggregate deposits of SCBs are projected to
grow by 17.0 per cent. Growth in non-food credit of
SCBs is projected at 19.0 per cent. These monetary
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projections are consistent with the growth and
inflation outlook. As always, the numbers are
provided as indicative projections and not as targets.

Risk Factors

49. The indicative projections of growth and
inflation for 2011-12 are subject to several risks as
detailed below:

i)  There are several downside risks to global
growth at this stage such as (a) sovereign debt problem
in the euro area periphery intensifying and spreading
to the core; (b) high commodity prices, especially oil,
impacting the global recovery; (c) abrupt rise in long-
term interest rates in highly indebted advanced
economies with implications for fiscal path; and (d)
accentuation of inflationary pressures in EMEs.
Should global recovery slacken significantly, it will
impact the Indian economy through the trade, finance
and confidence channels.

ii)  Global commodity prices are a significant risk
factor for both domestic growth and inflation.
The future path of crude oil prices is uncertain.
Brent crude crossed US$ 120 per barrel in April
2011. Metal prices, which witnessed some decline
around mid-March 2011, reflecting the
weakening of investor confidence due to the
Japanese disaster, have resumed their upward
trend.

iii) The budgeted fiscal deficit for 2011-12 gives some
comfort on the demand front. However,
achieving the fiscal consolidation targets for
2011-12 could be a challenge, given the subsidy
burden arising out of high international prices,
the effect of which has not been completely
passed on. The Government, therefore, needs
to focus on the quality of expenditure to sustain
the fiscal consolidation process, which, in turn,
will help contain aggregate demand.

iv) Food inflation, after remaining in double digits
for more than two years, declined to a single
digit rate in November 2010. However, despite
normal monsoon in 2010, food price inflation
did not show the wusual moderation.
Furthermore, vegetable prices also did not
exhibit the usual seasonal pattern in 2010-11.
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This suggests that supply is not able to keep pace
with the growing demand. Given the spike in
international food prices even in significantly
traded food items, imports do not provide an
option to cushion domestic prices. Persistently
high food prices are likely to exert sustained
upward pressure on wages, thus transmitting
through to wider cost pressure on prices.

v)  If oil and commodity prices remain elevated, the
CAD will remain significant. Financing of CAD
is going to be a challenge as advanced countries
begin exiting from their accommodative
monetary policy stance. This could slow down
capital inflows to EMEs, including India, as
investors rebalance their portfolios.

III. The Policy Stance

50. The Reserve Bank began exiting from the crisis
driven accommodative policy in October 2009. Since
then, the cash reserve ratio (CRR) has been raised by
100 basis points. Policy rates have been raised eight
times - the repo rate under the LAF by 200 basis points
and the reverse repo rate by 250 basis points. The
effective tightening in policy rates has been of 350
basis points as the liquidity in the system transited
from a surplus to a deficit mode.

51. The monetary policy stance in 2010-11 was
calibrated on the basis of the domestic growth-
inflation dynamics amidst persistent global
uncertainties. Against the backdrop of global and
domestic macroeconomic conditions, outlook and
risks, the policy stance for 2011-12 has been guided
by the following major considerations.

52. First, notwithstanding some moderation in the
second half of the year, inflation has persistently
remained much above the comfort level of the Reserve
Bank. The sharp increase in non-food manufactured
product inflation towards the latter part of the year
suggests strong underlying demand pressures, which
are helping producers to pass through input price
increases. The uncertainty in global commodity prices
poses a major risk to domestic inflation as the
significant increase in global crude prices that has
already taken place, is yet to be passed through to
domestic prices. The impact of monetary tightening
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already undertaken by the Reserve Bank is still
unfolding. However, considering the overall inflation
scenario, there is a clear need to persist with the anti-
inflationary stance.

53. Second, while the growth momentum remained
relatively firm during 2010-11, signs of moderation
emerged in the latter half of the year, particularly with
respect to capital goods and investment activity.
Growth is expected to decelerate from 8.6 per cent in
2010-11 to around 8 per cent in 2011-12, which should
contribute to some easing of demand-side inflationary
pressures, particularly in the second half, as the full
impact of monetary tightening is realised. However,
even as this trend unfolds, persistently high rates of
inflation raise the risks of inflationary expectations
becoming unhinged.

54. Against this backdrop, the stance of monetary
policy of the Reserve Bank will be as follows:

° Maintain an interest rate environment that
moderates inflation and anchors inflation
expectations.

e  Foster an environment of price stability that is
conducive to sustaining growth in the medium-
term coupled with financial stability.

e  Manage liquidity to ensure that it remains
broadly in balance, with neither a large surplus
diluting monetary transmission nor a large
deficit choking off fund flows.

IV. Monetary Measures

Report of the Working Group on Operating
Procedure of Monetary Policy

55. Following the First Quarter Review of Monetary
Policy for 2010-11 (July 2010), the Reserve Bank
constituted a Working Group to Review the Operating
Procedure of Monetary Policy in India (Chairman: Shri
Deepak Mohanty). The Report of the Group was
placed in public domain on March 15, 2011 for
feedback and comments.

56. Based on the Group's recommendations and in
the light of the feedback received, it has been decided
to make the following changes in the extant operating
procedures of monetary policy:
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(i) The weighted average overnight call money rate
will be the operating target of monetary policy
of the Reserve Bank.

(ii) There will henceforth be only one independently
varying policy rate and that will be the repo rate.
The transition to a single independently varying
policy rate is expected to more accurately signal
the monetary policy stance.

(iii) The reverse repo rate will continue to be
operative but it will be pegged at a fixed 100
basis points below the repo rate. Hence, it will
no longer be an independent rate.

(iv) A new Marginal Standing Facility (MSF) will be
instituted from which SCBs can borrow
overnight up to one per cent of their respective
NDTL. The rate of interest on amount accessed
from this facility will be 100 basis points above
the repo rate. A notification is being issued
separately providing for a general waiver of
default from SLR compliance, freeing banks
from the obligation of seeking a specific waiver
of default as is the case now. This facility is
expected to contain volatility in the overnight
inter-bank market.

(v) As per the above scheme, the revised corridor
will have a fixed width of 200 basis points. The
repo rate will be in the middle. The reverse repo
rate will be 100 basis points below it and the
MSF rate 100 basis points above it.

(vi) While the width of the corridor is fixed at 200
basis points, the Reserve Bank will have the
flexibility to change the corridor, should
monetary conditions so warrant.

57. The above changes in the operating framework
other than at (iv) above will come into force with
immediate effect. Change under (iv) will come into
effect from the fortnight beginning May 7, 2011.
Detailed guidelines in this regard are being issued
separately.

58. On the basis of the policy stance as outlined in
Section III, and changes in operating procedures as
set out above, the Reserve Bank announces the
following policy measures:
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Repo Rate
50. It has been decided to:

e increase the repo rate under the liquidity
adjustment facility (LAF) by 50 basis points from
6.75 per cent to 7.25 per cent with immediate
effect.

Reverse Repo Rate

60. The reverse repo rate under the LAF, determined
with a spread of 100 basis point below the repo rate,
automatically adjusts to 6.25 per cent with immediate
effect.

Marginal Standing Facility (MSF) Rate

61. The Marginal Standing Facility (MSF) rate,
determined with a spread of 100 basis points above
the repo rate, stands calibrated at 8.25 per cent. This
rate will come into effect on operationalisation of
the MSF.

Bank Rate

62. The Bank Rate has been retained at 6.0 per cent.

Cash Reserve Ratio

63. The cash reserve ratio (CRR) of scheduled banks
has been retained at 6.0 per cent of their NDTL.

Savings Bank Deposit Interest Rate

64. As indicated in the Second Quarter Review of
Monetary Policy 2010-11, the discussion paper
delineating the pros and cons of deregulating the
savings bank deposit interest rate was placed on the
Reserve Bank's website on April 28, 2011 for feedback
from the general public.

65. In the recent period, the spread between the
savings deposit and term deposit rates has widened
significantly. Therefore, pending a final decision on
the issue of deregulation of savings bank deposit
interest rate, it has been decided to :

e increase the savings bank deposit interest rate
from the present 3.5 per cent to 4.0 per cent
with immediate effect.

66. Detailed instructions in this regard to banks are
being issued separately.
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Expected Outcomes

67. The monetary policy actions in this review are
expected to:

i)  contain inflation by reining in demand side
pressures, and anchor inflationary expectations;
and

ii) sustain the growth in the medium-term by
containing inflation.

Guidance

68. The Bank's baseline inflation projections, as
indicated in Chart 2 (page 9), are that the inflation
rate will remain close to the March 2011 level over
the first half of 2011-12, before declining. These
projections factor in an upward revision of petrol and
diesel prices. While the persistence of inflation over
the next few months has been incorporated in this
policy, the Reserve Bank will continue to persevere
with its anti-inflationary stance.

Mid-Quarter Review of Monetary Policy

69. The next mid-quarter review of Monetary Policy
for 2011-12 will be announced through a press release
on Thursday, June 16, 2011.

First Quarter Review of Monetary Policy
2011-12

70. The First Quarter Review of Monetary Policy for
2011-12 is scheduled for Tuesday, July 26, 2011.

Part B. Developmental and Regulatory
Policies

71. This part of the Statement reviews the progress
in various developmental and regulatory policy
measures announced by the Reserve Bank in the
recent policy statements and also sets out new
measures.

72. The global financial crisis has exposed areas of
vulnerability in the financial sector and policy
initiatives are underway to strengthen financial
stability. Some of the key issues that have arisen in
the banking sector are inadequate loss-absorbing
capital; insufficient liquidity buffers; excessive build-
up of leverage; procyclicality of financial markets;
focus on firm-specific supervision and neglect of
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macro-prudential supervision of system-wide risks;
moral hazard from too-big-to-fail institutions; weak
governance practices; poor understanding of complex
products; and shortcomings in risk management. With
a view to addressing these issues, various
international bodies, national supervisors and
policymakers are engaged in instituting various
reform measures at the global and at the national
levels. The Reserve Bank has been playing an active
role in various international fora, including G-20,
Basel Committee on Banking Supervision (BCBS) and
Financial Stability Board (FSB), which are engaged in
setting standards and formulating policies for
safeguarding the financial system.

73. The Reserve Bank has already indicated that it
would implement the reform measures under Basel
I1I framework, which are applicable to banks in India.
Apart from reforms in the banking sector, the Reserve
Bank has also been pursuing reforms in several other
areas. It has been actively pursuing the development
of various segments of the financial market. In the
recent period, financial inclusion has also been
recognised as a key objective of policy. In addition,
greater emphasis is being placed on the quality of
service rendered by banks to their customers.
Information technology and payment and settlement
services have a crucial role in ensuring not only
efficient banking services but also in financial
stability, financial inclusion and customer service. It
has, therefore, been the endeavour of the Reserve
Bank to promote the use of information technology
in banks and provide secure and efficient payment
and settlement services in the country.

I. Financial Stability
Financial Stability Report

74. It was announced in the Second Quarter Review
of Monetary Policy of November 2010 that the
Financial Stability Report (FSR) would be regularly
published in June and December every year.
Accordingly, the second FSR was released by the
Reserve Bank in December 2010. The report brought
out that the financial sector remained stress-free
notwithstanding intermittent volatility, especially in
the equity and foreign exchange markets. Financial
institutions remained healthy. The stress testing on
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credit, market and liquidity risks indicated a
reasonable degree of resilience of the banking sector
in India. The report also pointed to some discernible
soft spots such as volatile capital flows, stretched
fiscal conditions, persisting inflationary pressure,
deterioration in asset quality of banks, regulatory gaps
in the non-banking financial sector, and underscored
the need for setting up a robust macro-prudential
framework for identification of systemic risks.

II. Interest Rate Policy
Base Rate

75. The Reserve Bank introduced the Base Rate
System from July 2010, which replaced the benchmark
prime lending rate (BPLR) system. Banks were given
time till end-December 2010 to select the appropriate
benchmark and other cost parameters for computing
the Base Rate. Subsequently, some banks requested
for extension of time. Accordingly, banks were
permitted to change the benchmark and methodology
used in the computation of their Base Rates for a
further period of six months, 7e., up to June 30, 2011.

I1II. Financial Markets
Financial Market Products
Interest Rate Futures

76. It was indicated in the Second Quarter Review
of November 2010 that exchange traded interest rate
futures (IRFs) on 5-year and 2-year notional coupon
bearing central government securities and 91-day
Treasury Bills would be introduced after taking into
account the experiences of cash-settled IRF regimes
in other countries. The IRF trading on 91-day Treasury
Bills with cash settlement in Indian Rupees was
permitted by the Reserve Bank in March 2011. The
guidelines for 5-year and 2-year IRFs are being
finalised in consultation with the Securities and
Exchange Board of India (SEBI).

Introduction of Credit Default Swaps

77. It was announced in the Second Quarter Review
of October 2009 to introduce plain vanilla over-the-
counter (OTC) single-name credit default swap (CDS)
for corporate bonds for resident entities, subject to
appropriate safeguards. Consequently, an internal
Working Group was constituted to finalise the
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operational framework in consultation with market
participants. The final report of the internal Working
Group and draft guidelines on CDS were placed on
the Reserve Bank's website in February 2011 for public
comments. The guidelines are being finalised, based
on feedback from the public, extensive consultations
with the stakeholders and deliberations in the
Technical Advisory Committee on Financial Markets.
Accordingly, it is proposed:

e to issue the final guidelines on plain vanilla
single-name CDS for corporate bonds for
resident entities, after taking into consideration
the feedback/suggestions received from market
participants, by end-May 2011.

78. The product will be launched once the necessary
market infrastructure is in place.

Review of Short Sale in Government Securities

79. Based on the recommendations of the Technical
Group on the Central Government Securities Market,
intra-day short selling in central government securities
was permitted in February 2000. Subsequently, based
on the feedback received, the period of short sale
was extended to five days in January 2007. With a
view to providing a fillip to the IRF market and the
term repo market, it is proposed:

e to extend the period of short sale from the
existing five days to a maximum period of three
months.

Extension of DvP Il Facility to Gilt Account
Holders

80. Consequent upon the announcement made in
the Mid-term Review of Monetary and Credit Policy
for the year 2003-04, the settlement of transactions
in government securities through Clearing
Corporation of India Ltd. (CCIL) was switched over
to delivery versus payment (DvP) IIl mode with effect
from April 2, 2004. However, the DvP III mode of
settlement was not extended to gilt account holders
who maintained their balances with the custodian
bank/primary dealer who, in turn, held these
securities in its constituent subsidiary general ledger
(CSGL) account with the Reserve Bank. With the
stabilisation of the transaction and settlement
infrastructure, it is now proposed:
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e to extend DvP III facility to transactions by the
gilt account holders (excluding transactions
between the gilt account holders of the same
custodian) so that the gilt account holders get
the benefit of efficient use of funds and
securities.

81. Detailed guidelines in this regard will be issued
shortly.

Guidelines on Over-the-Counter
Forex Derivatives

82. 1t was proposed in the Second Quarter Review
of November 2010 to issue final guidelines on OTC
foreign exchange derivatives by end-November 2010.
Accordingly, comprehensive guidelines on OTC
foreign exchange derivatives and overseas hedging
of commodity price and freight risks were issued in
December 2010. The important elements of the revised
guidelines, which became effective February 1, 2011,
are (i) allowing embedded cross currency option in
the case of foreign currency-rupee swaps; and (ii)
permitting use of cost reduction structures, both
under the contracted exposures and past performance
routes, subject to certain safeguards.

Cancellation and Rebooking under the
Portfolio Investment Scheme by Flls

83. Currently, foreign institutional investors (FIIs)
are permitted to cancel and rebook 2 per cent of the
market value of the portfolio as at the beginning of
the financial year. In view of the large positions held
by the FlIs and considering the increased depth of
the Indian forex market to absorb the impact on the
exchange rate, it is proposed:

e to allow FIIs to cancel and rebook up to 10 per
cent of the market value of the portfolio as at
the beginning of the financial year.

84. Detailed guidelines in this regard will be issued
separately.

Facilitating Rupee Trade — Hedging Facilities
for Non-resident Entities

85. The provisions under the Foreign Exchange
Management Act (FEMA), 1999 do not permit non-

residents to hedge their currency exposure with
authorised dealer (AD) banks in India, in respect of
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exports and imports invoiced in Indian Rupees. In
order to facilitate greater use of Indian Rupee in trade
transactions, it is proposed:

e that in respect of exports and imports invoiced
in Indian Rupees, non-resident importers and
exporters can hedge their currency risk with AD
banks in India through their bankers having
Rupee vostro accounts in India. The contracts
would be on a deliverable basis.

86. The operational details will be finalised and
notified in consultation with the stakeholders.

Financial Market Infrastructure

Committee for Review of Procedures relating
to Facilities to Individuals — Residents/NRIs
and PIOs

87. The Reserve Bank recognises the need for
facilitating genuine foreign exchange transactions by
individuals — residents/non-resident Indians (NRIs)
and persons of Indian origin (PIOs) — under the
current regulatory framework of FEMA. Keeping this
in view, a Committee (Chairperson: Smt. K.J. Udeshi)
comprising the representatives of various stakeholders
has been set up. The Committee will identify areas
for streamlining and simplifying the procedure so as
to remove the operational impediments, and assess
the level of efficiency in the functioning of authorised
persons, including the infrastructure created by them.
The Committee is expected to submit its report within
three months.

IV. Credit Delivery and Financial
Inclusion

Credit Flow to the Micro, Small and Medium
Enterprises Sector

High Level Task Force on MSMEs

88. As indicated in the Second Quarter Review of
November 2010, the Reserve Bank, based on the
recommendations of the High Level Task Force on
Micro, Small and Medium Enterprises (MSMEs),
issued guidelines in June 2010, advising scheduled
commercial banks that the allocation of 60 per cent
of micro and small enterprises (MSEs) advances to
the micro enterprises was to be achieved in stages,
viz., 50 per cent in the year 2010-11, 55 per cent in the
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year 2011-12 and 60 per cent in the year 2012-13.
Further, banks were mandated to achieve a 10 per
cent annual growth in the number of micro enterprise
accounts and a 20 per cent year-on-year growth in
credit to the MSE sector. The Reserve Bank is closely
monitoring the achievement of targets by banks on
a half-yearly basis, 7e.,, March and September each
year. A suitable format has been devised by the
Reserve Bank to capture and monitor the
achievement of the targets by banks and the same
are regularly reviewed at the highest level. Banks,
which lag behind in achieving the targets, have been
mandated to submit an action plan to achieve the
prescribed targets.

Rural Credit Institutions
Licensing of Co-operatives

89. In terms of the recommendations of the
Committee on Financial Sector Assessment
(Chairman: Dr. Rakesh Mohan and Co-Chairman: Shri
Ashok Chawla) and as proposed in the Annual Policy
Statement of April 2009, the work relating to licensing
of unlicensed state and central co-operative banks
in a non-disruptive manner, in consultation with
National Bank for Agriculture and Rural Development
(NABARD), was initiated. Subsequent to the issuance
of revised guidelines on licensing of state co-operative
banks (StCBs)/district central co-operative banks
(DCCBs), 10 StCBs and 144 DCCBs were licensed,
bringing down the number of unlicensed StCBs from
17 to 7 and unlicensed DCCBs from 296 to 152 as on
March 31, 2011.

Revival of the Rural Co-operative Credit
Structure

00. The Government of India, based on the
recommendations of the Task Force on Revival of
Rural Co-operative Credit Institutions (Chairman: Prof.
A. Vaidyanathan) and in consultation with the State
Governments, had approved a package for revival of
the short-term rural co-operative credit structure. As
envisaged in the package, 25 States have entered into
memorandum of understanding (MoU) with the
Government of India and NABARD and 20 States have
amended their respective State Co-operative Societies
Acts. As on February 28, 2011, an aggregate amount
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of 8,460 crore was released by NABARD for
recapitalisation of primary agricultural credit societies
(PACS) in 16 States as the Government of India's share
under the revival package.

Financial Inclusion through Grass-root
Co-operatives

0l. It was proposed in the Monetary Policy
Statement of April 2010 to constitute a committee
comprising representatives from the Reserve Bank,
NABARD and a few State Governments to study the
functioning of well-run PACS, large adivasi multi-
purpose co-operative societies (LAMPS), farmers
service societies (FSS) and thrift and credit co-
operative societies set up under the parallel Self-
Reliant Co-operative Societies Acts to gather
information on their working and assess their
potential to contribute to financial inclusion. The
regional offices of the Reserve Bank have since given
their inputs. Analysis, consolidation of data and
preparation of State-wise reports are in progress and
are expected to be completed by end-July 2011.

Malegam Committee Recommendations

92. In the wake of the Andhra Pradesh micro finance
crisis in 2010, concerns were expressed by various
stakeholders and the need was felt for more rigorous
regulation of non-banking financial companies
(NBFCs) functioning as micro finance institutions
(MFIs). As indicated in the Second Quarter Review of
November 2010, a Sub-Committee of the Central Board
of the Reserve Bank (Chairman: Shri Y. H. Malegam)
was constituted to study issues and concerns in the
MFI sector. The Committee submitted its report in
January 2011, which was placed in public domain.
The Committee, inter alia, recommended (i) creation
of a separate category of NBFC-MFIs; (ii) a margin
cap and an interest rate cap on individual loans; (iii)
transparency in interest charges; (iv) lending by not
more than two MFIs to individual borrowers; (v)
creation of one or more credit information bureaus;
(vi) establishment of a proper system of grievance
redressal procedure by MFIs; (vii) creation of one or
more "social capital funds”; and (viii) continuation
of categorisation of bank loans to MFIs, complying
with the regulation laid down for NBFC-MFIs, under
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the priority sector. The recommendations of the
Committee were discussed with all stakeholders,
including the Government of India, select State
Governments, major NBFCs working as MFIs,
industry associations of MFIs working in the country,
other smaller MFIs, and major banks. In the light of
the feedback received, it has been decided:

e to accept the broad framework of regulations
recommended by the Committee;

e that bank loans to all MFIs, including NBFCs
working as MFIs on or after April 1, 2011, will
be eligible for classification as priority sector
loans under respective category of indirect
finance only if the prescribed percentage of their
total assets are in the nature of "qualifying
assets” and they adhere to the "pricing of
interest” guidelines to be issued in this regard;

e that a "qualifying asset” is required to satisfy
the criteria of (i) loan disbursed by an MFI to a
borrower with a rural household annual income
not exceeding 360,000 or urban and semi-urban
household income not exceeding ¥1,20,000; (ii)
loan amount not to exceed ¥35,000 in the first
cycle and ¥50,000 in subsequent cycles; (iii) total
indebtedness of the borrower not to exceed
%50,000; (iv) tenure of loan not to be less than
24 months for loan amount in excess of ¥15,000
without prepayment penalty; (iv) loan to be
extended without collateral; (v) aggregate
amount of loan, given for income generation,
not to be less than 75 per cent of the total loans
given by the MFIs; and (vi) loan to be repayable
by weekly, fortnightly or monthly instalments
at the choice of the borrower;

e that banks should ensure a margin cap of 12 per
cent and an interest rate cap of 26 per cent for
their lending to be eligible to be classified as
priority sector loans;

e that loans by MFIs can also be extended to
individuals outside the self-help group (SHG)/
joint liability group (JLG) mechanism; and

e that bank loans to other NBFCs would not be
reckoned as priority sector loans with effect from
April 1, 2011.
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03. Detailed guidelines in this regard will be issued
separately.

Redefining the Priority Sector

04, The Malegam Committee recommended that the
existing guidelines on bank lending to the priority
sector be revisited. Requests were also received from
various quarters in the recent past to relook at the
definition of the priority sector, especially when bank
finance was being routed through other agencies. It
is, therefore, proposed:

° to appoint a committee to re-examine the
existing classification and suggest revised
guidelines with regard to priority sector lending
classification.

Financial Inclusion Plan for Banks

05. As indicated in the Second Quarter Review of
November 2010, all public and private sector banks
were advised to put in place a Board approved three-
year financial inclusion plans (FIPs) and submit them
to the Reserve Bank by March 2010. These banks have
since prepared and submitted their FIPs containing
targets for March 2011, 2012 and 2013, to the Reserve
Bank. These plans broadly include self-set targets in
respect of rural brick and mortar branches opened:
business correspondents (BCs) employed; coverage
of unbanked villages with population above 2,000 as
also other unbanked villages with population below
2,000 through branches/BCs/other modes; no-frill
accounts opened including through BC-ICT; kisan
credit cards (KCCs) and general credit cards (GCCs)
issued; and other specific products designed by them
to cater to the financially excluded segments.

06. The implementation of these plans is being
closely monitored by the Reserve Bank on a quarterly
basis. The analysis of progress reports of above plans
received from all public and private sector banks shows
that during the period April 2010 to March 2011, banks
opened 5,214 new branches, deployed 25,403 BCs/
customer service providers (CSPs) and provided
banking services in 43,337 villages. Out of these, 525
villages were covered through rural brick and mortar
branches, 42,500 villages through BCs and 300 villages
through other modes such as ATMs and mobile vans.
It is important to note that banks covered 24,060
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villages with population above 2,000, in addition to
covering 19,271 villages with population below 2,000.

Branch Authorisation Policy

97. Domestic scheduled commercial banks
(excluding regional rural banks [RRBs]) were permitted
in December 2009 to open branches in Tier 3 to Tier 6
centres (with population up to 49,999) without prior
permission of the Reserve Bank. However, prior
authorisation from the Reserve Bank was required
for opening of branches in Tier 1 and Tier 2 centres
which was granted based, inter alia, on the (i) number
of branches opened in Tier 3 to Tier 6 centres under
general permission;

(ii) branches proposed to be opened in under-banked
districts in under-banked States; and (iii) bank’s
performance in areas of financial inclusion and
customer service. It was observed that on an average
scheduled commercial banks (SCBs) opened about

20 per cent of the total number of new branches in
rural centres (Tier 5 and Tier 6) in the last two years.

08. There is a need to step up the opening of
branches in rural areas so as to improve banking
penetration and financial inclusion rapidly and meet
the targets set out for providing banking services in
villages with population over 2,000. The FIPs
submitted by banks indicate that banks propose to
use BCs in a big way to reach out to unbanked villages.
Keeping in view the goal of bringing banking services
to identified 72,800 villages by March 2012 and
thereafter progressively to all villages over a period
of time, there is a need for opening of more brick
and mortar branches, besides the use of BCs.
Accordingly, domestic SCBs are being mandated:

e to allocate at least 25 per cent of the total
number of branches to be opened during a year
to unbanked rural (Tier 5 and Tier 6) centres.

Urban Co-operative Banks

Licenses for Setting up new Urban
Co-operative Banks

09. As announced in the Monetary Policy Statement
of April 2010, an Expert Committee (Chairman: Shri
Y. H. Malegam) was constituted in October 2010 with
representations from all stakeholders for studying the
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advisability of granting licenses for setting up new
urban co-operative banks (UCBs) under Section 22
of the Banking Regulation Act, 1949 [as applicable to
co-operative societies (AACS)]. The Committee will
also look into the feasibility of an umbrella
organisation for the UCB sector. The Committee is
expected to submit its report by end-June 2011.

Financing of Self-Help Group/Joint Liability
Group by UCBs

100. With a view to further expanding the outreach
of UCBs and opening an additional channel for
promoting financial inclusion, which would also help
the UCBs in achieving the sub-target of lending to
weaker sections, it is proposed:

e to permit UCBs to lend to SHGs/JLGs; and

e to keep lending to SHGs out of the norm on
unsecured advances.

Exposure of UCBs to Housing, Real Estate and
Commercial Real Estate

101. Pursuant to the announcements made in the
Second Quarter Review of November 2010, UCBs were
permitted to lend up to 10 per cent of their total assets
to housing, real estate and commercial real estate and
an additional 5 per cent of total assets for purchase
and construction of dwelling units costing up to Y10
lakh. Keeping in view the representations received
from UCBs and their associations that they are finding
it difficult to use the additional limit of 5 per cent of
total assets due to the high cost of dwelling units, it
is proposed:

e to permit UCBs to utilise the additional 5 per
cent of their total assets permitted earlier, for
housing loans up to 15 lakh.

Internet Banking Facility

102. With increasing expectation of customers of
UCBs for better products and services on par with
commercial banks, the opening up of internet
banking channel to UCBs will enable them to retain
their customer base. It is, therefore, proposed:

e to permit scheduled UCBs satisfying certain
criteria to provide internet banking facility to
their customers.
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103. Detailed guidelines will be issued separately.
Membership of Negotiated Dealing System

104. Pursuant to the Second Quarter Review of
November 2010, all licensed UCBs were allowed the
facility of Indian Financial Network (INFINET)
membership, current and subsidiary general ledger
(SGL) accounts with the Reserve Bank and real time
gross settlement (RTGS) membership to well managed
and financially sound UCBs having a minimum net
worth of 325 crore. In order to further enable UCBs
to serve their customers better, it is now proposed:

e to permit well managed and financially sound
UCBs to become members of the negotiated
dealing system (NDS).

105. Detailed guidelines are being issued separately.

Customer Service

106. Pursuant to the announcement made in the
Monetary Policy Statement of April 2010, a Committee
on Customer Service (Chairman: Shri M. Damodaran)
was constituted to look into banking services rendered
to retail and small customers, including pensioners.
Apart from formal meetings, the Committee members
have conducted meetings with various stakeholders
across the length and breadth of the country. The
report is in the process of being finalised.

V. Regulatory and Supervisory Measures
for Commercial Banks

Strengthening the Resilience of the
Banking Sector

107. After the financial crisis, the BCBS has taken a
number of initiatives with a view to improving the
banking sector's ability to absorb shocks arising from
financial and economic stress and to reduce the risk
of spillover from the financial sector to the real
economy. It may be recalled that the BCBS had issued
certain enhancements to Basel II Framework,
including amendments to the market risk framework
in July 2009, which were implemented by the Reserve
Bank with effect from March 31, 2010. In December
2010, the BCBS released a comprehensive package of
further reforms which, together with the July 2009
enhancements, is known as the Basel Il framework.
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This reform package aims at (i) increasing the quality
and quantity of the capital with greater emphasis on
common equity; (ii) increasing the risk coverage; (iii)
introducing a leverage ratio as a back stop to the risk-
based capital ratio; and (iv) introducing capital
conservation and counter-cyclical capital buffers to
ensure build up of additional capital in good times,
thereby protecting banks from the dangers of
excessive credit growth. Besides, the Committee has
also introduced liquidity ratios with a view to
ensuring that banks maintain adequate liquidity
buffers and reduce maturity mismatches.

108. The Reserve Bank would adhere to
internationally agreed phase-in period (beginning
January 1, 2013) for implementation of the Basel 111
framework. The Reserve Bank is studying the Basel
11 reform measures for preparing appropriate
guidelines for implementation. It is taking steps
to disseminate information on Basel III and help
banks prepare for smooth implementation of the
framework.

Implementation of Advanced
Approaches under Basel II Framework

109. The Reserve Bank had announced timeline for
implementation of advanced approaches for
computation of regulatory capital under the Basel II
framework in India in July 2009. The guidelines for
the standardised approach (TSA)/alternate
standardised approach (ASA) for operational risk were
issued in March 2010 and those for internal models
approach (IMA) for market risk in April 2010. Draft
guidelines for advanced measurement approach
(AMA) for operational risk were issued in January
2011 for public comments/feedback, and final
guidelines were issued in April 2011. Guidelines for
internal rating based (IRB) approach for credit risk
are under preparation.

Enhancement of Rates of Provisioning
for Non-Performing Assets

110. In pursuance of the announcement made in the
Second Quarter Review of October 2009, banks were
advised in December 2009 to achieve a provisioning
coverage ratio (PCR) of 70 per cent for their non-
performing advances by end-September 2010. This
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coverage ratio was intended to achieve a counter-
cyclical objective by ensuring that banks build up a
good cushion of provisions to protect them from any
macroeconomic shock in future. In April 2011, banks
were advised to segregate the surplus of provisions
under the PCR vis-a-vis as required as per prudential
norms as on September 30, 2010, into an account
styled as "counter-cyclical buffer”. While the "counter-
cyclical buffer” so created would be available to banks
for making specific provisions during economic
downturns, there is a need for banks to make higher
specific provisions also as part of the prudential
provisioning framework. Accordingly, It is proposed
to enhance the provisioning requirements on certain
categories of non-performing advances and
restructured advances as under:

e  advances classified as "sub-standard” will attract
a provision of 15 per cent as against the existing
10 per cent (the "unsecured exposures” classified
as sub-standard assets will attract an additional
provision of 10 per cent, ie, a total of 25 per
cent as against the existing 20 per cent);

e the secured portion of advances which have
remained in "doubtful” category up to one year
will attract a provision of 25 per cent (as against
the existing 20 per cent);

e the secured portion of advances which have
remained in "doubtful” category for more than
one year but upto 3 years will attract a provision
of 40 per cent (as against the existing 30 per cent);

e restructured accounts classified as standard
advances will attract a provision of 2 per cent
in the first 2 years from the date of restructuring,
or in cases of moratorium on payment of
interest/principal after restructuring, for the
period covering moratorium and 2 years
thereafter (as against existing provision of 0.25-
1.00 per cent, depending upon the category of
advances); and

e restructured accounts classified as
performing advances, when upgraded to
standard category will attract a provision of 2
per cent in the first year from the date of
upgradation (as against existing provision of

non-
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0.25-1.00 per cent, depending upon the category
of advances).

111. Detailed guidelines in this regard will be issued
separately.

Investments in Debt-oriented Mutual
Funds

112. It has been observed that banks' investments
in liquid schemes of debt oriented mutual funds
(DoMFs) have grown manifold. The liquid schemes
continue to rely heavily on institutional investors
such as commercial banks whose redemption
requirements are likely to be large and simultaneous.
DoMFs, on the other hand, are large lenders in the
over-night markets such as collateralised borrowing
and lending obligation (CBLO) and market repo,
where banks are large borrowers. DoMFs invest
heavily in certificates of deposit (CDs) of banks. Such
circular flow of funds between banks and DoMFs
could lead to systemic risk in times of stress/liquidity
crunch. Thus, banks could potentially face a large
liquidity risk. It is, therefore, felt prudent to place
certain limits on banks’ investments in DoMFs.
Accordingly, it is proposed:

e that the investment in liquid schemes of DoMFs
by banks will be subject to a prudential cap of
10 per cent of their net worth as on March 31 of
the previous year. However, with a view to
ensuring a smooth transition, banks which are
already having investments in DoMFs in excess
of the 10 per cent limit, will be allowed to comply
with this requirement in six months' time.

Presence of Foreign Banks in India

113. It was indicated in the Monetary Policy
Statement of April 2010 that drawing lessons from
the crisis, a discussion paper on the mode of presence
of foreign banks through branch or wholly owned
subsidiary (WOS) would be prepared by September
2010. Accordingly, a discussion paper on presence of
foreign banks in India was placed on the Reserve
Bank's website in January 2011 soliciting views/
comments from all stakeholders, including banks,
non-banking financial institutions, and the public
at large by March 7, 2011. The comprehensive
guidelines on the mode of presence of foreign banks
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in India are being formulated, keeping in view the
suggestions/comments on the discussion paper,
received from all concerned.

Licensing of New Banks in the Private
Sector

114. Following the announcement made by the
Hon'ble Finance Minister in the Union Budget 2010-
11 and as indicated in the Monetary Policy Statement
of April 2010, the Reserve Bank released a discussion
paper on licensing of new banks on its website in
August 2010, seeking views/comments of banks,
NBFCs, industrial houses, other institutions, and the
public at large. The discussion paper reviewed the
international and Indian experience on various issues
and also indicated possible approaches with the pros
and cons of each of the approaches. Detailed
discussions were held with various associations of
stakeholders from the industry, banks, NBFCs, and
MFIs and some consultants in October, 2010. In
addition, diverse comments, including relating to
granting of banking license to industrial houses/
business houses have been received from a large
number of respondents, which include parties
interested in setting up new banks, industry
associations, banks, academia, eminent personalities
associated with banking and finance, and the
members of the general public. Certain issues, which
would require amendments to the Banking Regulation
Act, 1949, have also been brought to the notice of the
Government of India. A gist of comments on various
issues received from important stakeholders and
eminent people on the discussion paper was placed
on the Reserve Bank's website in December 2010. All
these comments have been examined and the draft
guidelines on the entry of new banks are being
finalised in consultation with the Government of
India.

Compensation Practices

115. It was indicated in the Second Quarter Review
of October 2009 that in line with the steps taken by
the global community, particularly the initiatives taken
by G-20 nations, the Reserve Bank would issue
guidelines to private sector banks and foreign banks
with regard to sound compensation policy. It was
proposed to issue comprehensive guidelines based
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on the FSB principles on sound compensation
practices, which would cover, among others, effective
governance of compensation, alignment of
compensation with prudent risk-taking and
disclosures for whole time directors/chief executive
officers as well as risk takers of banks. Accordingly,
draft guidelines on sound compensation policy were
framed and placed on the Reserve Bank's website in
July 2010 for public comments. A large number of
comments/suggestions were received on the draft
guidelines and it was proposed in the Second Quarter
Review of Monetary Policy for 2010-11 to issue final
guidelines on compensation practices by end-
December 2010. However, in October 2010, the BCBS
brought out a consultative paper titled 'Range of
Methodologies for Risk and Performance Alignment
of Remuneration’, for public comments. As the paper
provides guidance on important methodological
issues, it has been decided to await the final version
of this paper for formulating our guidelines.
Accordingly, the implementation of the Reserve Bank
guidelines on compensation policy has been deferred
till 2012-13. This will also give sufficient time to banks
to formulate their policies. Banks, in the meantime,
should refer to the BCBS consultative paper on 'Range
of Methodologies for Risk and Performance
Alignment of Remuneration' of October 2010, and
begin the preparatory work.

Convergence of Indian Accounting
Standards with International Financial
Reporting Standards

116. As indicated in the Second Quarter Review of
November 2010, a Working Group (Chairman: Shri P.
R. Ravi Mohan) was constituted in July 2010 to address
the implementation issues and facilitate formulation
of operational guidelines in the context of
convergence of Indian Accounting Standards with the
International Financial Reporting Standards (IFRSs).
Six sub-groups, constituted under the aegis of this
Working Group, are closely monitoring the
developments at the international level, especially
the progress made by the International Accounting
Standard Board (IASB) in finalising the accounting
standards relating to financial instruments, and fair
value accounting, among others, and attempting to
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prepare operational guidelines within the framework
of IFRS for the Indian banking sector. The Ministry
of Corporate Affairs placed on its website 35 Indian
Accounting Standards (IND AS), converged with IFRS
in February 2011. It also stated that it would
implement them in a phased manner after various
issues, including tax related issues, were resolved
with the concerned departments. The Reserve Bank
is also endeavouring towards skill development at
the level of banks and supervisors with a view to
ensuring smooth and non-disruptive migration to the
IFRS.

Amendments to the Banking
Regulation Act, 1949

117. A comprehensive legislation for the amendment
of the Banking Regulation Act, 1949 and the Banking
Companies (Acquisition & Transfer of Undertakings)
Act, 1970 & 1980 was introduced in the Parliament in
March 2011. The important amendments relating to
the Banking Regulation Act include insertion of a new
section to override the provisions of the Competition
Act, 2002 and exempt the applicability of such
provisions to amalgamations/reconstitutions/mergers/
acquisitions, etc. of different categories of banks;
removal of the restrictions on voting rights; enabling
banking companies to issue preference shares subject
to regulatory guidelines by the Reserve Bank;
formation of a depositor education and awareness
fund; facilitating consolidated supervision; and a
provision for supersession of boards of directors by
the Reserve Bank; and increase in the quantum of
penalties. The proposals relating to the amendment
of the Banking Companies (Acquisition & Transfer of
Undertakings) Act, 1970 & 1980 include raising the
authorised capital of nationalised banks; enabling
them to raise capital through "rights issue” or by issue
of bonus shares; and raising the restrictions on voting
rights. These amendments will have implications for
the regulation and supervision of various types of
banks by the Reserve Bank.

Introduction of Bank Holding
Company/Financial Holding Company
Structure in India

118. In pursuance of the announcement made in the
Monetary Policy Statement of April 2010, a Working
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Group (Chairperson: Smt. Shyamala Gopinath) was
constituted to examine the introduction of a holding
company structure for banks and other financial
entities together with the required legislative and
regulatory framework. The Group is expected to
submit its report by end-May 2011.

Information Technology and Related
Issues: Enhancement to the Guidelines

119. A Working Group on Information Security,
Electronic Banking Technology Risk Management and
Cyber Frauds (Chairman: Shri G. Gopalakrishna) was
set up by the Reserve Bank to strengthen the Reserve
Bank's guidelines relating to the governance of IT
information security measures, apart from enhancing
independent assurance about the effectiveness of IT
controls. The report, which was submitted by the
Group in January 2011, covers various areas such as
IT governance, information security (including
electronic banking channels like internet banking,
ATMs, cards), IT operations, IT services outsourcing,
information system audit, cyber frauds, business
continuity planning, customer education and legal
issues. The report was placed on the Reserve Bank's
website for public comments/feedback. Keeping in
view the feedback/comments received, detailed
guidelines are being issued to banks. While major
recommendations of the Group are to be implemented
by banks within a period of six months, other
recommendations/guidelines are required to be
implemented within a period of one year from the
date of issue of the circular.

Supervisory Policies, Procedures and
Processes: A Comprehensive Review

120. The operating environment with regard to
supervision of banks has undergone significant
changes with considerable increase in size, number
and complexities of banks' businesses over the last
decade. There have been extensive innovations in
financial products, processes, strategies and risk
management techniques at the institutional level. In
the recent period, banks have also emerged as
financial conglomerates in order to exploit economies
of scale and scope. In view of the widening gap
between growing supervisory responsibilities and
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available supervisory resources, it was considered
expedient to conduct a review of the supervisory
processes followed by the Reserve Bank. A High Level
Steering Committee (Chairman: Dr. K. C. Chakrabarty)
was set up by the Reserve Bank to review the existing
supervisory processes in respect of commercial banks
in India. The Committee, among others, will include
a leading industry expert, one sitting and one retired
chairman and managing director (CMD) of public
sector banks as members. The Committee will lay
down the terms of reference for review of the
supervisory processes in the Reserve Bank and select
one domestic or international agency for reviewing
the supervisory processes and giving its
recommendations for implementation.

VI. Institutional Developments Non-
Banking Financial Companies

Review of the Existing Regulatory Framework
for NBFCs

121. There has been significant transformation in the
NBFC sector in India in the past few years and the
sector has come to be recognised as a systemically
important component of the financial system. The
recent global financial crisis has highlighted the risks
arising from the non-banking financial sector because
of regulatory gaps, arbitrage and systemic inter-
connectedness. A need was, therefore, felt to reflect
on the broad principles that underpin the regulatory
architecture for NBFCs, keeping in view the economic
role and heterogeneity of this sector and the recent
international experience. The Reserve Bank has
constituted a Working Group (Chairperson: Smt. Usha
Thorat) to examine a range of emerging issues
pertaining to the regulation of the NBFC sector. The
Group will also focus on the definition and
classification of NBFCs, keeping in view the need for
addressing regulatory gaps and regulatory arbitrage,
maintaining standards of governance in the sector
and adopting appropriate approach to NBFC
supervision. The Committee is expected to submit
its report by end-June 2011.

Setting up of Central Electronic Registry
under the SARFAESI Act, 2002

122. The Government of India has set up a company,
incorporated under section 25 of the Companies Act,
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1956, as the Central Registry of Securitisation Asset
Reconstruction and Security Interest of India (CERSAI)
to give effect to the provisions of the Securitisation
and Reconstruction of Financial Assets and
Enforcement of Security Interest (SARFAESI) Act, 2002.
The objective of the central registry is to prevent frauds
in loan cases involving multiple lending from
different banks on the same immovable property. The
registry became operational from March 2011 and its
jurisdiction covers the whole of India.

Payment and Settlement Systems
Mobile Banking in India

123. Considering the importance of mobile phone
channels for banking services, the Reserve Bank
issued guidelines on mobile banking in October 2008.
Since then a number of relaxations in the guidelines
have been made. In all, 39 banks were granted
approval for mobile banking, of which 34 banks have
launched the mobile banking services. On an average,
6.80,000 transactions amounting to Y61 crore in a
month are settled through this channel.

124. Non-bank entities were permitted by the
Reserve Bank to issue mobile-based semi-closed
prepaid instruments in August 2009. To start with,
these instruments were considered as a separate
category and a cap of 5,000 was imposed on such
prepaid instruments. Considering the potential of
such mobile-based prepaid instruments for promoting
non-cash based transactions and the interest evinced
by non-bank entities in promoting these products, it
is proposed:

e to treat mobile-based semi-closed prepaid
instruments issued by non-banks on par with
other semi-closed payment instruments and
raise the limit from 5,000 to ¥50,000, subject to
certain conditions.

125. Banks were permitted by the Reserve Bank in
December 2009 to provide their customers the mobile-
based transaction facility up to 31,000 without end-
to-end encryption. Taking into consideration the
feedback from banks for increasing the limits for such
transactions, it is proposed:
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e to enhance the limit of such transactions from
31,000 to %5,000.

Working Group for Card Present Transactions

126. Card present transactions [transactions at points
of sale (PoS) and ATMs] constitute a major proportion
of the card based transactions in the country. For
increasing the confidence of customers in this
channel, it is necessary to secure these transactions
through implementation of additional security/
authentication in the short run and prevent
counterfeiting of cards by migrating to chip-based and
PIN-based cards in the long run. Considering the
importance of this process, a Working Group
comprising representatives from various stakeholders
was constituted to recommend action plan for
enabling additional authentication for transactions
at PoS using existing cards in a cost effective manner
and propose a timeframe for migrating the card
infrastructure to enabling issuance and acceptance
of chip-based and PIN-based cards. The Working
Group is expected to submit its recommendations by
end-May 2011,

Performance of National Electronic Funds
Transfer System

127. All the refinements to the national electronic
funds transfer (NEFT) have been well accepted by the
stakeholders and the product is growing from strength
to strength in terms of acceptability, reach and
volumes handled. As at end-February 2011, around
75,000 branches of 100 banks participated in the NEFT
system and the volume of transactions processed
increased to 13.5 million in February 2011. Efforts
have also been initiated to extend NEFT facility to
the branches and customers of RRBs. A few banks
have since successfully and seamlessly brought the
RRBs sponsored by them under the NEFT ambit.
Further, full assistance was provided to the Royal
Monetary Authority of Bhutan; the electronic clearing
service (ECS) and the NEFT were successfully
replicated in Bhutan.

IT Vision Document for 2011-17

128. A High Level Committee (Chairman: Dr. K. C.
Chakrabarty) was constituted by the Reserve Bank
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to prepare an IT vision document for the period 2011-
17, taking into account requirements and
expectations of the banking system in general and
those of the Reserve Bank, in particular. The report
of the Committee was placed on the Reserve Bank's
website in February 2011. The document contained
a number of recommendations, including the
Reserve Bank transforming itself into an
information intensive knowledge organisation and
commercial banks moving forward from their core
banking solutions to enhanced use of IT in areas
such as management information system (MIS),
regulatory reporting, overall risk management,
financial inclusion and customer relationship
management. The recommendations related to both
the Reserve Bank and commercial banks. The Reserve
Bank has drawn a roadmap for implementation of
the vision document over short-term (2 years),
medium-term (2-4 years) and long-term (4 years and
more). The Reserve Bank will, in association with
the Indian Banks' Association (IBA), follow up on
implementation of the recommendations by
commercial banks.

Automated Data Flow from Banks

129. A Core Group consisting of experts from banks,
the Reserve Bank, the Institute for Development and
Research in Banking Technology (IDRBT) and the IBA
was constituted for preparing an approach paper on
automated data flow (a straight through process)
from the core banking solution (CBS) or other IT
systems of commercial banks to the Reserve Bank.
It was indicated in the Second Quarter Review of
November 2010 that the Core Group had finalised
the approach paper and the timeline of the entire
project would be determined in consultation with
banks. It has been decided to implement the project
in a phased manner taking into account the
technology and process maturity of individual
banks. Banks have been advised to submit a
roadmap clearly indicating the returns which can
be sourced directly from the banks' systems for
submission to the Reserve Bank without manual
intervention. It has also been decided to prescribe
a quarterly monitoring format in which the banks
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will be advised to certify the list of returns which
have been internally generated from the IT source
systems without manual intervention. The Reserve
Bank is in touch with the banks and the solution
providers for implementing the recommendations
over a period of two years.

Real Time Gross Settlement System

130. As indicated in the Monetary Policy Statement
of April 2010, a Working Group was constituted for
preparing an approach paper for implementing the
next generation real time gross settlement (NG-
RTGS) system. The Group has since submitted the
approach paper, the suggestions of which have been
taken as a basis for preparing the blueprint for the
NG-RTGS system. First, the Reserve Bank has
initiated steps to enhance the capacity of the
hardware system in the short-term by rationalising
the use of the resources during peak and non-peak
periods. Second, the process for enhancing the
capacity in the medium-term has already begun.
Third, several new features are being envisaged in
the NG-RTGS system such as advanced liquidity
management facility; extensible mark up language
(XML) based messaging system conforming to ISO
20022; and real time information and transaction
monitoring and control system.

Currency Management

131. Banks were mandated to use note sorting
machines in all their branches having average daily
cash receipts of X1 crore and above by March 2010.
As of now, 1,323 branches (other than currency chest
branches) have been identified having average daily
cash receipt of 1 crore and above. Banks have
reported that note sorting machines have been
installed and made operational in 1,012 branches.
For the remaining branches, banks have made
arrangements with the nearest currency chest
branch/currency administration branch. It was also
indicated in the Second Quarter Review of October
2009 that banks should use such machines in all their
branches having average daily cash receipts between
%50 lakh and X1 crore by March 2011. Banks have
reported that they have identified 3,000 branches
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with daily cash receipt between 50 lakh and 1
crore, out of which 413 branches have installed note
sorting machines. Another 517 branches have put
in place arrangements for processing of high
denomination notes. Banks are expected to enhance
their efforts to have note sorting machines in all
such identified branches.
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Second Quarter Review

132. The next review of the developmental and
regulatory policies will be undertaken as part of the
Second Quarter Review of Monetary Policy on October
25,2011.

Mumbai
May 3, 2011
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Macroeconomic and Monetary
Developments in 2010-11

Overview

Monetary policy was tightened in a calibrated
manner through 2010-11 with transmission improving
distinctly in O4 on the back of liquidity deficit. While
growth reverted to its recent trend, inflation remained
above trend on the back of supply-side shocks. In the
event, policy response focused on containing the
spillover of supply side inflation and anchoring
inflation expectations. This was important as cost-push
pressures were significant and pricing power prevailed
amidst strong aggregate demand,

2. Core inflationary pressures were effectively
contained in the earlier part of the year but new shocks
emerged: first in terms of vegetable prices spiking up
in November and December 2010 and then spiraling
up of global fuel and non-fuel prices. These supply-
side shocks coming in quick succession elevated the
path of inflation, and in the process price pressures
became broad-based in the later part of the year.

Global Economic Conditions

Recovery outpacing expectations but oil, Euro zone
risks remain

3. Even as recovery remains multi-speed, growth in
both advanced economies and emerging/developing
economies outpaced initial expectations. This raises
hope for sustained, though moderately paced global
recovery during 2011, with risks emerging from high
oil prices. The Indian economy continued to
outperform most emerging markets during 2010-11
retaining its position as the second fastest growing
economy, after China, amongst the G-20 countries.
China and India contributed nearly a quarter of the
incremental world output.

4, The IMF World Economic Outlook of April 2011
has left its global growth forecast unaltered from its
January 2011 estimate of 4.4 per cent for 2011 and 4.5
per cent for 2012, It has, however, projected a 36 per
cent rise in global crude oil prices in 2011 and noted
the potential of oil prices to surprise further on the
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upside. This is a key downside risk to growth. Sovereign
balance sheet risks in the Euro zone and dormant real
estate markets have also been cited as downside risks
to growth in advanced economies (AESs).

Inflation risks on the rise, and not just in the
emerging markets

5. Global inflation risks have risen significantly over
the last quarter, not just in emerging markets but also
in advanced economies. The pressures for rate cycle
turning even in advanced countries can no longer be
ignored with ECB raising its policy rates by 25 bps on
April 7, 2011. Inflation in several emerging markets,
especially in Asia, is now running above trend. As a
result, central banks of several emerging markets have
significantly tightened monetary policy. Besides India,
these include China, Brazil, Israel, Thailand and Korea.

6.  Notwithstanding the monetary tightening, risks
to inflation in most countries are skewed on the upside.
These risks emanate from commodity prices across
food, fuel, and other industrial inputs that have firmed
up significantly over the year.

Indian Economy: Developments and Outlook
Output
Activity levels remain strong

7. GDP growth during 2010-11 reverted to the high
growth trajectory. Growth had moderated in the
preceding two years as the global economy slowed
down as a result of global financial crisis. The growth
during 2010-11 reflects a rebound in agriculture and
sustained levels of activity in industry and services.

8 Overall growth indicators are mixed, Prospects
for agriculture appear encouraging, given IMD's
forecast of a normal monsoon and a good outturn of
Rabi in 2010-11. Industrial growth, however,
moderated in the second half largely reflecting the
waning of base eftects and contraction in capital goods
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output. The deceleration has, however, been
exacerbated by few items with volatile output. Other
indicators, such as the Purchasing Managers' Index
(PMI), direct and indirect tax collections, merchandise
exports and bank credit suggest that the growth
momentum persists. Indicators on services sector
activity also remain robust, not withstanding some
deceleration in the government-spending related
services. However, high energy and commodity prices
may impact output and investment climate, and pose
a threat to maintaining high growth at a time when
the investment momentum may be slowing down.

Aggregate Demand

Aggregate demand robust even as government
spending decelerates on fiscal consolidation

9. Aggregate demand accelerated further in 2010-11
even as rebalancing took place from government
consumption spending to private consumption and
investment, Momentum in overall demand conditions
was reflected in indicators like corporate sales growth,
improving capacity utilisation, higher employment and
pricing power with the producers. However, aggregate
investment moderated somewhat in O3 of 2010-11.
This slackening was also reflected in the contraction
in capital goods output and weaker new project
investment indicated by banks. This process needs to
be reversed to bolster the potential growth of the
economy.

10. Though revenue buoyancy was witnessed in 2010-
11, there are risks to the deficit projections of 2011-12
as subsidies are likely to exceed the budgetary
provisions, given sharply higher international
commodity prices. The process of fiscal consolidation
needs to be carried forward on both revenue and
expenditures sides, with a sharper focus on the latter.
Containment of subsidies by raising domestic prices
of petroleum products and fertilizers should be a
building block of this strategy.

External Sector
CAD risks moderate, but have not dissipated

11. Improvement in exports during 2010-11 facilitated
moderation of the current account deficit (CAD).
However, if oil and other commodity prices stay
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elevated, CAD may widen in 2011-12. This will
necessitate higher external financing. The dominance
of more volatile portfolio equity flows requires that
CAD be contained within prudent limits, especially as
the net international liabilities and the debt creating
flows have risen. Overall, diversification in exports and
robust invisible earnings are expected to bulwark in
any events of capital flow reversals.

12, While global recovery remains on course, the size
and direction of capital flows can be impacted by the
pace of US recovery, the reconstruction in Japan and
the balance sheet risks in the Euro zone.

Monetary and Liquidity Conditions
Tightening helps keep stable monetary conditions

13, Asinflation stayed above the indicated projections
during 2010-11, monetary policy was continually
tightened through the year. Monetary and liquidity
conditions responded to the policy measures, though
with a lag.

14, Even as reserve money growth remained strong,
money supply growth stayed below indicative
trajectory. Lower growth in aggregate deposits and
reduction in money multiplier emanating from higher
currency demand led to this divergent trend. Credit
expansion was above the indicative trajectory for the
year, though it moderated towards the later part.
Deposit growth which lagged behind the credit
expansion, picked up in O4 of 2010-11, responding to
the rise interest rates. Liquidity conditions were tight
for most part of the year with some easing towards the
last quarter.

Financial Markets

Stronger monetary transmission impacts interest
rates

15, Interest rates firmed up responding to monetary
policy signals. Banks progressively passed on the
increased costs in the form of higher lending rates.
Monetary transmission was observed to be strong
particularly in the O4 of 2010-11.

16. Conditions in various financial markets remained
orderly. Asset prices generally remained range bound.
Equity markets witnessed good buying interest from
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FlIs during July-November 2010 followed by some
correction alongwith greater volatility. While price
correction has not materialized, house price pressures
remained moderate in Q3 of 2010-11.

Price Situation

Inflation persists with supply-side shocks and
return of manufacturing inflation

17, Headline inflation exhibited strong persistence
in 2010-11. It reflected both supply shocks and gradual
generalisation of price pressures. The generalization
was reflected in non-food manufacturing price
pressures from December 2010 as producers were able
to pass on cost increases amidst strong demand.
Notwithstanding some moderation in food prices
during O4, hike in prices of a number of manufactured
products following input cost pressures kept headline
inflation firm and significantly above the medium-term
trend. Inflation during 2011-12 is likely to moderate
slowly but remain above the comfort level as the
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passthrough of international commodity prices is likely
to continue.

Macroeconomic Outlook

Costly oil a risk to growth sustainability and
inflation

18 High global crude oil and other commodity prices
pose the biggest risk to India’s growth and inflation.
Persistently high inflation has kept inflation
expectations elevated. Fresh pressures from
commodity prices do make 2011-12 a challenging year
for inflation management. Cross-country experience
suggests that phases of high growth have generally been
accompanied by low inflation. While growth risks are
on the downside, emanating from high oil prices and
some moderation in investment, GDP growth during
2011-12 is expected to stay close to the trend. However,
the risks to inflation are on the upside and it may
remain elevated for some more time despite the current
anti-inflationary bias in the monetary stance.
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I. Output

GDP growth, estimated at 8.6 per cent during 2010-
11, reverted to its vecent trend, aided by rebound in
agricultural growth. Industrial growth moderated in
the second half of the year veflecting the effect of bigher
base and some moderation in investment demand. The
services sector maintained momentum in most of its
seqgments. Buoyant overall agricultural performance
and continued services sector growth momentum angur
well for growth in 2011-12. However, risks to growth
ahead avise from rising prices of 0il and industrial raw
materials, decelerating investment demand and high
inflation.

Indian economy grew at around its trend
rate in 2010-11

I.1 Real GDP growth in 2010-11 reverted to near trend
growth rate, following two successive years of below
trend growth (Chart I.1a). Non-agricultural GDP growth,
however, was slightly below the trend (Chart 1.1b). The
main impetus to the growth in 2010-11 came from
agriculture which benefited from a normal monsoon,
while industry and services registered mild
deceleration (Table I.1). This moderation was primarily
during the second half of the year due to the waning

of the favourable base effect as well as deceleration in
Government-spending related services. Growth is
expected to stay near its trend during 2011-12 with
upside factors such as buoyant private consumption
demand and improved external demand getting
counter-balanced by likely adverse impact from high
fuel and commodity prices and prevailing risks to global
growth from the debt crisis in parts of the Euro zone.
Demand conditions are discussed in Chapter II of this
report.

Agriculture sector outlook remains strong

1.2 Agricultural production rebounded in 2010-11
after drought conditions in the preceding year caused
a contraction. Foodgrain production reached a new
record with both Kharifand Rabi crops turning out to
be good. A satisfactory North-East monsoon following
the normal South-West monsoon coupled with
favourable sowing and reservoir positions improved
the prospects for agricultural production during 2010-
11. At 2 per cent and 21 per cent above their respective
long period averages (LPA), this is the first time in the
last ten years that both the South-West and the North-
East monsoons surpassed their respective LPAs. There

Chart I1.1: GDP Growth and Trend
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Table 1.1 : Sectoral GDP Growth (Base: 2004-05)

(Per cent)
Item 2009- | 2010- 2009-10 2010-11 2009- | 2010-
10+ 11# o1 02 03 o1 02 03 10 11
(Apr- (Apr-
Dec) Dec)
1 2 3 4 5 6 7 8 9 10 11
1. Agriculture and allied activities 0.4 5.4 1.8 1.2 -1.6 2.5 4.4 8.9 0.2 5.7
2. Industry 8.3 8.2 2.9 6.3 10.0 11.7 8.9 5.7 6.4 8.7
2.1 Mining and quarrying 6.9 6.2 6.9 6.6 5.2 8.4 7.9 6.0 6.2 7.4
2.2 Manufacturing 8.8 8.8 2.0 6.1 11.4 13.0 9.8 5.6 6.5 0.4
2.3 Electricity, gas and water supply 6.4 5.1 6.2 7.5 4.5 6.2 3.4 6.4 6.1 5.3
3. Services 9.7 9.4 8.5 10.8 9.2 9.4 9.6 8.7 9.5 9.3
3.1 Construction 7.0 8.0 5.4 5.1 83 10.3 8.7 8.0 6.2 9.0
3.2 Trade, hotels, restaurants, 9.7 11.0 5.5 8.2 10.8 11.0 12.1 9.4 8.2 10.8
transport and communication, etc.
3.3 Financing, insurance, real estate 9.2 10.6 11.5 10.9 8.5 7.9 8.2 11.2 10.3 9.1
and business services
3.4 Community, social and 11.8 5.7 13.0 10.4 7.6 7.8 7.4 4.8 13.2 6.6
personal services
4. GDP at factor cost (total 1 to 3) 8.0 8.6 6.3 8.6 7.3 8.9 8.9 8.2 7.4 8.6

* ;. Quick Estimates.

# : Advance Estimates.

Source: Central Statistics Office.

has, however, been a secular decline in the long-term
average rainfall during June-September over the years
(Chart 1.2). This reflects deterioration in climatic
conditions that may have long-run detrimental
consequences for agricultural output in India.

1.3 Area sown under major Rabi crops, in particular,
wheat and pulses, have surpassed their respective
normal areas sown and levels achieved in 2009-10 by
significant margins. Rabisowing of all crops as on April
15,2011 was 4 per cent higher than the level achieved

Chart I.2: Long Period Average
of Rainfall during June to September
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during the previous year (Table 1.2). The foodgrain
production in 2010-11 is estimated to be the highest
ever, surpassing the previous peak achieved in 2008-
09. Significant increases in the outputs of key
agricultural products would help in reducing the
pressure on food prices. Agro-based industries could
benefit from higher agricultural growth. Higher
agricultural growth could also translate into better rural
incomes which could help boost the demand for other
sectors.

Record wheat production requires focus on
food management

1.4 With record wheat production witnessed in 2010-
11, there is need for focussed attention on food
management. This is essential for building optimal
food stocks while averting the problem of plenty caused
by bumper harvests. The total stock of foodgrains with
the Food Corporation of India (FCI) and other
Government agencies declined to 44.4 million tonnes
on March 31, 2011 (60.9 million tonnes on June 30,
2010) partly reflecting the Government's policy of faster
release of foodgrains to the market to ease food
inflation (Chart 1.3). The Government has fast-tracked
the process of creating new storage capacity of 150 lakh
metric tonnes through private entrepreneurs and
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Table 1.2: Agriculture Production and Rabi Area Sown

(Area in Million hectares; Production in Million tonnes)

Crop Sowing Production
Normal 2009-10 2010-11 Per cent of Final 3rd Advance
Normal 2009-10 Estimates
2010-11 2010-11
1 2 3 4 5 6 7
Rice 4.26 4.43 4.45 104.5 89.09 04.11
(0.5) (5.6)
Wheat 27.33 28.36 20.41 107.6 80.80 84.27
(3.7) (4.3)
Total Coarse Cereals 6.32 6.58 6.19 97.9 33.55 40.21
(-6.0) (19.9)
Total Cereals 37.91 39.37 40.05 105.6 203.45 218.59
(1.7) (7.4)
Total Pulses 12.02 14.30 15,753 131.0 14.66 17.29
(10.1) (17.9)
Total Foodgrains 49.93 53.68 55.80 111.8 218.11 235.88
(4.0) (8.1)
Total Nine Oilseeds 9.98 9.82 10.21 102.3 24.88 30.25
(3.9) (21.6)
Cotton # - 24.23 33.93
Jute # # 11.23 9.89
Mesta # # 0.59 0.59
Sugarcane (Cane) - - - - 292.3 340.55
All Crops 59.91 63.50 66.00 110.2 - -
(4.0)
-: Nil/Not Available. #: Million bales of 170 kgs. each. # #: Million bales of 180 kgs. each.

Note: Figures in parentheses are percentage change over previous year.
Source: Ministry of Agriculture, Government of India.

warehousing corporations while making capital
investment in modern storage capacity eligible for
viability gap funding. Going forward, the challenge for
food management and procurement will be to ensure
that the volatility in food prices does not get amplified.

Chart 1.3: Food Stock and its Determinants
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Industrial growth decelerates on account of
high base effect and moderation in
investment demand

L5 During 2010-11 (data available up to February
2011), the industrial sector exhibited signs of
slowdown as the IIP growth moderated with
intermittent episodes of volatility mainly on account
of the high base effect and sharp deceleration in capital
and intermediate goods which could partly be
attributed to the moderation in investment demand
in Q3 of 2010-11 (Chart 1.4).

1.6 The lower growth in IIP during April-February
2010-11 compared to the corresponding period of the
previous year has been on account of the slowdown in
growth of almost all the sectors except consumer goods
(Table 1.3). The contribution of intermediate and capital
goods to the overall IIP growth declined, reflecting some
moderation in investment demand. The continued
high growth of consumer durables segment reflects
higher private consumption demand.
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Chart 1.4: Growth in Index of
Industrial Production (Y-o-Y)
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Amidst slowdown, manufacturing activity
spread more evenly now

.7 One notable feature of the pattern of
[P growth is that the activity in manufacturing sector
has become more evenly spread with fifteen out of
seventeen industries recording positive growth during
April-February 2010-11. Moreover, the contribution of
the bottom twelve industries to the overall IIP growth
has increased (Chart L.5).
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Recent IIP slowdown exacerbated by
volatile components

1.8 The recent IIP slowdown during the period
November 2010 to February 2011 has been
exacerbated by a few industries. If IIP growth is
calculated after excluding the top 10 and the bottom
10 items that tend to disproportionately impact the
overall IIP on account of wide volatility, the growth
in February 2011 would be close to 8.8 per cent vis-a-
vis 8.7 per cent in January 2011 and 11.2 per cent in
February 2010. This suggests that the deceleration is
not as pronounced as it may appear from the headline
numbers. Nevertheless, the risk to industrial growth
remains with deceleration in output of capital goods
(Chart 1.6).

Growth of core infrastructure sector
remains moderate

1.9 The six core industries (26.6 per cent of total
weight in IIP) registered marginally higher growth
during April-February 2010-11 as compared with the
same period in the previous year while the year-on-
year growth indicates some moderation in recent
months (Chart 1.7). Acute shortage of coal from
domestic sources seems to have had some adverse
impact on electricity generation. Growth in crude oil

Table 1.3: Index of Industrial Production: Sectoral and Use-Based
Classification of Industries

(Per cent)
Industry Group Weight Growth Rate Weighted Contribution#
in the Apr-Mar Apr-Feb Apr-Mar Apr-Feb
1P 2009-10 2009-10 2010-11 P 2009-10 2009-10 2010-11 P
1 2 3 4 5 6 7 8
Sectoral
Mining 10.5 9.9 9.6 6.5 6.0 6.1 53
Manufacturing 79.4 11.0 10.4 8.1 89.4 89.2 89.4
Electricity 10.2 6.0 5.8 5.4 4.6 4.6 5.3
Use-based
Basic Goods 35.6 7.2 6.8 6.5 19.5 19.5 23.0
Capital Goods 9.3 19.2 19.0 8.7 20.4 27.4 17.4
Intermediate Goods 26.5 13.6 13.6 9.1 32.4 34.2 30.2
Consumer Goods (a+b) 28.7 6.2 5.9 7.5 18.7 18.8 29.3
a) Consumer Durables 5.4 24.6 23.8 21.8 17.9 18.2 24.0
b) Consumer Non-durables 233 0.4 0.3 1.9 0.9 0.7 53
General 100.0 10.5 10.0 7.8 100.0 100.0 100.0
# . Figures may not add up to 100 due to rounding off. = P : Provisional.
Source: Central Statistics Office.
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Chart I.5: Growth Concentration in Manufacturing Sector
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has been robust during the year partly due to base
effect. Closer attention to investment in core
infrastructure industries is necessary in view of likely
energy deficits over the medium term.

High oil prices likely to affect near-term
growth

1.10 Uncertainty in the Middle East and North Africa
(MENA) adds to upward risk in international oil prices.
Analysis in the Indian context indicates likely adverse
impact of rising input cost on GDP. Sectors such as
surface and air transport, synthetic fibre and chemicals,
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b. Relative Contribution to Growth
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cotton textiles, paper products, rubber and plastic,
cement and foodgrains have high input linkages with
oil.

Capacity utilisation inching up

.11 The evidence on capacity utilisation, order books
and inventories provides a mixed picture on cyclical
conditions in the industry. There has been some
improvement in the overall capacity utilisation in Q3
of 2010-11 and order books improved during the
quarter (Chart 1.8). It still remains below the levels
during the same period of the previous year. For the
core industries, while capacity utilisation in
petroleum refining and fertiliser remains stretched,
that of cement and thermal power generation has
eased in line with the production trend for these two
industries.

Employment gaining traction supported by
IT and automobiles industries

.12 The ninth round of the series of "Quarterly Quick
Employment Surveys"” conducted by the Labour Bureau
to assess the impact of the economic slowdown on
employment in India for the quarter ended December
2010 indicates that the employment situation showed
substantial improvement in major industries/groups
led by the IT/BPO and the automobile industries
(Table 1.4).
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Chart 1.7: Growth in Infrastructure Industries

a. Overall Growth

b: Sector-wise Growth in Infrastructure Industries
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Chart 18: Capacity Utilisation Services sector exhibits sustained
20 - momentum
.13 The services sector growth moderated during O3
of 2010-11 led by deceleration across all sub-sectors
75 except 'financing, insurance, real estate and business
B services'. The ‘community, social and personal services'
=]
g sub-sector decelerated sharply in 2010-11 so far,
g . , , 1
& reflecting the resumption of the fiscal consolidation
70 process. Nevertheless, the outlook for services sector
remains positive with lead indicators of services sector
such as tourist arrivals and cell phone connections
o —— recording robust growth as per the data available so
8 8 8 8 2 8 8 =2 =2 2 =2 far for 2010-11. Commercial vehicles production, air
= <% v = o % Y = & &, v
2 &8 4 5 2 &8 &4 5 2 & 4 cargo and passengers handled at domestic and
— Capacity Utilisation international terminals registered higher growth
Table 1.4: Changes in Estimated Employment
(in Thousands)
Industry/Group Mar 2010 Jun 2010 Sep 2010 Dec 2010 Dec 2010
over Dec over Mar over Jun over Sep over Dec
2009 2010 2010 2010 2009
1 2 3 4 5 6
1. Textiles including apparels -119 -63 245 40 103
2. Leather 0 21 4 16 41
3. Metals 4 45 27 0 76
4. Automobiles 29 51 29 18 127
5. Gems and jewellery 24 4 4 -10 22
6. Transport -2 -21 13 -1 -7
7. IT/BPO 129 129 108 141 507
8. Handloom/powerloom 5 3 6 3 1
Overall 61 162 435 207 870
Source: Ninth Quarterly Quick Employment Survey, October 2010-December 2010, Labour Bureau.
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Table 1.5: Indicators of Services Sector Activity

(Growth in Per cent)

Services Sector Indicators 2008-09 2009-10 Apr-Feb 2009-10 Apr-Feb 2010-11
1 2 3 4 5
Tourist arrivals# 3% 4.5 4.5 9.0
Commercial vehicles production# -24 35.9 359 32.6
Cement 7.2 105 10.8 4.3
Steel 1.6 4.9 5.2 8.1
Railway revenue earning freight traffic 4.9 6.6 6.9 3.6
Cell phone connections 80.9 47.3 49.8 20.2
Cargo handled at major ports 2.2 5.7 35 1.1
Civil aviation
Export cargo handled 3.4 104 10.4 14.7
Import cargo handled 5.7 7.9 5.5 22.1
Passengers handled at international terminals 3.8 5.7 5.1 11.7
Passengers handled at domestic terminals -12.1 14.5 14.1 15.7

#: Data pertain to April-March.

Source: Ministry of Tourism, Ministry of Statistics and Programme Implementation and SIAM.

indicating buoyant transport sector. Leading indicators
of construction activity show a mixed trend with
improvement in growth of steel production and
deceleration in cement (Table 1.5).

Growth momentum likely to sustain at
close to trend

[.14 Current growth conditions suggest that the
Indian economy is neither overheated, nor does it face
a slack. Growth conditions have shown slight
moderation of late, but GDP is still likely to grow close
to trend in 2011-12. The India Meteorological
Department (IMD) has predicted a normal monsoon
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in 2011. Following a record Rabi outturn, this can
bolster agricultural growth further. Manufacturing is
expected to sustain the momentum as reflected in
the strong private consumption demand and
improvement in external demand. PMI for March
2011 also suggests sustained expansion. Monsoon
turning out to be less than normal is a potential
downside risk. If recent increases in crude oil and
industrial raw material prices persist, they could
weaken the growth momentum amidst high inflation.
Downside risks to growth also arise from higher cost
of capital and any weakening of consumer confidence
as the cost of leverage goes up.
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II. Agyregate Demamad

Agyregate demand™ accelevated further in 2010-11.
Private consumption and investment were the key drivers
of growtl in 2010-11, even though investment moderated
somewhat in Q3. Government consumption expenditure
has decelevated and this vebalancing should be maintained
by focusing on fiscal consolidation. In this context, it is
important to contain subsidies that arve at risk of
overshooting the budgetary provisions as global oil prices
7ise.

Demand conditions remain supportive of
growth

II.1 Aggregate expenditure, in real terms, accelerated
in 2010-11 with private consumption as well as
investment expenditure growing at a brisk pace (Table
I1.1). Going forward, private expenditure is likely to
continue to be the main driver of growth, though some
moderation can be expected in response to high
inflation and demand-side policy measures.
Government consumption expenditure has decelerated
significantly in 2010-11 and this rebalancing could be

Monetary Policy Statement 2011-12
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maintained this year by staying on the path of fiscal
consolidation. Investment expenditure is expected to
remain moderate. Recovery in investment expenditure
from the soft patch in O3 of 2010-11 would depend on
pick-up in execution of large infrastructure projects.

Saving rate driven up by public sector,
investment rate by private corporates

I1.2 Both saving and investment rates improved in
2009-10. Improvement in the overall saving rate has
been led by the public sector while the investment rate
has been boosted mainly by private corporate sector
(Table 11.2).

Key fiscal indicators budgeted to improve
in 2011-12

1.3 The key fiscal indicators of the Central
Government showed an improvement in 2010-11 (RE)
attributable mainly to larger than expected proceeds
from telecom spectrum auctions. The Government
chose to utilise these excess receipts to increase

Table II.1 : Expenditure Side of GDP (2004-05 Prices)

(Per cent)
2009-10 [2010-11 2009-10 2010-11 2009-10 2010-11
Q.E. A.E.
Q1 Q2 Q3 Q1 Q2 Q3| Apr-| Apr-
Dec Dec
1 2 3 4 5 6 7 8 9 10 11
Growth Rate
Real GDP at market prices 9.1 9.7 6.5 7.6 9.2 10.2 10.4 9.7 7.8 10.1
Total final consumption expenditure 8.7 7.3 9.3 12.2 7.4 7.4 8.9 6.9 9.5 7.7
(i) Private 7.3 8.2 7.3 8.5 7.0 7.0 8.6 9.0 7.6 83
(ii) Government 16.4 2.6 213 375 0.6 9.1 10.4 3.0 20.5 4.7
Gross fixed capital formation 7.3 8.4 -0.4 0.3 8.7 25.7 17.8 6.0 2.9 16.1
Changes in stocks 90.8 7.1 78.9 86.1 95.4 6.4 8.2 4.0 86.8 6.1
Net Exports 10.2 9.5 11.1 214 14.8 6.2 13.8 -59.4 -0.4 -18.4
Relative Share
Total final consumption expenditure 70.1 68.5 73.1 71.4 73.6 713 70.4 71.7 72.7 71.1
(i) Private 58.5 57.6 61.8 60.2 60.4 60.1 59.2 60.1 60.8 59.8
(ii) Government 11.6 10.8 11.3 11.2 13.1 11.2 11.2 11.6 11.9 11.3
Gross fixed capital formation 32.0 31.6 30.4 319 30.9 34.6 34.1 29.8 31.1 32.7
Changes in stocks 35 35 3.5 3.6 35 34 3.6 33 35 3.4
Net Exports 7.2 -6.0 -0.6 7.2 -8.7 6.4 -7.5 3.2 -7.6 -5.6
Memo: X Crore

Real GDP at Market Prices

| 4869317 | 53.42.571 | 1112505 | 1137893 | 1255103 | 1225551 | 1256776 | 13.76.242| 35.05.500| 3858568

Q.E.: Quick Estimates. A.E.: Advance Estimates.

Note: As only major items are included in the table, data will not add up to 100.

Source: Central Statistics Office.

* Despite well-known limitations, expenditure side GDP data are being used as proxies for components of Aggregate Demand.
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Table 11.2: Gross Domestic Saving and Gross Domestic Capital Formation

(Per cent to GDP at current market prices)

Item 2007-08 2008-09 2009-10 QE
1 2 3 4
1. Gross Domestic Saving 36.9 322 33.7
1.1 Household Sector 225 23.8 235
Financial saving 11.7 10.8 11.8

Saving in physical assets 10.8 13.1 11.7

1.2 Private Corporate Sector 9.4 7.9 8.1

1.3 Public Sector 5.0 0.5 2.1

2. Gross Domestic Capital Formation* 38.1 34.5 36.5
2.1 Household Sector 10.8 13.1 11.7

2.2 Private Corporate Sector 17.3 11.5 13.2

2.3 Public Sector 8.9 9.5 9.2

* ; Adjusted for errors and omissions. QE : Quick Estimates.

allocations for rural infrastructure, implementation of
Right to Education Act, plan assistance to States and
recapitalisation of public sector banks. The Budget
intends to carry forward the process of fiscal
consolidation in 2011-12 through reduction in
expenditure growth. Recognising that the windfall
benefit of one-off non-tax revenues of 2010-11 would
not be available during 2011-12, the revenue deficit as
a ratio to GDP is budgeted to remain unchanged.
Nonetheless, the gross fiscal deficit (GFD) as ratio to
GDP is budgeted to decline reflecting compression in
capital expenditure in 2011-12 (Table IL.3).

Fiscal consolidation process to continue
but quality and pace matter

I.4 Over the medium term, the Government has
envisaged a gradual reduction in key deficit indicators
in consonance with its macroeconomic projections and

conservative stance on revenue collections. However,
key deficit indicators are likely to remain higher than
the prescribed path of the Thirteenth Finance
Commission and accordingly, the Government would
not be able to achieve revenue balance by 2013-14.
Although the Government focuses on reducing
‘effective revenue deficit’, which excludes capital grants
to States, the headline revenue deficit, as a ratio to
GFD, is expected to remain higher in 2011-12. This
indicates that a larger portion of GFD would emanate
from revenue deficit, reducing the availability of
resources to undertake capital outlays.

Tax buoyancy helps though tax cut roll-
back was partial
1.5 The Central Government is calibrating the roll-

back of taxes/duties towards the pre-crisis levels
recognising the emerging inflationary situation. The

Table I1.3: Key Fiscal Indicators of the Central Government

(Per cent to GDP)

Year Primary Deficit Revenue Deficit Gross Fiscal deficit
1 2 3 4
2009-10 3.1 52 6.4
2010-11 BE 19 4.0 5.5
2010-11 RE 2.0 3.4 (2.3) 5.1
2011-12 BE 1.6 3.4 (1.8) 4.6

13% FC - 23 4.8
2012-13 (Rolling targets)

MTFP 2.7 (1.1) 4.1

13% FC 12 42
2013-14 (Rolling targets)

MTFP 2.1(0.5) 3.5

13% FC 0.0 3.0

BE: Budget Estimates.

MTFP: Medium Term Fiscal Policy Statement.
Note: Figures for 'effective revenue deficit’ are indicated in brackets.
Source: Union Budget 2011-12 and 13 FC.
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RE: Revised Estimates.
13% FC: Thirteenth Finance Commission.
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Table I1.4 : Central Government Finances

Item Growth rate ( per cent) Per cent to GDP
2009-10 | 2010-11 (RE) 2011-12 (BE) 2009-10 | 2010-11 (RE) 2011-12 (BE)
1 2 3 4 5 6 7
1. Total Expenditure 159 18.7 3.4 15.6 15.4 14.0
2. Revenue Expenditure 149 15.6 4.1 139 13.4 122
3. Capital Expenditure 25.0 44.6 -1.4 1.7 2.1 1.8
4. Non-Developmental Expenditure 20.1 105 9.5 7.8 7.2 6.9
5. Development Expenditure 1211 265 -0.9 8.1 8.5 7.4
4. Non-Plan Expenditure 185 13.9 0.7 11.0 10.4 9.1
5. Plan Expenditure 10.2 30.2 11.8 4.6 5.0 4.9
6. Revenue Receipts 6.0 36.8 0.8 8.7 9.9 8.8
i) Tax Revenue (net) 3.0 235 17.9 7.0 7.2 7.4
ii) Non Tax Revenue 19.9 89.3 -43.0 1.8 2.8 1.4
7. Gross Tax Revenue 3.2 26.0 18.5 9.5 10.0 10.4
i) Direct Tax 13.1 18.1 19.4 58 5.7 5.9
ii) Indirect Tax 9.0 38.0 17.3 3.8 43 45
Memo:
Primary Deficit 419 -22.0 9.6 3.1 2.0 (1.9) 1.6
Revenue Deficit 33.7 -20.4 139 52 3.4 (4.0) 34
Gross Fiscal Deficit 24.2 4.2 2.9 6.4 5.1 (5.5) 4.6

Note: Figures in bracket are budget estimates for 2010-11 as per cent of GDP.

Source: Union Budget 2011-12.

growth in gross tax revenues, however, is budgeted to
be lower for 2011-12 as compared with 2010-11 (Table
I1.4). By keeping the standard rates for excise duty and
service tax unchanged, the Government intends to stay
on course towards introduction of goods and services
tax. With the implementation of direct tax code in 2012-
13, the tax buoyancy is expected to improve and raise
the gross tax-GDP ratio gradually to 11.3 per cent by
2013-14, though lower than its pre-crisis peak of 11.9
per cent in 2007-08.

Focus on quality of expenditure important
in fiscal consolidation

I.6 Sharp moderation in revenue expenditure growth
and marginal decline in budgeted capital expenditure
are expected to contain expenditure growth this year.

The fiscal consolidation strategy for 2011-12 is
primarily expenditure driven, reflecting the impact of
lower growth in expenditure on salary and pensions
and subsidies. While controlling non-plan revenue
expenditure growth is a positive feature, the
compression in capital expenditure poses concerns
regarding the quality of fiscal consolidation.

Capping of expenditure on subsidies is
subject to upside risks

I1.7 The Budget's lower projection of subsidies for
2011-12 is subject to the underlying assumption of no
major variation in international fertiliser and
petroleum prices during the entire span of 2011-12,
which may not hold (Table 11.5). There is an upside
risk in the case of fertiliser subsidy as fertiliser input

Table IL.5: Major Subsidies

(Amount in T crore)

Items 2009-10 2010-11 RE 2011-12 BE
Amount per cent Amount per cent Amount per cent
to GDP to GDP to GDP
1 2 3 4 5 6 7
Total Subsidies 1,41,351 2.2 1,64,153 2.1 1,43,570 1.6
of which:
i. Food 58443 0.9 60,600 0.8 60,573 0.7
ii. Fertiliser 61,264 0.9 54,976 0.7 49,998 0.6
iii. Petroleum 14,951 0.2 38,386 0.5 23,640 03
iv. Interest subsidy 2,687 0.0 5223 0.1 6,869 0.1
v. Others 4,006 0.1 4,068 0.1 2,490 0.0
Source: Union Budget 2011-12.
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Table I1.6: Corporate Sector-Financial Performance

Item 2009-10 2010-11
Q1 Q2 Q3 Q4 o1 Q2 Q3
1 2 3 4 5 6 7 8
(Growth rates in per cent)
No. of Companies 2530 2531 2562 2565 2546 2586 2643
Sales -0.9 0.1 22,5 20.1 24.2 18.7 17.6
Other Income* 50.2 6.0 7.4 10.3 -21.2 58.5 14.7
Expenditure -4.4 2.5 20.6 30.7 29.0 19.9 19.6
of which:
Raw Material -13.6 -4.0 34.2 44.0 37.8 21.6 19.9
Staff Cost 8.1 6.3 52 13.7 16.7 20.5 215
Power and Fuel -13.2 -16.1 5.1 10.7 15.3 12.1 173
Depreciation provision 215 20.7 21.6 20.1 19.9 16.8 13.6
Gross profits 5.8 109 60.0 36.7 8.2 103 11.0
Interest payments 3.7 -1.0 -12.3 2.9 269 5.9 22,4
Profits after tax 5.5 12.0 99.3 44.0 2.4 10.8 103
(Ratios in per cent)
Change in stock# to Sales 0.6 23 0.8 1.1 2.9 1.0 1.5
Gross Profits to Sales 15.7 14.9 14.3 14.6 13.9 13.6 13.6
Profits After Tax to Sales 10.2 9.4 8.8 9.0 8.6 8.5 8.3
Interest to Sales 2.8 3.1 2.7 24 2.9 2.7 2.8
Interest to Gross Profits 18.0 20.5 19.1 16.6 21.1 19.9 20.6
Interest Coverage (Times) 5.6 4.9 52 6.0 4.7 5.0 4.9

* ; Other income excludes extraordinary income/expenditure if reported explicitly

# . For companies reporting this item explicitly.
Note:

1. Data pertain to listed non-government non-financial companies.

2. Growth rates are percentage changes in the level for the period under reference over the corresponding period of the previous year for

common set of companies.

prices have increased. Fertiliser subsidies are likely to
exceed budgetary provisions unless urea price is
decontrolled or Nutrient-Based Fertiliser Subsidy
scheme succeeds in effectively capping the total
fertiliser subsidies. Further, the rising international oil
prices may generate pressures on the fiscal situation
in case there is a delay in the corresponding adjustment
in domestic prices, leading to larger subsidy
expenditure towards under-recoveries of downstream
oil public sector units. Furthermore, the introduction
of National Food Security Bill may also have additional
expenditure implications.

Robust sales growth points to enduring
demand conditions

I1.8 Corporate sales growth remained robust during
Q3 0f 2010-11 and together with inventory movements
signalled continued buoyancy in demand. However,
profit margin came under pressure, on account of
higher input and interest costs (Table 11.6). All
components of input costs viz., expenses on raw
materials, power & fuel and staff costs witnessed
significant increase. Reflecting the tightening of
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monetary policy rates, interest payments have
increased. Companies accumulated stocks as reflected
in the rise in stock-in-trade to sales ratio. This may at
the current juncture of cycle indicate that producers
anticipate a pick-up in demand (Chart I1.1). Early results
for Q4 from a small sample of companies suggest that
sales accelerated during the quarter.

Investment intentions of corporates
moderate further in O3 of 2010-11

I.9 Investment intentions of corporates witnessed a
further slowdown in QO3 of 2010-11 after beginning to
moderate from the previous quarter. Out of total costs
of projects sanctioned in financial year 2010-11 (April-
December), the largest share is envisaged to be invested
in the power sector followed by the telecommunication
sector and metal and metal products.

Demand conditions may soften a little,
helping to rebalance growth

I1.10 The pick-up in private spending in 2010-11 helped
in sustaining growth recovery from the slowdown seen
in the immediate aftermath of the global financial
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Chart I1.1: Sales Growth and Change in Stock-in-Trade to Sales Ratio (%)
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crisis. This was essential as the recovery in the initial ~ enabled rebalancing of demand. Restraint on subsidies
phases was driven by fiscal stimulus that resulted in  in the wake of high global oil prices, and maintenance
large government spending. Nevertheless, the pick-up  of investment demand are critical for sustaining private
in private consumption and fiscal consolidation has ~ demand.
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I11. The External Sector

Currvent account deficit (CAD) moderated in Q3 of 2010-
11, reflecting significant acceleration in exports. While
concerns on CAD in 2010-11 have receded, the spike in
oil prices poses the risk of CAD widening in 2011-12.
Capital flows are expected to improve financing the CAD
comfortably. However, the dominance of portfolio equity
flows and the decline in FDI vadse concern over the stability
of capital flows. While the eavthquake in Japan is unlikely
to significantly affect India, visk of further worsening of
the geo-political situation in MENA and a possible
turnavound in global intevest vate cycle would have to be
factored into macro-policies.

Concerns on CAD have receded, but have
not dissipated

[II.L1  Current account deficit (CAD) that amounted
to 3.7 per cent of GDP in H1 of 2010-11 moderated to
2.1 per cent of GDP in Q3 primarily reflecting pick up
in exports. With this trend gaining further pace in Q4,
the CAD for the full year may settle at around 2.5 per
cent of GDP. However, the downward drift could
reverse if the current spurt in global crude oil prices
persists. With a larger CAD, any abrupt tightening of
external financing could put pressure on the exchange
rate, raise cost of capital and feed through into
inflation. Developments in global economic and
financial market conditions could impact the capital
account, especially if the central banks in advanced
economies (AEs) start withdrawing monetary
accommodation. Such a withdrawal, however, is likely
to raise global interest rates, reduce leveraged positions
in global commodity markets and so help deflate global
commodity prices.

Global recovery advances but sovereign
balance sheets pose risk

[I1.2 The global economic recovery is broadly on
track. However, uncertainty remains with significant
sovereign and banking sector default risks prevailing
in parts of Europe. Furthermore, the recovery continues
to move at multi-speed characterised by large output
gaps in AEs and closing or closed gaps in emerging
market and developing economies (EMDEs). More
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significantly, unemployment rates have begun to fall
in US and Germany. The risk of double dip recession
has receded. Nevertheless, still-stagnant real estate
markets, stubbornly high unemployment and
possibility of contagion from weak sovereign balance
sheets of peripheral European countries continue to
present major concerns in the AEs. IMF, in April 2011,
has projected the world real GDP growth to slow down
modestly to 4.4 per cent in 2011 from 5 per cent in
2010 (Chart III.1a). The key downside risk to global
growth relates to the potential for oil prices to surprise
further on the upside because of supply disruptions.
Among the AEs, there was a diverging trend in growth
during the fourth quarter vis-a-visthe previous quarter
(Chart III.1b).

Outlook for capital flows to EMEs suggests
risks from sudden reversals

III.3  While the capital flows to EMEs are likely to
remain strong, they do run the risks of turning volatile,
with possible episodes of sudden reversals. As strong
capital flows in the first place were caused by the multi-
speed recovery around the world and the consequent
differential exit from accommodative monetary policy,
the start of the exit in AEs can result in increased
"home-bias” in investments and changes in portfolio
allocations. US recovery and the need for massive
reconstruction in Japan can bolster this trend. Net
private capital flows to EMEs, according to the IIF, are
estimated to increase by 6 per cent in 2011 to US $ 960
billion on top of an increase of 50 per cent during 2010
(IIF, January 2011). Net private financial flows to
EMDEs, according to IMF's World Economic Outlook
(April 2011), are projected at US $ 388 billion in 2011
as against US $ 470 billion in 2010.

World trade recovery continues, while
industrial production regains speed after
Stagnation

[I.4 World trade and industrial production slowed
during the latter half of 2010, reflecting a global
inventory cycle. Recent data show a mixed picture.
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Chart II1.1: Key Global Indicators

a: Output Growth b: Real GDP Growth (Quarter-on-Quarter)
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Industrial production had begun to regain speed at the
start of the calendar year (Chart III.1c). However, both
the manufacturing and the services Purchasing
Managers' Index had dipped in March 2011 in the
aftermath of earthquake in Japan, though the index
values suggest continued expansion. Global trade is
recovering with the value of world merchandise trade,
led by Asia, accelerating perceptibly in the fourth
quarter of 2010 compared to the same period of 2009
(Chart 111.1d). In volume terms, world trade expanded
by 12 per cent in 2010. World imports of EMDEs are
back to pre-crisis trends, but those of advanced
economies continue to lag. Japan's disaster is

RBI Monthly Bulletin May 2011

likely to have some impact on East Asian
economies, which have strong trade and financial links
with Japan, before a reconstruction-led recovery starts.

Diversification in India’s exports augurs
well for trade balance

II.5 The robust growth in India's exports reflects
diversification of products from labour intensive
manufactures to higher value-added products
in engineering and petroleum sectors and to
destinations across emerging markets and developing
economies which led to moderation in trade deficit
during 2010-11 (Charts III.2 and 3).
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Chart IIL.2: India's Merchandise Trade
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Impact of MENA unrest significant, that of
Japan will be marginal

[I.6 The ongoing political unrest in some of the
Middle East and North African (MENA) countries and
the natural disaster in Japan are not expected to directly
affect India's trade position as these economies do not
have a high share in India's international trade; there
could, however, be significant indirect effects arising
from the possible rise in oil prices and other
commodity prices. Oil alone constitutes about one-
third of India’s total imports (Chart I11.4 and Table III.1).

Chart III.3a: Composition of India's Exports
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Further, some transitory impact on investment flows
and aid commitments from Japan may occur.

CAD moderation aided by net invisibles
receipts too

II.7 Both the trade and invisible accounts
contributed to the improvement in current account
during O3 of 2010-11. The higher invisibles surplus
was mainly on account of an improvement in net
services exports and private transfers (Table I11.2). As
a result, the CAD moderated from 3.7 per cent of GDP
in HI of 2010-11 to 3.1 per cent of GDP during April-
December 2010 which was, however, higher than 2.6
per cent of GDP during April-December 2009.

[I.8 Services exports recorded a strong growth
during October-December 2010 over the corresponding
quarter of the previous year led by travel,
transportation, business, financial and software
services. While net business services receipts gradually
improved over the quarters, software exports
rebounded strongly in O3 of 2010-11. The robust
growth in software exports could be attributed to the
transformation in Indian information technology (IT)
service offerings from application development and
maintenance to provision of full services comprising
testing, infrastructure, consulting and system
integration as well as the benefits of geographical
diversification. Investment income receipts declined

Chart II1.3b: Destination of India's Exports

60
50
40
=
3 30
-
&
20+
10
0 T T T 1
1990-91 2000-01 2009-10 Apr-Oct
2010
M OECD Countries OPEC Developing Countries

RBI Monthly Bulletin May 2011



Monetary Policy Statement 2011-12

Macroeconomic and Monetary Developments in 2010-11

Chart I11.4: India's POL Imports and International Crude Oil Prices
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Table IIL1: India’s Merchandise Trade significantly over the corresponding period of the
(Us$ billion)  previous year, mainly due to the persistence of lower
Item 2009-10 (R) 2010-11 (P)* interest rates abroad. Private transfer receipts
Absolute | Growth | Absolute| Growth  continued to be robust during the year so far. On the
(%) (%) i . .
1 - ; ; °5 other hand, invisibles payments in Q3 were also higher
due to larger payments under almost all components
Exports 178.2 2.5 245.9 37.6 . . . .
oil 281 21 425 512 of invisibles, particularly investment income and
Non-oil 150.1 321 2035 355 business services. Net invisibles balance improved
Imports 287.4 3.8 350.3 21.9 . ape , .
oil 86.8 74 88.2 124  significantly in O3 of 2010-11 over the corresponding
Non-oil 2006 22| 2171 204 quarter of the preceding year (Table I11.3).
Trade Balance -109.2 -5.7 -104.4 4.4
Non-Oil Trade Balance 50.5 12| 418 69  Composition and volatility in capital flows
* ; For oil and non-oil imports and non-oil trade balance data pertain to remain a concern
April-February.
R : Revised. P : Provisional.

Source: DGCI&S.

[I1.9  Although the net capital flows in Q3 of 2010-
11 remained broadly the same as in the corresponding

Table III.2: India’s Balance of Payments

(US $ billion)

Item 2009-10 2009-10 (PR) 2010-11
Qo1 Q2 Q3 Q4 01 (PR) Q2 (PR) 03 (P)

1 2 3 4 5 6 7 8 9
1. Exports 182.2 39.2 43.4 47.2 52.5 55.3 51.8 66.0
2. Imports 300.6 65.4 73.0 78.1 84.1 88.0 89.6 97.5
3. Trade Balance (1-2) -118.4 -26.3 -20.6 -30.9 -31.6 -32.8 -37.8 -31.6
4. Net Invisibles 80.0 22.1 20.4 18.7 18.8 203 21.0 219
5. Current Account Balance (3+4) -38.4 4.2 0.2 -12.2 -12.8 -12.5 -16.8 9.7
6. Gross Capital Inflows 345.7 77.8 96.0 81.6 90.3 95.3 112.6 174.2
7. Gross Capital Outflows 2023 74.2 76.7 66.9 74.5 78.8 91.3 159.3
8. Net Capital Account (6-7) 53.4 3.7 19.3 14.6 15.8 16.6 213 14.9
9. Overall Balance (5+8)# 13.4 0.1 9.4 1.8 2.1 3.7 3.3 4.0
# : Overall balance also includes errors and omissions apart from items 5 and 8.
PR : Partially Revised. P : Provisional.
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Table II1.3: Net Invisibles

Table II1.5: Capital Flows in 2010-11 so far

(US $ billion) (US$ billion)
Item October-December April-December Component Period 2009-10 2010-11
2009-10 2010-11 2009-10 2010-11 1 2 3 4
(PR) (P) (PR) (P) FDI to India April-February 33.8 259
1 2 3 4 5 FIIs (net) April-March 29.0 29.4
1. Services 8.2 12.2 27.3 34.2 ADRs/GDRs April-March 3.3 2.0
OFf which: ECB Approvals April-March 20.7 25.6
Travel 1.1 1.5 1.8 28 NRI Deposits (net) April-March 2.9 3.2
Transportation -0.4 -0.3 -0.3 -0.5 FDI : Foreign Direct Investment.
Software Services 12.9 14.7 34.2 39.9 FII  : Foreign Institutional Investors.
Business Services 2.1 0.9 49 31 ECB : External Commercial Borrowings.
Financial Services -0.4 0.1 -0.5 -0.4 LD, 2 Ainke)rilcan DEPOSHOIY R‘eceipts'
2. Transfers (Private) 12.8 13.4 39.5 39.5 EEIR : go 1D,Zpoiltlord¥ Receipts.
3. Income 25 39 58 00 : Non Resident Indians.
Investment Income 22 3.6 5.2 9.9 . R s
Compensation of 03 03 05 s negative initially, but turned positive thereafter. ECB
Employees approvals increased on the back of strong domestic
Total (1+2+3) 18.5 217 61.0 631  demand and interest rate differentials (Table IIL5).

PR: Partially Revised. P: Preliminary.

quarter of the preceding year, the composition and
volatility of capital flows raised some concerns (Table
I11.4). For example, the FDI flows moderated. This was
mainly on account of lower FDI inflows under services
and 'construction, real estate and mining’. Though net
FII flows were higher, they were volatile with several
bouts of net outflows during the quarter.

[I1.10 Certain lead indicators of capital flows suggest
that FDI inflows continued to be moderate during Q4
of 2010-11. FII flows also remained moderate being

Table II1.4: Net Capital Flows
(US $ billion)

Item October-December | April-December
2009-10 | 2010-11 | 2009-10 | 2010-11
(PR) (P) (PR) (P)
1 2 3 4 5
Net Capital flows 14.6 14.9 37.6 52.7
Of which:
1. Foreign Direct Investment 3.0 21 15.4 7.6
(FDI)
Inward FDI 7.2 53 27.0 18.0
Outward FDI -4.2 -3.2 -11.6 -10.4
2. Portfolio Investment 5.7 6.3 23.6 30.1
Of which:
Flls 53 7.2 20.5 20.5
ADR/GDRs 0.5 0.2 3.2 1.8
3. External Assistance 0.8 1.2 1.9 4.2
4. External Commercial 1.7 3.6 2.4 9.3
Borrowings
5. NRI Deposits 0.6 0.2 3.5 2.3
6. Short-term Trade Credit 3.2 1.5 3.1 8.5

PR: Partially Revised. P: Preliminary.

016

Notwithstanding some easing of pressures with respect
to financing of CAD, the moderation in equity inflows
coupled with rising debt flows during 2010-11 so far
poses risks to sustainability. Any unforeseen global
developments may affect CAD and its financing and,
therefore, warrant close monitoring of the evolving
situation.

Higher absorption of capital inflows leaves
modest reserve accretion

[II.11 As net capital inflows were in excess of CAD,
India's foreign exchange reserves increased modestly
during Q3 of 2010-11. India’s foreign exchange reserves
stood at US$ 309.7 billion as on April 22, 2011. Net
capital inflows, though relatively higher, were largely
absorbed by higher CAD during April-December 2010
and did not complicate the monetary management.

Indicators of Real Effective Exchange Rate
(REER) exhibit appreciation

[I1.12 The real effective exchange rate (REER) indices
for 6-currency, 30-currency and 36-currency baskets
exhibited appreciation of the Indian rupee during 2010-
11. The 6-currency index showed maximum
appreciation compared to other indices reflecting
higher inflation differential with these countries (Table
I11.6). The REER appreciation may not have implications
for external sector competitiveness as there are a host
of other factors such as global recovery leading to a
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Table III.6: Nominal and Real Effective
Exchange Rates-Trade Based

(Base: 2004-05=100)

(Per cent, appreciation+/depreciation-)

Index | Year-on-Year| Variation | (Average)
April 15 2008-09| 2009-10P | 2010-11P

2011P
1 2 3 4 5
36-REER 102.3 9.9 3.1 7.7
36-NEER 092.8 -10.9 2.6 2.9
30-REER 93.7 -10.2 4.6 4.5
30-NEER 04.7 83 2.2 1.0
6-REER 115.8* 9.3 -0.01 12.7
6-NEER 00.8* -13.6 3.4 5.7
Rs/USD 44.5 -12.5 3.1 4.1
Rs/USD (end-March) 44.7 215 12.9 1.1

NEER : Nominal Effective Exchange Rate.
REER : Real Effective Exchange Rate.

P : Provisional.

* ; Data pertain to March 2011.
Note : Rise in indices indicates appreciation of the rupee and vice versa.
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pick-up in demand as well as diversification of the
export basket and across destinations and various
Government initiatives that have a bearing on the
export performance.

External debt rises

[I1.13 External debt stock as at end-December 2010
showed an increase of around 14 per cent over the
level of end-March 2010 reflecting increases in ECBs
and short-term credit as well as valuation effects due
to depreciation of the US dollar against other major
currencies (Table IIL.7).

[[1.14 The debt sustainability indicators witnessed a
modest deterioration at end-December 2010 on account
of the continued dominance of debt creating flows
(Table IIL.8).

Table II1.7: India’s External Debt

(US$ billion)
Item External debt outstanding Variation
End- End- End- December 2010 over
March March December March 2010
2009 2010 (PR) 2010 (P) Amount Per cent
1 2 3 4 5 6
1. Multilateral 39.5 429 47.6 4.7 11.0
2. Bilateral 20.6 22.6 252 2.6 11.5
3. IMF 1.0 6.0 6.1 0.1 1.7
4. Trade Credit 14.5 16.9 19.0 2.1 12.4
5. Commercial Borrowings 62.4 70.9 84.7 13.8 19.5
6. NRI Deposits 41.6 47.9 50.7 2.8 5.8
7. Rupee Debt 15 1.7 1.6 0.1 5.9
8. Long-Term Debt (1 to 7) 181.2 208.8 234.9 26.1 12.5
9. Short-Term Debt 43.4 52.3 62.6 10.3 19.7
Total Debt (8+9) 224.6 261.2 297.5 36.3 13.9
PR : Partially Revised. P : Provisional.
Source: Ministry of Finance, Government of India and Reserve Bank of India.
Table II1.8: External Sector Vulnerability Indicators
(Per cent)
Indicator End- End- End- End-
December March September December
2009 2010 2010 2010
1 2 3 4 5
1. Total Debt/GDP - 18.0 - -
2. Ratio of Short-term to Total Debt (Original Maturity) 18.0 20.0 20.9 21.0
3. Ratio of Short-term to Total Debt (Residual Maturity) - 41.2 42.9 -
4. Ratio of Concessional Debt to Total Debt 17.7 16.8 16.0 15.6
5. Ratio of Reserves to Total Debt 112.8 106.8 101.4 99.9
6. Ratio of Short-term Debt to Reserves 15.7 18.8 20.6 21.1
7. Reserves Cover of Imports (in months) 12.4 11.1 10.3 0.9
8. Reserves Cover of Imports and Debt Service Payments (in months) 11.6 10.5 9.8 9.4
9. Debt Service Ratio (Debt Service Payments to Current Receipts) 5.1 5.5 3.8 3.9
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Net international liabilities increase

[II.15 Large increase in India's net international
liabilities during the quarter, despite moderation in
CAD, mainly reflected the valuation effects due to
exchange rate movements (Chart IIL.5).

Oil prices and capital flow volatility to
shape external balance

[I1.16 Hardening of international crude oil prices on
the back of geo-political concerns pose risks to current
account balance during 2011-12. Higher growth in
software exports and robust transfer receipts may
provide some cushion. Financing of the current
account, however, may not be a problem as capital flows
are likely to improve considering India's long-run
growth prospects and policies supporting FDI, as also
larger FII investments in debt markets. Nonetheless,
the composition and volatility of capital flows could
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Chart IIL.5: International Investment Position
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have implications for external sector vulnerability,
warranting close monitoring,
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IV. Monetary and Liquidity
Conditions

Tight hiquidity conditions prevauiling duving the third
quarter of 2010-11 eased somewhat duving the fourth
quarter mainly on account of softening of both structural
and frictional stress factors. The deficit liqguidity
conditions strengthened monetary transmission, which
was rveflected in higher deposit as well as lending rates of
banks, and in turn improved deposit growth and induced
slight moderation in cvedit growth. The anti-inflationary
thrust of monetary policy, however, continued to remain
non-disruptive of the growth momentum.

Monetary conditions remain consistent
with the anti-inflationary bias

V.1
conditions remained consistent with the anti-

During 2010-11, the monetary and liquidity

inflationary stance. The monetary policy stance of the
Reserve Bank shifted to tightening mode since
October 2009 in response to rising inflationary
pressures. The calibrated policy actions so far have
not been disruptive to growth. The Reserve Bank
increased cash reserve ratio by 100 basis points (bps),
reverse repo rate by 250 bps, and the repo rate by 200
bps since February 2010 so far. A shift from absorption
mode to injection mode in the liquidity adjustment
facility (LAF) implies effective rise in policy rates by
350 bps since February 2010 (Table 1V.1).

IV.2 During 2010-11, the Reserve Bank articulated a
net liquidity level of =1 per cent of net demand and
time liabilities (NDTL) of banks as ideal for effective
monetary transmission. The persistence of deficit
liquidity conditions in Q4 of 2010-11 helped in further
strengthening the monetary policy transmission.
However, inflation continues to remain at elevated
levels. The Reserve Bank strove to maintain the
difficult balance between ensuring sufficient liquidity
for smooth functioning of markets on the one hand
and sustaining the anti-inflationary monetary policy
stance on the other.
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Table IV.1: Movements in Key Policy Rates

in India
(Per cent)
Effective since Reverse Repo | Cash Reserve
Repo Rate Rate Ratio
1 2 3 4
October 11, 2008 6.00 9.00 6.50 (-2.50)
October 20, 2008 6.00 8.00 (-1.00)| 6.50
October 25, 2008 6.00 8.00 6.00 (-0.50)
November 3, 2008 6.00 7.50 (-0.50) | 6.00
November 8, 2008 6.00 7.50 5.50 (-0.50)
December 8, 2008 5.00 (-1.00) | 6.50 (~1.00) | 5.50
January 5, 2009 4.00 (-1.00) | 5.50 (-1.00)| 5.50
January 17, 2009 4.00 5.50 5.00 (-0.50)
March 4, 2009 3.50 (-0.50) | 5.00 (-0.50) | 5.00
April 21, 2009 325 (0.25)| 475 (-0.25)| 5.00
February 13, 2010 3.25 4.75 5.50 (+0.50)
February 27, 2010 3.25 4.75 5.75 (+0.25)
March 19, 2010 3.50 (+0.25)| 5.00 (+0.25)| 5.75
April 20, 2010 3.75 (+0.25) | 5.25 (+0.25) | 5.75
April 24, 2010 3.75 5.25 6.00 (+0.25)
July 2, 2010 400 (+0.25)| 550 (+0.25)| 6.00
July 27, 2010 4.50 (+0.50) | 5.75 (+0.25)| 6.00
September 16, 2010 5.00 (+0.50) | 6.00 (+0.25)| 6.00
November 2, 2010 5.25 (+0.25) | 6.25 (+0.25)| 6.00
January 25, 2011 550 (+0.25)| 6.50 (+0.25)| 6.00
March 17, 2011 5.75 (+0.25) | 6.75 (+0.25)| 6.00

Note: 1. Reverse repo indicates absorption of liquidity and repo indicates
injection of liquidity.
2. Figures in parentheses indicate change in policy rates in
percentage points.

Liquidity conditions soften as structural
and frictional liquidity drivers ease

IV.3 After a phase of significant tightness, both
structural and frictional drivers of deficit liquidity
conditions softened relatively during the fourth
quarter of 2010-11 (Table IV.2). Liquidity conditions
had switched to deficit mode since end-May 2010,
due to large increase in government balances with
the Reserve Bank (resulting from 3G/BWA auctions
and the first installment of quarterly advance tax
payments). The Reserve Bank initiated several policy
measures to ease the liquidity pressure viz., allowing
SCBs to avail of additional liquidity support under
the LAF and conducting second LAF (SLAF) on a
daily basis.
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Table IV.2: Liquidity Position

(R crore)
Outstanding LAF MSS Centre’s Total
as on Surplus@
Last Friday
1 2 3 4| 5=(2+3+4)
2009
April 1,08,430 70,216 -40,412 1,38,234
May 1,10,685 39,890 -6,114 1,44,461
June 1,31,505 22,390 12,837 1,67.232
July 1,39.600 21,063 26,440 1,87,193
August 1,53,795 18,773 45,127 2,17,695
September 1,06,115 18.773 80,775 2,05,663
October 84,450 18,773 69.391 1,72,614
November 94,070 18.773 58,460 1,71,303
December 19,785 18,773 1,03,438 1,41,996
2010
January 88,290 7,737 54,111 1,50,138
February 47,430 7.737 33,834 80,001
March* 990 2,737 18,182 21,909
April 35,720 2,737 -28,868 9,589
May 6,215 317 -7,531 999
June -74,795 317 76,431 1,953
July 1,775 0 16,688 18,463
August 11,815 0 20,054 31,869
September 30,250 0 65,477 35,227
October -1,17,660 0 86,459 31,201
November -1,03,090 0 03,425 9,665
December -1,13,415 0 1,44,437 31,022
2011
January -76,730 0 118,371 41,641
February -72,005 0 77,397 5392
March* -1,06,005 0 16,416 -89,589
April 22 -16,405 0 -48,401 -64,806
@ : Excludes minimum cash balances with the Reserve Bank in case of

surplus.

* . Data pertain to March 31.
Note: 1. Negative sign in column 2 indicates injection of liquidity
through LAF,
2. Negative sign in column 4 indicates WMA /OD availed by the
central government.

IV.4 Liquidity conditions eased in August 2010,
mainly on account of large pre-scheduled public debt
redemptions. After a brief period of surplus liquidity,
the LAF again switched to deficit mode from the
second week of September 2010 on account of
quarterly advance tax payments. Structural factors like
imbalances between deposit and credit growth
coupled with high currency demand added to the
pressure on liquidity. During the third quarter, the
Reserve Bank undertook open market operation
(OMO) purchases and other measures to ease the
liquidity pressures.

IV.5 Liquidity conditions eased marginally during
the last quarter of 2010-11 due to pick-up in
government spending and staggered OMOs carried
out by the Reserve Bank since mid-December
(Table 1V.3). During 2010-11, the Reserve Bank
purchased government securities of around 367,000
crore under OMO auctions. Notwithstanding the
quarterly advance tax payouts in mid-March 2011,
which again contributed to temporary tightness,
the liquidity deficit remained capped on account
of higher government expenditure during the

month.

Table IV.3: Reserve Bank’s Liquidity Management Operations

® crore)

Item 2009-10 2010-11
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
1 2 3 4 5 6 7 8 9
A. Drivers of Liquidity (1+2+3+4) -45,110 -44,513 -66,785 55,055 | -1,05,124 26,981 | -1,12,597 73,540
1. RBI's net Purchase from Authorised Dealers -15,874 2,523 436 910 816 751 5,991 0
2. Currency with the Public -18,690 9,020 -43,224 31,109 58,757 180 -42,613 -45,487
3. a. Centre's surplus balances with RBI 3,382 -67.938 -22,663 85,257 -58,249 10,953 78,960 1,28,021
3. b. WMA and OD 0 0 0 0] 0 0 0 0
4, Others (residual) -13,028 20,022 -1,334 -3 -8,994 15,097 2,085 -8,094
B. Management of Liquidity (5+6+7+8) -21,674 62,376 89,870 1,618 67,255 -41,456 | 1,34,075 15,771
5. Liquidity impact of LAF -1,30,020 25,390 86,330 18,795 75,785 -44,545 83,165 -7,410
6. Liquidity impact of OMO* (net) 43,159 32,869 3,540 2,787 1,550 2,772 50,910 23,181
7. Liquidity impact of MSS 65,187 4,117 0 16,036 2,420 317 0 0
8. First round impact of CRR change 0 0 0 -36,000 -12,500 0 0 0
C. Bank Reserves # (A+B) -66,784 17,863 23,085 56,673 -37,869 -14,475 21,478 89,311

(+) : Injection of liquidity into the banking system.
() : Absorption of liquidity from the banking system.

*  Includes oil bonds but excludes purchases of government securities on behalf of State Governments.
# : Includes vault cash with banks and adjusted for first round liquidity impact due to CRR change.

Note: Data pertain to March 31 for Q4 and last Friday for all other quarters.
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Chart IV.1: LAF Volumes and Gol Balances
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Reverse Repo Amount

IV.6 During first week of April 2011, the LAF was in
reverse repo mode, partly reflecting increased
government spending. However, since April 11, it has
reverted to deficit mode.

IV.7 The monetary transmission is usually
substantially more effective in a deficit liquidity
situation than in a surplus liquidity situation. An
empirical exercise carried out by the Working Group
on Operating Procedures of Monetary Policy
(Chairman: Shri Deepak Mohanty) suggests that under
deficit liquidity conditions, money market rates
respond immediately to policy shock.

IV8 The recent episodes of large government
surplus cash balances emerging as a major
autonomous factor influencing the liquidity points
towards a need for better cash management by the
government (Chart IV.1). In this context, the above
Working Group suggested a scheme of auctioning of
government surplus cash balances at the discretion
of the Reserve Bank to be put in place in consultation
with the government.

Structural drivers respond to policy
signals amidst tight liquidity

IV.9 The monetary policy transmission was weak till
May 2010 due to overhang of large surplus liquidity
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I Repo Amount

GOI Balance with RBI (RHS)

that had to be infused following the global financial
crisis. The anti-inflationary policy actions of the
Reserve Bank that operated through raising the policy
rates contributed to keeping liquidity and monetary
conditions in line with the policy objective. In a tight
liquidity environment, it was expected that higher
deposit rates would improve the growth of deposits
while higher lending rates would moderate the
demand for credit. During Q4 of 2010-11, effective
transmission of monetary policy was reflected in
higher deposit as well as lending rates of banks and
higher issuances of bulk deposits by way of CDs. As a
result, credit growth decelerated, while deposit
growth accelerated, thereby narrowing the divergence
between credit and deposit growth rates (Chart IV.2).
The easing of liquidity conditions was reflected in
the decline in the LAF injection.

Money supply growth remains below the
indicative trajectory

IV.10 Even as reserve money growth remained
strong, the money supply (M,) growth during 2010-
11 generally remained below the indicative trajectory
set out in the Annual Policy Statement for 2010-11
(Table IV.4). This was due to lower growth in aggregate
deposits and reduction in money multiplier
emanating from higher currency demand.
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Chart IV.2: Aggregate Deposits and Bank Credit
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Divergence between growth rate of credit and deposit

IV.11 Money supply growth is largely influenced by
the trend in aggregate deposits, as these account for
over 85 per cent of the money stock. During the first
three quarters of 2010-11, term deposits appeared
relatively unattractive as a store of value, in view of
the modest rise in deposit rates relative to high
inflationary expectations. During the last quarter of
the year, however, as deposit rates were raised

Table IV.4: Monetary Indicators

(Y-0-Y growth in per cent)

Item 2009-10( 2010-11
1 2 3
Broad Money (M,) 16.8 15.9
Narrow Money (M) 18.2 9.6
Main Components of M,
Currency with the Public 15.3 19.1
Aggregate Deposits 17.2 15.4
of which: Demand Deposits 22.0 0.6
Time Deposits 16.4 18.2
Main Sources of M,
Net Bank Credit to the Government 30.7 18.2
Bank Credit to the Commercial Sector 15.8 20.6
Net Foreign Assets of the Banking Sector 5.2 7.4
Reserve Money 17.0 19.1
Reserve Money adjusted for CRR changes 13.0 18.2
Scheduled Commercial Banks
Non-food Credit 17.1 21.2
Aggregate Deposits 17.2 15.8

Note: 1. Data are provisional.

2. Data pertain to March 31, except for SCBs, which pertain to
March 25 for 2010-11 and March 26 for 2009-10.
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sharply, deposit mobilisation gathered momentum,
which also helped in the pick-up in money
supply growth. As a result of a sharper increase
in deposit interest rates during the quarter as also
the deceleration in industrial activity and
the underperformance of equity market, a shift
from low interest bearing demand deposits to
more lucrative time deposits became evident
(Chart IV.3).

Strong currency demand aided tight
liquidity and decline in money multiplier

IV.12 Stronger growth in demand for currency
during 2010-11 contributed to both tightness in
liquidity and subdued growth in broad money. The
growth in currency demand, which generally
remains below money supply growth, witnessed a
spurt in 2010-11 partly reflecting stronger GDP
growth and persistent high inflation. During the year
2010-11, the real elasticity of demand for currency
remained close to unity, indicating the predominant
role that inflation played in generating high currency
demand (Chart IV.4). The rise in currency demand,
coupled with deceleration in the growth of aggregate
deposits resulted in a higher currency-deposit ratio,
and hence, a decline in the money multiplier.
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Chart IV.3: Money Supply and Deposits
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Consequently, even with high base money
growth, due mainly to injection of primary liquidity
through repo and OMOs, the money supply growth
remained lower than the indicative trajectory
(Chart IV.5).

Income velocity of money recovers from
the post-crisis dip

IV.13 There was a sharp fall in the velocity of money
(M,) during 2008-09 and 2009-10 reflecting post-global
crisis uncertainties in the financial system. With
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consolidation of growth and normal financial
conditions, the income velocity of money reverted to
its long-term path, involving a pick-up in 2010-11
(Chart 1V.6).

Credit growth remains above trajectory
but has started moderating

V.14 Credit growth remained above the indicative
trajectory, but with some moderation seen in the
recent period. After witnessing an acceleration in non-
food credit growth over the indicative trajectory of

Chart IV.4: Trend in Currency Demand
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b: Elasticity of Real Currency Demand*
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Chart IV.5: Decline In Money Multiplier Constrains Money Supply Growth
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20 per cent, there had been some moderation since
the beginning of Q4 of 2010-11. In response to higher
interest rates, the non-food credit growth decelerated
and deposit growth accelerated. Consequently,
the incremental credit-deposit ratio moderated
(Chart 1Iv.7).

IV.15 The moderation in credit growth on a y-o-y basis
was especially evident in the case of public
sector banks, even though the credit conditions
generally remained supportive of economic activity
(Table IV.5).
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V.16 The sectoral deployment of credit continued
to remain broad-based, with high growth in flow of
credit to services and personal loans (Table 1V.6).
Disaggregated analysis suggests that credit to the
industrial sector continued to be led by credit
to infrastructure, metal and metal products,
textiles, engineering, food processing and gems
and jewellery. The high growth in credit to
infrastructure is especially noteworthy as it is on a
high base. The bank credit to NBFCs also witnessed
a sharp rise.
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Chart IV.6: Quarterly Trends in Velocity of Money
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Table IV.5: Credit Flow from Scheduled Commercial Banks

(Amount in X crore)

Bank Groups Outstanding Year-on-Year Variation as on
as on Mar 25, Mar 26, 2010 Mar 25, 2011
2011 Amount Per cent Amount Per cent
1 2 3 4 5 6
1. Public Sector Banks 29,19,923 3,95.427 19.6 5.05,785 21.0
2. Foreign Banks 1,97.893 -2474 -1.5 31,032 18.6
3. Private Banks 7.28,029 61,212 11.7 143,325 24.5
4. All Scheduled Commercial Banks* 39,38,659 4,69,240 16.9 6.93.870 21.4
Note: 1. Data as on Mar 25, 2011 are provisional.
2. * Including Regional Rural Banks.
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Table IV.6: Sectoral Deployment of Credit

(Per cent)

Sector Q-0-Q Variation Y-0-Y variation
Mar.26, 2010 Mar.25, 2011 Mar. 26, 2010 Mar. 25, 2011
over Dec. over Dec. over Mar. over Mar.
18, 2009 17, 2010 27, 2009 26, 2010
1 2 3 4 5
Non-food credit 10.4 8.1 16.8 20.6
Agriculture and allied activities 19.5 9.3 22,9 10.6
Industry 11.3 8.0 24.4 23.6
of which, Infrastructure 11.8 83 40.7 38.6
Basic metal & metal products 8.5 8.7 26.5 28.8
Textiles, 9.0 11.1 18.2 19.2
Engineering 9.6 4.8 12.2 26.3
Food processing 18.0 15.0 22.1 293
Gems & Jewellery 5.9 8.6 11.3 242
Services 9.8 8.9 12.5 23.9
of which, tourism, hotels, restaurants 16.4 2.9 42.5 42.9
Professional services 2.6 7.1 -1.9 38.9
Commercial real estate 5.2 6.1 0.3 214
NBFCs 10.2 22.9 14.8 54.8
Personal Loans 3.4 6.8 4.1 17.0
of which, consumer durables 5.2 12.4 1.3 22.4
Housing 25 4.1 7.7 15.0
Vehicle Loans 7.6 5.4 2.9 24.3

Note: Based on data collected from select SCBs that account for 95 per cent of the total non-food credit extended by all SCBs. These data are being

disseminated every month from November 2010.

IV.17 Banks continued to be the major source of
finance for the commercial sector. During 2010-11,

funding from non-bank sources registered a marg

inal

Table IV.7: Flow of Financial Resources to the Commercial Sector

decline as compared to the previous year (Table IV.7).
In the case of foreign sources of funding, external
commercial borrowings /FCCBs have registered

(X crore)
Item April-March
2008-09 2009-10 2010-11
1 2 2} 4
A. Adjusted Non-food Bank Credit (NFC) 4,21,921 4,78,614 7,06,949
i)  Non-Food Credit 4,11,824 4,606,960 6,78,078
of which petroleum and fertilizer credit 31,159 10,014 24,236
ii) Non-SLR Investment by SCBs 10,097 11,654 28,871
B. Flow from Non-banks (B1+B2) 4,51,399 6,04,303 5,09,432
B1. Domestic Sources 2,58,132 3,80,733 3,08,619
1. Public issues by non-financial entities 14,205 31,956 28,520
2. Gross private placements by non-financial entities 77.856 1,41,964 63.874 #
3. Net issuance of CPs subscribed to by non-banks 4,936 41,667 33,546 *
4. Net credit by housing finance companies 25,876 28,485 35325 +
5. Total gross accommodation by the four RBI regulated 31,408 33,783 40,007
AIFIs - NABARD, NHB, SIDBI & EXIM Bank
6. Systemically important non-deposit taking NBFCs 42,277 60,663 71,267 +
(net of bank credit)
7. LIC's gross investment in corporate debt, infrastructure 61,574 42,215 36,080
and social sector
B2. Foreign Sources 1,93,267 2,23,570 2,00,813
1. External Commercial Borrowings / FCCBs 30,948 15,674 59,545
2. ADR/GDR Issues excluding banks and financial institutions 4,788 15,124 0.441
3. Short-term credit from abroad -13,288 34,878 38,854 #
4. FDI to India 1,70,819 157,894 92,973 +
C. Total Flow of Resources (A+B) 8,73,320 10,82,917 12,16,381
Memo Item:
Net resource mobilisation by Mutual Funds through Debt (non-Gilt) Schemes 32,168 96,578 36,707

*; Up to March 15, 2011 +: Up to February 2011

#: April-December 2010

Note: FDI data for April-February include equity capital for April-February and reinvested earnings, other capital and equity capital for unincorporated

bodies for April-December.
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robust rise, partly reflecting the soft interest rate
regime prevalent in most of the advanced
economies. The decline in foreign direct investment
(FDI) was substantially offset by the rise in ECBs/
FCCBs.

Monetary policy to factor risks to growth
from high inflation

IV.18 The Reserve Bank's anti-inflationary policy has
been calibrated with a view to containing inflationary
expectations, while being non-disruptive to the
overall growth process. The deficit liquidity
conditions helped in strengthening the monetary
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transmission further in Q4 of 2010-11 as reflected in
higher deposit and lending rates, which helped in
easing the structural stress on liquidity. The growth
momentum has continued so far. However, inflation
remains elevated, despite the 350 bps effective
increase in policy rates. Risk to growth from sustained
high inflation could condition the stance of the
monetary policy in near-term. Since high inflation
itself could disrupt growth, it is important for the
monetary policy to ensure a low inflation
environment as a pre-condition for sustained high
growth.
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V. Einancial Markets

Monetary transmission strengthened durving Q4 of 2010-
11 with interest rates firming up gradually across the
spectrum as liquidity vemained in deficit mode. The policy
transmission to deposit and lending vates is visible in the
curvent base vate vegime. Asset prices, including property
prices, genevally remained range bound. Equity markets
experienced ovderly corvection in Q4 of 2010-11. The rupee
exhibited two-way movements against the US dollar
without any intervention or active capital account
management. Going forward, the financial markets need
to brace up to the geopolitical risks in MENA, defanlt
visks in the Euro zone and movements in cross-border
capital flows.

Global portfolio rebalancing to impact
domestic financial markets

V.1 The year 2010-11 was marked by periods of
volatility and tranquility in the Indian financial
markets. With global uncertainties rising, volatility may
aggravate further, partly from building up of speculative
positions in global commodity markets. Portfolio
choices are also governed by the geopolitical
developments in the MENA region and availability of
easy liquidity in certain advanced economies. An
additional source of uncertainty for the global financial
markets is the sovereign and banking sector default
risks in parts of Europe (Chart V.1a) There could,

however, be a rebalancing of investors' portfolio if
economic recovery in major advanced economies gains
traction and causes a quicker-than-anticipated
withdrawal of monetary accommodation. With rise in
global equity markets (Chart V.1b) there may be a shift
in investors' preference away from the EME markets
to those of the advanced economies, particularly the
UsS.

V.2 While credit spreads shrank markedly during O4
0f 2010-11, bond yields in advanced economies firmed
up reflecting the post-crisis rise in debt to GDP ratio as
well as incipient signs of inflationary concerns. Apart
from food prices, the rising expectations of increased
crude oil prices following the geo-political risks in
MENA raised inflationary expectations especially in
EMEs. The initial reaction to the downside risks
associated with the natural calamity hit Japanese
economy has subsequently given rise to the
expectations of boost in demand for its reconstruction.

Global uncertainties and anti-inflationary
monetary policy stance impacting Indian
markets, but orderly conditions prevail

V.3 Global uncertainties as well as domestic
developments impacted Indian financial markets. The
Indian markets, however, remained largely orderly,

Chart V.1: Indicators of Global Financial Market Developments

a. Sovereign CDS Spreads - Euro Area
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despite the challenges posed by persistent inflation
and high current account deficit.

V.4 Call rate firmed up in step with the policy rates
and remained above the upper bound of the LAF
corridor for a major part of Q4 of 2010-11, due to
frictions caused by skewed SLR holdings (Chart V.2a).
While issuances and rates on certificates of deposits
(CDs) continued to increase during the quarter
reflecting banks' efforts to mobilise more funds,
issuance of commercial paper (CP) moderated on
account of the strong credit growth, even as the rates
continued to be high reflecting general liquidity stress
(Chart V.2b). The yield curve for government securities
(G-sec) further flattened during Q4 in response to policy
rate hike expectations and liquidity tightness.

V.5 The Indian rupee appreciated moderately against
the US dollar. Stock markets remained volatile for the
greater part of Q4, weighed by domestic and global
concerns, but appreciated towards the close of the
quarter on the back of strong foreign portfolio inflows.
Returns in the Indian equity markets were relatively
lower than most other EMEs (Table V.1). Prices in the
housing market continued the rising trend during the
third quarter of 2010-11.

Money market rates reflect liquidity
conditions

V.6 The money market was generally orderly
although liquidity conditions remained in deficit mode

Monetary Policy Statement 2011-12
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during the fourth quarter of 2010-11. Reflecting the
high credit demand, high currency growth, and unspent
surplus balance in the government account as also the
hikes in policy rates by the Reserve Bank, the call rates
mostly remained above the repo rate during Q4
(Chart V.2a, Table V.2). The rates in the collateralised
segments also rose in line with the trend in the call
money market.

V.7 Transaction volumes in the collateralised
borrowing and lending obligation (CBLO) and market
repo segments were higher during O4 than QO3 of 2010-
11 (Table V.3). The collateralised segment of the money
market remained predominant, accounting for more
than 80 per cent of the total volume of transactions
during 2010-11.

V.8 With strong credit growth not matched by
commensurate deposit growth, banks increasingly
financed their advances by raising CDs at higher rates.
During surplus liquidity situations, when the CP
rates are lower than the Base Rates, corporates take
greater recourse to the CPs. They, however, prefer
bank financing, once the CP rates rise above the
Base Rate. Leasing-finance and manufacturing
companies continue to be the major issuers of CPs
(Table V.4).

V.9 The primary yields on Treasury Bills (TBs) firmed
up during Q4 of 2010-11 in line with the spike in short-
term interest rates (Table V.5).

Table V.1: Stock Price Movements and PE Ratios in EMEs

(Per cent)
Stock Price Variations P/E Ratios

Item End-March| End-March | End-March Item End-March End-Dec. | End-March

2010@ 2011@ 2011* 2010 2010 2011
1 2 3 4 5 6 7 8
Indonesia 93.7 32.5 0.7 Indonesia 13.6 20.9 18.5
(Jakarta Composite) (Jakarta Composite)
Brazil (Bovespa) 72.0 2.5 -1.0 Brazil (Bovespa) 16.4 13.9 11.6
Thailand (SET Composite) 82.6 329 1.4 Thailand (SET Composite) 124 15.2 14.0
India (BSE Sensex) 80.5 10.9 5.2 India (BSE Sensex) 17.7 18.7 17.3
South Korea (KOSPI) 40.3 24.4 2.7 South Korea (KOSPI) 12.2 16.0 129
China 31.0 5.8 4.3 China 23.1 16.1 16.6
(Shanghai Composite) (Shanghai Composite)
Taiwan (Taiwan Index) 52.0 9.6 3.2 Taiwan (Taiwan Index) 19.1 15.4 14.7
Russia (RTS) 128.0 30.0 15.5 Russia (RTS) 0.8 8.6 9.6
Malaysia (KLCI) 51.4 17.0 1.7 Malaysia (KLCI) 18.9 17.4 17.0
Singapore (Straits Times) 69.9 7.6 2.6 Singapore (Straits Times) 13.4 11.3 109
@ : Year-on-year variation. * : End-March 2011 over End-December 2010.
Source: Bloomberg.
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Table V.2: Rates in Domestic Financial Markets

Money Market Bond Market Forex Stock Market
Market Indices

Call Market CBLO Comm- Certifi- G-Sec | Corporate | Exchange CNX BSE
Rate* | Repo Rate Rate ercial cates of 10-year Bonds Rate Nifty Sensex
(Per cent) |(Non-LAF) | (Per cent) Paper Deposit yield Yield - (/US$) *% *¥

(Per cent) WADR WAEIR | (Per cent) | AAA 5-Yr

(Per cent) | (Per cent) bond

(Per cent)
1 2 3 4 5 6 7 8 9 10 11
Mar-10 3.51 3.32 3.15 6.29 6.07 7.94 8.61 45.50 5178 17303
Apr-10 3.49 3.04 2.95 5.37 5.56 8.01 8.37 44.50 5295 19679
May-10 3.83 3.79 3.67 6.85 5.17 7.56 8.15 45.81 5053 16845
Jun-10 5.16 5.29 5.21 6.82 6.37 7.59 8.21 46.57 5188 17300
Jul-10 5.54 5.37 5.25 6.93 6.69 7.69 8.27 46.84 5360 17848
Aug-10 5.17 5.12 5.01 7.32 7.17 7.93 8.52 46.57 5457 18177
Sep-10 5.50 535 5.24 7.82 7.34 7.96 8.52 46.06 5811 19353
Oct-10 6.39 5.96 5.88 12.15 7.67 7.68 8.58 44.41 6069 20250
Nov-10 6.81 6.42 6.14 12.22 8.16 8.03 8.64 45.02 6055 20126
Dec-10 6.67 6.27 6.20 10.10 9.15 8.03 8.89 45.16 5971 19228
Jan-11 6.54 6.21 6.20 8.81 9.42 8.15 9.05 45.39 5783 19289
Feb-11 6.69 6.45 6.43 9.05 10.04 8.12 9.25 45.44 5401 18037
Mar-11 7.15 6.56 6.46 10.40 9.96 8.00 9.23 44.99 5538 18457

*; Average of daily weighted call money rates.
WADR: Weighted Average Discount Rate.
V.10 Annualised volatility of one year interest rate
swaps increased during Q4 of 2010-11 (Chart V.3). This
may reflect market uncertainties on future short-term
money market rates.

The yield curve responds to monetary actions
and lower budgeted borrowings

V.11 Responding to the persistently high inflation
and tightening liquidity conditions, G-sec yields, both
in the primary and secondary markets, firmed up

**; Average of daily closing indices.
WAEIR: Weighted Average Effective Interest Rate.

during January 2011, but moderated thereafter. A
lower-than-expected fiscal deficit and market
borrowing programme for the first half of 2011-12
improved market sentiments. Yields eased in March
2011 in response to announcement of auctioning of
unutilised investment limits for FIIs for G-Sec and
corporate debt. The flattening of yield curve despite
inflationary pressures may have been aided by policy
rate hikes and temporarily lower issuances
(Chart V.4a).

Chart V.2: Movement in Money Market Rates and Turnover

a: Policy Rates and Money Market Rates

b. CP and CD outstanding vis-a-vis Non-food Credit Growth
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Table V.3: Average Daily Volumes in Domestic Financial Markets

(R crore)
Money Market Bond Market Forex Stock
Market Market #
LAF Call Market CBLO Comm- Certifi- G-Sec Corpor- | Inter-bank
Money Repo ercial cates of @ rate | (US$ mn)
Paper * | Deposit* Bond

1 2 3 4 5 6 7 8 9 10 11
Mar-10 37,640 8,812 19,150 60,006 75,506 | 3,41,054 6,221 1508 16,378 9,191
Apr-10 57,150 8,187 20,319 50,891 08,769 | 3,36,807 10,682 1671 18,411 0,262
May-10 32,798 8,393 17,610 42,274 | 1,09,039 3,40,343 18,774 1653 | 20,122 8,836
Jun-10 -47.347 7.129 9,481 31,113 99,792 | 3,21,589 14,523 1236 18,476 8,605
Jul-10 -46,653 9.477 12,011 29,102 112,704 3,24,810 10,105 1450 | 17,126 8,443
Aug-10 -1,048 7,958 15,553 45,181 | 1,26,549 3,41,616 12,488 1146 18,476 9,656
Sep-10 -24,155 8,606 15,927 53,223 1,12,003 3,37,322 11,582 1254 18,787 10,446
Oct-10 -61,658 8,920 14,401 43,831 1,49,620 | 3,43,353 10,355 1151 25,053 11,404
Nov-10 -99,311 8,865 9,967 32,061 1,17,793 | 3,32,982 7,645 922 | 22,092 11,190
Dec-10 -1,20,495 9,436 12,989 43,784 82,542 | 3,61,408 6,939 830 | 17,737 8574
Jan-11 02,933 7.758 11,546 44,815 1,01,752 | 3.77.640 7,025 912 | 20,054 P 8,430
Feb-11 -78,639 10,356 13,150 42,292 1,01,201 4,18,524 6,994 863 | 19,673 P 8,011
Mar-11 -80,963 11,278 15,134 43,201 80,305 4,24,740 8,144 1314 22211 P 7.458

*; Outstanding position P:Provisional.

#: Comprises volumes in BSE and NSE.

(@: Average daily outright trading volume in Central Government dated securities.
Note: In col. 2 (-) ve indicates injection of liquidity while (+) ve indicates absorption of liquidity.

V.12 In the primary market, investors' sentiment
remained positive, as reflected in the sustained bid-
cover ratio, which stood in the range of 1.39-3.87 during
the year and 1.69-3.25 during the fourth quarter. More
long dated securities were issued to take advantage of
the yield curve movements (Table V.6). The spreads
on five-year corporate bonds over the corresponding
government bond yield widened during the fourth
quarter of 2010-11 on the back of tight liquidity
conditions (Chart V.4b).

V.13 Interest Rate Futures (IRF) on 91-day TBs were
permitted by the Reserve Bank in March 2011. These
futures will be cash settled with the final settlement
price based on the weighted average price/
yield obtained in the weekly auctions on the date of
expiry of the contract. This is likely to enhance
liquidity and also to provide more options for the
financial markets to hedge interest rate risks through
exchanges.

Table V.4: Major Issuers of Commercial Paper

R crore)

End of Period Leasing and Finance Manufacturing Financial Institutions Total
Amount Share (%) Amount Share(%) Amount Share(%) Outstanding

1 2 3 4 5 6 7 8
Mar-09 27,183 62 12,738 29 4,250 9 44,171
Jun-09 34,437 50 23,454 34 10,830 16 68,721
Sep-09 31,648 40 31,509 40 16,071 20 79,228
Dec-09 36,027 40 42,443 47 11,835 13 90,305
Mar-10 39,477 52 22,344 30 13,685 18 75,506
Jun-10 42,572 43 43330 43 13,890 14 99,792
Aug-10 57,161 45 55,933 44 13,455 11 1,26,549
Sep-10 58,008 52 40,485 36 13,420 12 1,12,003
Oct-10 80,306 54 54,804 37 14,420 9 1,49.620
Nov-10 58,871 50 45,457 39 13,465 11 1,17,793
Dec-10 40,282 60 24,960 30 8,300 10 82,542
Jan-11 55,591 55 35,601 35 10,560 10 1,01,752
Feb-11 51,339 51 40,262 39 9,690 10 1,01,291
Mar-11 46,350 58 22,695 28 11,260 14 80,305

RBI Monthly Bulletin May 2011 631



Monetary Policy Statement 2011-12

Macroeconomic and Monetary Developments in 2010-11

Table V.5: Treasury Bills in the
Primary Market

Year/ Notified Average Implicit Yield at
Month Amount | Minimum Cut-off Price (Per cent)
R crore) 91-day 182-day 364-day
1 2 3 4 5
2009-10 3,80,000 3.57 3.97 4.38
2010-11 3,03,000 6.04 6.47 6.66
Apr-10 36,000 4.14 4.64 5.07
May-10 36,000 439 4.76 492
Jun-10 12,000 5.29 5.31 5.41
Jul-10 16,000 5.51 5.86 5.88
Aug-10 33,000 6.15 6.41 6.48
Sep-10 13,000 6.11 6.41 6.59
Oct-10 26,500 6.57 6.82 6.97
Nov-10 24,000 6.82 7.15 7.14
Dec-10 19,000 7.14 7.29 7.37
Jan-11 21,000 7.17 7.37 7.55
Feb-11 29,500 7.15 7.51 7.68
Mar-11 37,000 7.23 7.49 7.61

Deposit and lending rates transmit the
anti-inflationary policy stance

V.14 Stronger transmission is evident as banks
continued to increase both the lending rates and
deposit rates across maturity spectrums. Deposit rates
have risen rapidly to accommodate fast rise in credit
and to offset the tight liquidity environment during
2010-11. Scheduled commercial banks (SCBs) raised
their deposit rates in the range of 25-500 basis points
between end-March 2010 and end-March 2011 across
maturities. The deposit rates for 1-3 years maturity

Chart V.3: Volatility in Treasury Bill and
Interest Rate Swap
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increased by 50-125 basis points during the fourth
quarter (Table V.7). Several banks reviewed and
increased their base rates by 75-125 basis points
between July 2010 and March 2011. Base rates of 64
major banks with a credit share of around 98 per cent
ruled in the range of 8.0-9.5 per cent in March 2011,
reflecting greater convergence since base rates became
operational effective July 1, 2010.

Exchange rate remains orderly and flexible

V.15 The rupee remained stable during the fourth
quarter of 2010-11, without any intervention or active

Chart V.4: Turnover and Yield in the Bond Market
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b: AAA-rated Corporate Bonds Spread over G-Secs
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Table V.6: Issuances of Central and
State Government Dated Securities

Item 2009-10 2010-11
1 2 3
Central Government

Gross amount raised (Rcrore) 4,51,000 * 4,37,000
Devolvement on Primary

Dealers (Rcrore) 7.219 5,772
Bid-cover ratio (Range) 1.4-4.3 1.4-3.9
Weighted average maturity (years) 11.2 11.6
Weighted average yield (per cent) 7.2 7.9
State Governments

Gross amount raised (crore) 1,31,122 1,04,039
Cut-off yield (Per cent) 7.0-8.6 8.1-8.6
Weighted average yield (per cent) 8.1 8.4

* ; Inclusive of MSS desequestering of 33,000 crore.

capital account management. It exhibited two-way
movement against major international currencies
except Euro. There was a modest appreciation against
the US dollar since mid-February 2011 (Chart V.5a).
While the turnover in inter-bank segment of the foreign
exchange market remained volatile, the turnover in the
merchant segment increased in Q4 of 2010-11.

V.16 Volumes in the exchange traded currency
derivatives increased during Q4 of 2010-11 (Chart V.5b).
The growth in volumes particularly for currency futures
and options has been supported by retail participation
and companies. In fact, the monthly trend of turnover
in OTC forwards and swap involving rupee remained
sluggish during this period. While turnover in the
merchant segment decreased from USD 93 billion in
October 2010 to USD 64 billion in March 2011 (up to
March 25), the turnover in the inter-bank segment
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declined from USD 418 billion to USD 367 billion for
the corresponding period.

Equity markets underperform, remain
volatile

V.17 Reflecting several macroeconomic uncertainties,
Indian equity markets underachieved and remained
volatile during Q4 of 2010-11. Markets lost much of
the valuation gains made during the last four months
of 2010, when they outperformed most of the
international markets. During Q4 of 2010-11, the BSE
Sensex has been the worst performer amongst the
major equity indices. Slowdown of net equity
investment by the FIIs in India largely contributed to
the decline (Chart V.6a). In terms of the coefficient of
variation, the volatility of Sensex between end-
December 2010 and end-March 2011 at 3.95 per cent
is much higher than the 2.0 per cent of the MSCI
emerging market index and 1.9 per cent of the MSCI
world index. The equity derivatives segment had gone
up substantially over the year and currently constitutes
almost 90 per cent of the overall investments. FII
investments accounted for 19.8 per cent of the total
investments in derivatives (Chart V.6b)

V.18 The activity in the primary segment of the
domestic capital market remained buoyant during the
first three quarters of 2010-11, but moderated during
Q4. However, resources raised through public issuances
were higher during 2010-11 than the previous year
(Table V.9). During the year, resource mobilisation by

Table V.7: Deposit and Lending Rates of Banks

(Per cent)
Sep-10 Dec-10 Mar-11
1 2 3 4
1. Domestic Deposit Rate (1-3 years tenor)
a. Public Sector Banks 6.75-7.75 7.00-8.50 8.00-9.75
b. Private Sector Banks 6.50-8.25 7.25-9.00 7.75-10.10
c. Foreign Banks 3.00-8.00 3.50-8.50 3.50-9.10
2. Base Rate
a. Public Sector Banks 7.50-8.25 7.60-9.00 8.25-9.50
b. Private Sector Banks 7.00-8.75 7.00-9.00 8.25-10.00
c. Foreign Banks 5.50-9.00 5.50-9.00 6.25-9.50
3. Median Lending Rate*
a. Public Sector Banks 7.75-13.50 8.75-13.50
b. Private Sector Banks 8.00-15.00 8.25-14.50
c. Foreign Banks 7.25-13.00 8.00-14.50
* ; Median range of interest rates at which at least 60 per cent of business has been contracted.
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Chart V.5: Trends in Forex Market

a: Nominal Exchange Rate of the Rupee
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mutual funds turned negative, owing to high volatility
in the market, surfacing of risks in the real sector, lower
retail investments possibly on account of higher returns
on competing instruments (bank deposits in particular)
and also due to lower corporate support to the MFs.

Asset price concerns remain as housing
prices remain firm

V.19 Property prices continued to rise in most cities
during O3 of 2010-11, as reflected in the Reserve Bank's
Quarterly House Price Index (HPI) based on data in
respect of seven cities collected from the Department

b. Exchange traded currency derivatives for USD-INR
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of Registration and Stamps (DRS) of the respective State
Governments. However, the indices for Delhi and
Chennai witnessed a decline during this period
(Chart V.7).

Macro-factors may determine financial
market movements ahead

V.20 Going forward, macroeconomic factors may
dominate financial markets movements in 2011-12.
Macro-risks are large and uncertainty abounds on how
they might play out. Global commodity markets are
witnessing firming up of prices. Even though several

Chart V.6: Movement in Stock Prices and Turnover
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b: Activity in the Indian Stock Markets
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Table V.8: Key Stock Market Indicators

Indicator BSE Sensex NSE Nifty
2009-10 2010-11 2009-10 2010-11
1 2 3 4 5
1. BSE Sensex/S&PCNX Nifty
() End-period 17527.77 10445.22 5249.1 5833.75
(ii) Average 15585.2 18605.18 4657.76 5583.54
2. Coefficient of Variation 11.88 6.32 11.33 6.4
3. Price-Earning Ratio @ 21.32 21.15 2233 22.14
4. Price-Book Value Ratio 3.9 3.7 3.7 3.7
5. Market Capitalisation to GDP Ratio (per cent)@ 08.9 86.8 96.4 85.1

@: As at end-period.

Source: Bombay Stock Exchange Ltd. (BSE) and National Stock Exchange of India Ltd. (NSE).

Chart V.7: Trends in House Price Index
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hedge funds have booked profits in the global
commodity markets in mid-March 2011 following the
Japan earthquake, a fresh wave of speculation has

arisen immediately after profit-booking as a result of
MENA region event risk.

V.21 Domestic debt markets are likely to be
conditioned by evolving fiscal and monetary policy
considerations as well as possible hardening of global
yields. However, the path of fiscal consolidation
embarked upon by the Government could help to ease
the pressure on long-term bond yields in the G-Sec
market, if inflationary expectations are reined in.
Sustained growth momentum could, however,
continue to exert pressure on interest rates through
high demand for credit. The risk of volatile portfolio
flows impacting asset prices and exchange rate remains
in the face of growing uncertainties in the global
markets. The expected change in operating procedures
could help improve the transmission of monetary
policy on an enduring basis, enabling interest rate
channel to work better.

Table V.9: Resource Mobilisation from Capital Market

R crore)

Category 2008-09 2009-10 2010-11
1 2 3 4
A. Prospectus and Rights Issues* 14,671 32,607 37,620
1. Private Sector (a+b) 14,671 25,479 24,373

a) Financial 466 326 3,877

b) Non-financial 14,205 25,153 20,496

2. Public Sector 0 7,128 13,247
B. Euro Issues 4,788 15,967 9,441
C. Mutual Fund Mobilisation(net) @ -28,296 83,080 -49,406
1. Private Sector -34,017 54,928 -19,215

2. Public Sector # 5,721 28,152 -30,191

* Excluding offer for sale. @: Net of redemptions.

#: Including UTI Mutual fund.

Source: Mutual Fund data are sourced from SEBI and exclude funds mobilised under Fund of Funds Schemes.
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V1. Price Situation

The pick-up in inflation in March 2011 was contrary
to general expectations of a gradual softening, as
conditioned by decelerating industrial growth as well
as sustained anti-inflationary monetary actions.
Inflation in 2011-12 is likely to moderate slowly but
remain above comfort levels veflecting strony persistence.
The transmission of vising international commodity
prices and spillover from past food and some wage price
inflation in some sectors has been visible in vecent months.
Despite moderating food inflation, headline inflation
remained firm in Q4 of 2010-11 as generalised price
pressures emerged with vising input costs feeding into
manufactured products inflation. Risks to inflation in
2011-12 have amplified from an uncertain outlook on
international commodity prices, incomplete pass-
through to domestic prices and possibility of prices of
food, fuel, minerals and metals staying firm. Policy
interventions are necessary to address near-term and
structural imbalances to bring down inflation on an
enduring basis.

Inflation stays elevated, while underlying
drivers change

VL1 Inflation remained elevated during 2010-11 driven
by both supply shocks as well as gradual generalisation
of price pressures. Though food inflation moderated
during Q4 of 2010-11, increase in prices of a number
of manufactured products and freely priced fuel items
kept headline inflation firm at above the comfort level.
Growing uncertainties in international commodity
markets, continuing pressure on global commodity
prices from newer shocks like the geo political tensions
in MENA region and supply disruptions in primary
commodity producing countries suggest increasing
risks to the expected moderation in inflation. These
developments necessitated continuation of the anti-
inflationary monetary policy stance to control inflation
and anchor inflationary expectations.

V1.2 One notable feature of inflation path during 2010-
11 has been the repeated occurrence of a number of
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supply shocks which kept headline inflation stubbornly
high. Subsequently, price pressures have passed
through to other sectors in terms of significant
increases in input prices. This was manifested in the
secular increase in the Wholesale Price Index (WPI),
prominently in the second half. The financial year
build-up in inflation, however, has been lower than
what was experienced during the previous year while
month over month seasonally adjusted changes
remained significantly positive indicating continued
price pressures (Chart VI.1).

Return of global inflation adds to spillover
risks

V1.3 The global inflation environment exhibited some
turnaround in recent months as increase in
commodity prices spilled over to headline inflation.
Most inflation targeting countries currently have
headline inflation above the target zone. In the case
of advanced economies, core inflation remains
subdued indicating absence of significant pressures
from domestic demand. The rise in inflation,
however, has been more pronounced in the EMEs.
The higher share of food and fuel in total
consumption basket explains a relatively larger
influence of upward movement of international
commodity prices on inflation in the EMEs.

V1.4 Most advanced economies continue to pursue
accommodative monetary policies as core inflation
remains subdued along with high unemployment
levels and sluggish recovery in economic growth.
However, as commodity price inflation feeds into
inflation expectations and generalised inflation,
advanced economies could face the policy challenge of
containing inflation, even when recovery remains
fragile. Even though the policy rates in most advanced
economies remain very low, central banks have started
to recognise the risks from commodity price spikes to
inflation. The European Central Bank, on April 07,

RBI Monthly Bulletin May 2011
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Chart VI.1: Trends in Wholesale Price Inflation
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2011, increased its policy rate by 25 basis points to
1.25 per cent after keeping it unchanged at historically
low levels for almost two years (Table VI.1). Emerging
market economies have continued with hikes in key
policy rates as the balance of policy focus needed to
be shifted towards controlling inflation. Given the
recent increase in global commodity prices and its
potential impact on generalised inflation going
forward, EMEs are likely to persist with anti-
inflationary monetary policy stance. Among the major
EMEs, most central banks raised their key policy rates
during the last quarter of 2010-11.

RBI Monthly Bulletin May 2011

Risks from increase in global commodity
prices to domestic inflation have increased
significantly

V1.5 Global commodity prices have exhibited uptrend
since mid-2010 fuelled by fresh concerns over supply
prospects (Chart VI.2). Political tensions in the MENA
region significantly impacted crude oil prices and
average crude oil prices were at US$ 114.4 per barrel
for UK Brent category and US$ 108.6 per barrel for Dubai
Fateh category during March 2011. Accordingly, the
Indian basket crude oil price averaged US$110.4 per
barrel in March 2011 given the composition of the
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Table VI.1: Global Inflation Indicators

(Per cent)
Country/ Key Policy Policy (as on April 28, Changes in Policy CPI Inflation
Region Rate Rate 2011) Rates (basis points) (y-0-y)
Sep, 15. 08 to Since Mar- Mar-
Aug. 23, 09 Aug. 23, 09 10 11
1 2 3 4 5 6 7
Developed Economies
Australia Cash Rate 4.75 (Nov. 3, 2010) (-) 400 175 297 337
Canada Overnight Rate 1.00 (Sep. 8, 2010) () 275 75 1.4 3.3
Euro area Interest Rate on Main
Refinancing Operations 1.25 (Apr 13, 2011) (-) 325 25 1.6 2.7
Japan Uncollateralised
Overnight Call Rate 0.0t00.10 (Oct. 5, 2010)* (-) 40 () 10 -1.1 0.0
UK Official Bank Rate 0.50 (Mar. 5,2009) (-) 450 0 3.4 4.0
Us Federal Funds Rate 0.0to 0.25 (Dec.16,2008)* (-) 200 0 2.3 2.7
Developing Economies
Brazil Selic Rate 12.00 (Apr.21, 2011) (-) 500 325 5.2 6.3
India Reverse Repo Rate 5.75 (Mar 17, 2011) () 275 250 14.9 8.8
Repo Rate 6.75 (Mar. 17, 2011) () 425 200
(-400) (100)
China Benchmark 1-year Deposit Rate 3.25 (Apr. 6, 2011) (-) 189 100 2.4 5.4
Benchmark 1-year Lending Rate 6.31 (Apr. 6, 2011) (-) 216 100
(- 200) (500)
Indonesia BI Rate 6.75 (Feb. 4, 2011) () 275 25 3.4 6.7
Israel Key Rate 3.00 (Apr. 1,2011) () 375 250 3.2 43
Korea Base Rate 3.00 (Mar.10, 2011) (-) 325 100 23 4.7
Philippines Reverse Repo Rate 4.25 (Mar. 24, 2011) (-) 200 25 4.4 4.3
Repo Rate 6.25 (Mar. 24, 2011) (-) 200 25
Russia Refinancing Rate 8.00 (Feb. 28, 2011) ()25 () 275 6.5 9.4
South Africa | Repo Rate 5.50 (Nov. 19, 2010) (-) 500 () 150 5.1 4.1
Thailand 1-day Repurchase Rate 2.75 (Apr. 20, 2011) () 250 125 3.4 3.1

~ : Q4 of 2010-11

Note: 1. For India, data on inflation pertain to CPI for Industrial Workers.

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

2. Figures in parentheses in column (3) indicate the effective dates when the policy rates were last revised.
3. Figures in parentheses in column (4 & 5) indicate the variation in the cash reserve ratio during the period.

Source: Websites of respective central banks/statistical agencies.

Indian basket. Despite ample spare capacity with some
OPEC member countries, crude oil prices are likely to
remain at higher levels during 2011-12 as compared
with 2010-11 given the political uncertainties and tight
demand-supply balance.

V1.6 The FAO food price index, which in March 2011
recorded its historical peak since inception in 1990,
showed some moderation in April 2011. However, the
FAO, in its latest World Food Outlook, indicated that
increasing diversion to cash crops could limit the
production capacity of individual food crops to respond
to high prices adequately to levels that could be
sufficient to alleviate market tightness. Against this
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backdrop, the FAO has warned that “...consumers may
have little choice but to pay higher prices for their food.
With the pressure on world prices of most commodities
not abating, the international community must remain
vigilant against further supply shocks in 2011 and be
prepared”. Apart from oil and food, metals and other
primary products have also exhibited considerable
increase in prices.

VL7 The earthquake in Japan in March 2011 led to a
temporary decline in commodity prices reflecting fears
of a slowdown in demand from Japan. However, prices
have rebounded since then and are likely to witness
further pressure, especially in the case of metals and
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Chart VI.2: Trends in Global Commodity Prices

a: International Commodity Prices
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industrial raw materials as reconstruction efforts could
lead to increased demand.

Pass-through of global inflation has been
divergent and incomplete

V1.8 The impact of changes in global commodity prices
on domestic inflation is dependent on a number of
factors. In the case of fuel, where India is highly import

Table VI. 2: Movement in International and
Domestic Commodity Prices

Per cent

Item Annual Variation Mar-11 over

March 2011 Dec-10

International Domestic |International Domestic
Prices | Prices (WPI) Prices | Prices (WPI)
1 2 3 4 5
Rice -1.9 2.7 -7.4 2.0
Wheat 65.7 0.8 3.3 0.5
Maize 82.7 25.5 16.0 11.8
Soyabean oil 42.8 19.1 -1.1 10.7
Sugar 40.6 -7.5 6.2 -1.7
Cotton 167.6 08.1 36.7 34.4
Rubber 63.8 49.1 19.3 11.6
Coal 35.6 15.9 8.2 15.9
Petroleum 37.0 6.3 20.7 0.0
Iron ore 21.2 20.7 3.8 1.4
Fertilizers 28.4 9.4 -1.2 3.1
Aluminium 15.8 1.8 8.7 0.8
Copper 27.3 0.3 39 1.0
Gold 27.9 33.4 2.4 1.3
Silver 109.6 68.9 224 14.2

Source: World Bank and Ministry of Commerce and Industry, GOIL
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dependent, any increase in global prices has a
significant impact on domestic inflation. In the case
of food items, the magnitude of the spillover impact
of rising global food prices has been minimal, especially
in the case of cereals (Table VI1.2). This is mostly because
prices of most food items in India are predominantly
affected by domestic supply conditions as well as
government's pricing policy rather than global trends.
However, increasing global prices rule out the
possibility of using imports as a measure for food price
control. In the case of primary input commodities like
cotton and rubber, global price changes have been
largely reflected in Indian prices too, adding cost
pressure on manufactured products. Thus, global price
increases have both direct and indirect impact on
domestic inflation conditions.

Sources of price pressures shift over three
distinct phases

V1.9 The nature of the inflation during 2010-11, in
terms of contribution of specific groups items in the
WPI basket, changed over three phases (Chart V1.3). In
the first phase (between March and July 2010), food
group had the highest contribution to the increase in
WPL. In the second phase (between July and November
2010), primary non-food articles, particularly fibres like
raw cotton, raw jute and raw silk had the dominant
contribution. The major source of price pressures in
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Chart VI.3: Changing Weighted Contributions to Increase in WPI During 2010-11

Phase I: Jul. 10 over Mar. 10

Phase II: Nov. 10 over Jul. 10

Phase III: Mar. 11 over Nov. 10
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the third phase (between November 2010 and March
2011) came from manufactured non-food products
reflecting generalisation of inflation.

Food inflation declines but price levels
remain firm reflecting structural
imbalances

VL.10 The decline in primary food articles inflation
on the expected lines with the arrival of fresh crops in
the market and government interventions in the
market has been one comfort factor during Q4 of 2010-
11. The government has announced a number of
measures in the Union Budget for 2011-12 to address
the structural imbalances, especially in the case of
protein-rich food items. These measures, however,
could yield results only in the medium term.

VI.11 The decline in food inflation has not brought
about significant decline in price levels as the prices
are ruling at higher levels above the past trend, more
so in the case of protein-rich items (Chart V1.4). These
point towards weak supply response to both growing
demand and increasing prices, leading to growing
imbalances. Supply-augmenting measures as well as
policies to create more efficient markets are critical to
contain inflation at moderate levels. Such structural
rigidities, unless addressed adequately, could lead to a
situation of persistent high level of inflation which
could constrain the efficacy of monetary policy.
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Volatility in food prices has increased

VI.12 Alongwith increase in inflation in food articles
in recent months, there has also been increase in
volatility in food prices, especially in the case of
vegetables, fruits and condiments and spices
(Chart VL5). Increased volatility in prices can influence
inflation expectations adversely and also lead to
inefficiencies in resource allocation as economic agents
would find it difficult to distinguish between absolute
and relative price changes. Also, the spike in vegetable
prices during 2010-11 has been almost of the same

Chart VI.4: Trend in Primary Food Prices
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Chart VL.5: Volatility in Food Prices
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magnitude as the previous shock of 1998-99 (Chart
V1.6). However, the decline in prices following the spike
has been lower during the current spike.

Partial pass-through of global fuel inflation
increases medium-term risks

VI.13 Recent significant increases in international
crude oil and coal prices have added further pressure
on domestic inflation. In recent period, the full impact
of increase in global oil price increases has been muted
by the administered price intervention as the pass-
through of increase in crude prices has been low in

Chart VI.6: Vegetable Price Shocks
230 -
210 -

190

=100

170
150

130

April First Week

110
90

70

50 T T T T T T T T T T
1 6 11 16 21 26 31 36 41 46 51
—— 1998-99 == 2009-10 == 2010-11

Week

RBI Monthly Bulletin May 2011

the items under administered prices (Chart V1.7).
Empirical estimates show that every 10 per cent
increase in global crude prices, if fully passed through
to domestic prices, could have a direct impact of 1
percentage point increase in overall WPI inflation and
the total impact could be about 2 percentage points
over time as input cost increases translate to higher
output prices across sectors.

VI1.14 Administered price interventions could keep
inflation low in the near-term, but with significant risks
to medium-term inflation through the impact on higher

Chart VI.7: Global and Domestic Fuel Inflation (Y-o-Y)
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fiscal deficit apart from its impact on efficiency
concerns. Even in the case of freely priced products,
the pass-through remains incomplete. As against an
increase of 42 per cent y-o-y in March 2011 in the Indian
basket crude oil price, the domestic price of non-
administered fuels increased by only 23 per cent. This
indicates that prices could increase going forward as
domestic inflation catch up with global trends. It is
also important to make further progress in deregulation
of fuel prices, particularly diesel. This would enable
demand to adjust appropriately to price signals, reduce
fiscal deficit and make the inflation number more
representative of underlying inflation conditions.

Contribution of non-food manufactured
products to overall inflation increased with
rising input cost pressures

VI.15 The underlying contributors to inflation have
changed in recent months. The non-food manufactured
products group, broadly seen as an indicator of
demand-side and generalised pressures on inflation,
has contributed to much of the high inflation in recent
months even as the contribution of food inflation
declined (Chart VI. 8). Fuel group and non-food primary
articles also continue to contribute significantly to
overall inflation, pointing towards persisting and
generalised inflationary pressures.

Chart VI.9: Manufactured Non-food Products:
Index, Inflation and Month-over-Month
Seasonally Adjusted Annualised Changes
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VI.16 After exhibiting a near stable path up to the
third quarter of 2010-11, manufactured non-food
products inflation rose significantly in the last quarter
with both the price index and month-over-month
seasonally adjusted changes indicating significant
build-up in price pressures (Chart VI.9). Currently, the
y-o-y inflation in this group is at 7.0 per cent (March
2011), much above the medium term trend. The
increasing price pressures in this category, is important
consideration in the conduct of monetary policy. It
indicates the spillover of supply shocks to generalised
inflation through the input cost channel as well as the

Chart VI.8: Contribution to Overall Inflation- Major groups
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Chart VI.10: Weighted Contribution to
Manufactured Non-food Products Price Rise
(March 2011, Year-on-Year)
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inflation expectations. It can also impact the core
inflation through wage price spiral.

VL.17 The rise in non-food manufacturing prices
reflects the presence of significant pricing power. In
terms of the contribution to increase in non-food
manufactured prices during 2010-11, about three fourth
of the increase was driven by three major groups, viz.,
textiles, chemicals and metals (Chart V1.10). Significant
input cost pressures were visible in these groups as
the global prices of cotton, petroleum products and
metals had increased. The producers’ ability to pass
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on these increases to output prices point towards
prevalence of favourable demand conditions.

V.18 During the last quarter of 2010-11, a number
of product groups under the manufactured products
group witnessed increase in prices (Table VI.3). As a
result, the increase in price level during Q4 of 2010-11
was predominantly driven by non-food manufacturing,
reflecting rise in input costs feeding into product prices.

VI.19 The divergence in inflation between major sub-
groups in WPI continues to be large with primary
articles and 'fuel and power’ group exhibiting
significantly high inflation as compared to
manufactured products group (Chart VI.11.a).
Manufactured products inflation, however, increased
in recent months. Within the fuel group, coal prices
increased significantly in March 2011, while increase
in freely priced petroleum products prices led to higher
inflation for mineral oils. Electricity price increases
remained moderate during 2010-11 but given the
increases in coal and mineral oils prices, electricity
prices are likely to rise in the near-term. Among the
major components, non-food primary articles inflation
remained high driving input cost prices for
manufactured products. Decline in food inflation has,
however, been reflected in significant moderation in
essential commodities inflation (Chart VI.11b).

Chart VI.11: Annual WPI Inflation
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Table VI.3: Wholesale Price Inflation in India (2004-05=100)

Per cent
1 2 3 4 5 6 7 8
) ) Quarterly Variation
Commodity Weight (Year on Year, March) (Mar-11 over Dec-10)
2009-10 2010-11 Change in W.C.
Inflation W.C. Inflation W.C. WPI
1 2 3 4 5 6 7 8
All Commodities 100.0 10.2 100.0 9.0 100.0 1.8 100.0
1. Primary Articles 20.1 222 48.1 13.0 35.5 2.4 -35.6
Food Articles 143 20.6 31.9 9.5 18.2 5.4 -56.8
Non-Food Articles 4.3 20.4 8.6 25.9 13.6 7.5 21.6
Minerals 1.5 37.9 7.7 12.2 3.5 -0.5 -0.8
2. Fuel Group 14.9 13.8 20.1 12.9 22.1 5.3 45.9
i. Coal 2.1 7.9 2.0 15.9 4.4 15.9 20.9
ii. Mineral Oils 9.4 18.6 17.1 14.7 16.6 4.7 27.0
iii. Electricity 3.5 3.4 1.0 3.6 1.1 -13 2.0
3. Manufactured Products 65.0 5.2 32.0 6.2 41.5 2.7 87.5
i. Food Products 10.0 15.1 14.7 2.4 2.8 0.6 3.5
ii. Beverages, Tobacco & Tobacco Products1.8 8.1 1.5 7.3 15 5.2 5.1
iii. Textiles 7.3 9.1 5.4 15.6 10.5 6.9 23.4
iv. Wood & Wood Products 0.6 6.6 0.4 3.2 0.2 1.4 0.5
v. Paper & Paper Products 2.0 25 0.5 7.2 1.4 1.9 1.9
vi. Leather & Leather Products 0.8 2.5 0.2 3.0 -0.3 3.3 -1.3
vii, Rubber & Plastic Products 3.0 3.7 1.0 9.0 2.6 2.7 4.0
viii. Chemicals and Chemical Products 12.0 3.7 4.1 6.6 7.8 3.3 19.0
ix. Non-Metallic Mineral Products 2.6 3.2 0.9 3.2 1.0 2.8 3.9
x. Basic Metals, Alloys and Metal Products10.7 14 15 9.3 10.6 4.1 23.1
xi. Machinery and Machine Tools 8.9 1.5 1.3 2.4 2.1 0.4 1.7
xii. Transport Equipment and Parts 5.2 1.2 0.6 3.3 1.7 1.8 4.2
Memo:
Food Items (Composite)# 24.3 18.5 46.6 6.8 21.0 3.3 -53.3
Food Items (Protein Based)$ 6.4 28.7 19.5 7.5 6.7 -0.4 2.0
Manufactured Non-food Products 55.0 3.3 17.2 7.0 38.8 3.1 84.0
WPI Excluding Food 75.7 7.4 53.4 9.8 79.0 3.8 153.3
WPI Excluding Fuel 85.1 0.6 79.9 83 77.9 1.1 54.1
Essential Commodities 14.4 18.6 28.3 5.2 9.8 -1.7 -15.8

W.C.: Weighted contribution to increase in WPL
$: Includes milk, 'eggs, meat and fish’ and pulses.

CPI and WPI inflation converge, but elevated
levels point to generalised price pressures

V1.20 Inflation, as measured by various consumer
price indices, moderated from the double digit levels,
reaching single digit after more than a year, but still
remain high. Various measures of inflation remained
in the range of 8.8-9.1 per cent in March 2011. While
the extent of divergence between WPI and CPI inflation
narrowed significantly as food prices moderated, both
remained elevated indicating generalisation of price
pressures (Chart VI1.12),
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#: Primary Food Articles + Manufactured Food Products.

Inflation path remains sticky and risks
abound

VL.21 With the likelihood of spillovers from past
inflation and sustained impulses transmitting from
rising global commodity prices, the inflation path for
2011-12 looks sticky, characterised by nominal
rigidities. Nominal rigidities mean that nominal prices
of goods and wages are temporarily rigid due to price-
setting behaviour and may not decline immediately
after arise in inflation. Headline inflation could remain
elevated in the first half of 2011-12 before declining
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Chart VI.12: WPI and CPI Inflation (Y-o-Y)
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gradually in the second half but remain above the
Reserve Bank's comfort level.

V122 Even as food inflation moderated, it has not
led price levels returning to the trend, suggesting that
even if the transient shocks abate price pressures may
remain. The measures of the Government announced
in the Union Budget, in terms of supply augmentation
in key protein rich items can only be expected to yield
results in the medium term. The impact of global price
spurts in the case of crude oil on domestic inflation
has so far been partial on account of incomplete pass-
through reflecting administrative price interventions.
However, if global prices remain firm at high levels,
such measures could lead to a significant fiscal burden
and thereby feed into medium term inflation. Allowing
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CPI-IW Difference

further pass-through especially for coal, where global
prices have increased significantly, and electricity,
where input costs have escalated, while raising
inflation in the near term will help in medium-term
inflation management through the impact on both
demand adjustment and a favourable impact on the
fiscal position.

V123  The spillover of supply-side led inflation on to
generalised inflation appears to have been faster in
recent months through input cost escalation. Given the
risk that high and persistent inflation in itself could
jeopardize the growth momentum and inclusive
growth, policy has to focus on anchoring inflationary
expectations as well as limiting the second-round
impact of supply shocks.
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VII. Macroeconomic Outlook

While India’s macroeconomic outlook for 2011-12
remains favourable, high oil prices pose the biggest risk
to both growth and inflation. Forward-looking surveys
indicate slight moderation in growth and business
expectations. The pass-through from both fuel and non-
fuel commodity prices remains as yet incomplete. As
domestic prices adjust further to international
commodity prices, inflation gap is likely to close only
slowly. Persistent high inflation now poses risk to
sustaining high growth.

Inflation risks significant, while growth
risks emerge

VIL.1 The baseline case is that the Indian economy may
continue to grow at near its trend growth rate, while
inflation may remain above comfort-levels. Risks to
growth exist from persistence of current elevated crude
oil prices as this can slow down the Indian economy.
If global crude oil prices escalate further, growth could
be significantly impacted given the inter-linkages
amongst several macro-parameters and non-linearities
coming into play. Inherent in these linkages is the likely
adverse impact on growth from inflation staying high
due to the energy price shock. Mitigating factors exist
in form of strong private demand, prediction of normal
monsoon, good pipeline investment and reduced
energy intensity per unit of output, but some
deceleration in growth can be anticipated. The forward
looking surveys of various agencies as well as the
Reserve Bank's industrial outlook survey also reflect
some weakness. The professional forecasters and the
inflation expectations surveys indicate that inflation
expectations remain high.

Phillips curve relationship does not hold

VIL.2 It is important to lower inflation as quickly and
as decisively as possible because empirical evidence
suggests that high growth on an average has coexisted
with low inflation and that episodes of high inflation
have typically been followed by slowdown in growth
rates. The Phillips curve relationship suggesting
trade-off between high growth (or low unemployment)
and low inflation broke down with stagflation in the
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'seventies and recent evidence suggests that while it
may hold for very low levels of inflation, above a certain
threshold, the Phillips curve is backward-bending or
vertical. This implies that at high levels of inflation,
growth could be lower coupled with higher
unemployment. High inflation raises inflation
expectations and causes wage inflation to rise,
ultimately feeding on itself.

VIL3 Indeed, the more recent high growth phase of
the Indian economy starting 2003-04 has been
accompanied by low headline and core inflation. It
shows that high growth does not warrant high inflation.
The best way to catch up is to lower inflation
differential with the other open economies so that
sustainable growth is promoted by macroeconomic
stability. Empirical analysis suggests that beyond a
threshold level of inflation in the Indian economy,
output gets sacrificed and inflation costs begin to rise
sharply. These costs adversely affect the poor the most
as relative prices move to their disadvantage. Balancing
growth and inflation may be important in the short-
run, but in the long-run, persistent inflation is a
significant threat to growth.

Business expectations surveys generally
exhibit moderation

VIL4 The more recent forward looking surveys
conducted by various agencies indicate moderation
in business expectations. Most notably, the NCAER
and FICCI surveys have shown a substantial g-o-q
decline indicating the possibility of a slowdown
(Table VIL1).

VIL.5 High and persistent inflation appears to be the
single most influential factor affecting the business
confidence adversely through various channels (the
Dun and Bradstreet Survey and NCAER Survey). These
channels include slackening consumer demand
(CII Survey) and input cost inflation (FICCI Survey).
Apart from inflation, other factors affecting the
business confidence adversely include currency risks,
global economic instability (the CII Survey) and
geopolitical uncertainty in the MENA region which may

RBI Monthly Bulletin May 2011



Monetary Policy Statement 2011-12

Macroeconomic and Monetary Developments in 2010-11

Table VII.1: Business Expectations Surveys

Period Index NCAER-Business FICCI Overall Dun & Bradstreet CII Business

Confidence Index Business Confidence Business Optimism Confidence Index

Apr. 2011 Index 03:2010-11 Index Q2: 2011 Jan.-Mar. 2011

1 2 3 4 5

Current level of the Index 145.3 63.8 183.3 66.7

Index as per previous survey 158.5 76.2 171.2 66.2

Index levels one year back 156.8 70.0 142.8 66.1

% change (q-on-q) sequential 8.3 -16.3 7.1 0.8
% change (y-on-y) 7.3 -8.9 28.4 0.9 *

*; Percentage change over October-March 2009-10 Survey.

have implications for the petroleum prices (NCAER
Survey).

VIL.6 The seasonally adjusted HSBC Markit
Manufacturing Purchasing Managers' Index (PMI)
remained unchanged in March 2011 from its February
2011 level and indicated sustained expansion of the
Indian manufacturing sector at a pace that is above
the long-run series average. The HSBC Markit Services
PMI for India slowed in March 2011 from the seven-
month high in February 2011 but still reflected a strong
expansion.

The Industrial Outlook Survey shows
moderation

VIL.7 The 53rd round of the Industrial Outlook Survey
of the Reserve Bank conducted during January-March

2011, based on a sample of 1,524 companies, showed
moderation for the assessment quarter (January-March
2011) as well as for the expectations quarter (April-
June 2011) (Table VII.2 and Chart VII.1). The Business
Expectations Index (BEI) remains in growth terrain (i e.
above 100, which is the threshold that separates
contraction from expansion). The survey shows that
the Indian manufacturing sector is concerned about
slowdown in overall demand conditions as rising input
costs may result in higher selling prices. The profits
margins may also come under pressure with rising
input costs. The overall financial situation, working
capital finance requirement and availability of finance
deteriorated for both the assessment and expectation
quarters, there is also a strong perception of increase
in the cost of external finance. On employment

Table VII.2: Reserve Bank’s Industrial Outlook Survey

Net Response
Parameter Optimistic July-September October-December January-March April-June
Response 2010 2010 2011 2011

E A E A E A E
1 2 3 4 5 6 7 8 9
1. Overall Business Situation Better 415 38.7 475 45.9 50.1 38.6 414
2. Overall Financial Situation Better 34.1 30.6 30.6 37.1 41.1 27.1 33.4
3. Availability Of Finance Improve 28.5 26.6 SilE) 30.3 323 23.8 27.3
4. Cost Of External Finance Decrease -23.3 -28.3 -28.3 -33.9 313 -42.5 -35.0
5. Production Increase 40.2 40.0 49.1 43.9 48.6 41.4 40.0
6. Order Books Increase 36.3 36.1 44.8 37.9 44.0 34.7 38.4
7. Level Of Capacity Utilization |Above Normal 5.8 3.1 7.2 5.6 9.5 4.9 4.4
8. Employment In The Company | Increase 16.8 18.7 21.0 19.4 20.6 18.7 17.4
9. Exports Increase 20.7 20.0 26.1 21.2 26.3 18.9 24.0
10. Imports Increase 21.7 22,0 222 20.9 21.3 19.9 18.9
11. Selling Price Increase 15.2 13.8 17.0 20.2 18.6 26.5 23.7
12. Profit Margin Increase 3.1 2.5 9.2 -0.4 8.3 4.3 3.8

Note: 1. 'Net response’ is measured as the percentage share differential between the companies reporting ‘optimistic’ (positive) and 'pessimistic’
(negative) responses; responses indicating status quo (no change) are not reckoned. Higher 'net response’ indicates higher level of confidence

and vice versa.

2. E: Expectations and A: Assessment.
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Chart VIL1: Industrial Outlook Surveys

a: Reserve Bank's Industrial Outlook Survey-Business
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outlook, Indian manufacturers anticipate no change
in the current situation.

Survey of Professional Forecasters' see
weaker growth, firmer inflation

VIL.8 The results of the fifteenth round of the Survey
of Professional Forecasters conducted by the Reserve
Bank in March 2011 show a downward revision in
overall (median) GDP growth rate for 2011-12, mainly
due to expectation of moderation in agricultural sector
and industrial sector (Table VII.3). The inflation
forecasts have been revised upwards.

VIL9 The growth outlook for 2011-12 looks positive
though with some downside bias. The available
projections for 2011-12 by various agencies give a mixed
picture with some projecting a growth rate of 9 per
cent while others within a range of 8.0 to 8.5 per cent,
suggesting a moderation in the growth process
(Table VIL4).

Downside risks to growth and upside risks
to inflation have increased

VIL.10 Going forward, policy trade-offs may arise as
downside risks to growth and upside risks to inflation
have increased. Threats to inflation from rising global
commodity prices as well as domestic core

! Introduced by the Reserve Bank from the quarter ended September 2007.
The forecasts reflect the views of external professional forecasters and not
of the Reserve Bank.
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inflationary pressures exist. Unless addressed, they
have a potential to adversely impact the growth.
Certain factors do provide support to the growth
process. Improved rabi production that would be
reflected in Q1 of 2011-12 and likely normal south-
west monsoon as forecasted by IMD could boost rural
demand. High top-line growth for firms indicates
strong demand conditions. Continuation of fiscal
consolidation process could provide support for
private investment. Recent improvement in exports
and decline in imports provides a good base for net
external demand.

VIL.11However, external demand conditions can
change ahead if commodity prices fuel import bill,
while export demand gets impacted by lower demand
from other oil-importing countries. At a time, when
growth may decelerate from high base, risks to growth
also stem from other factors. Global uncertainties can
impinge upon recovery in the AEs and impact India’s
growth if the balance sheet risks in Euro zone
precipitate. However, an offset would be available to
India in such an event in the form of likely softer
commodity prices. Though the IMD forecast suggests
a normal south-west monsoon, the event risk of
temporally deficient or spatially uneven rains exists.
It constitutes a significant risk as food inflation has
already been high for a long period and can add to
generalised inflation. Spillover from food to
manufacturing through higher input costs and wage
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Table VII.3: Median Forecasts of Select Macroeconomic Indicators

by Professional Forecasters 2010-11 and 2011-12

Actual Annual Forecasts Quarterly Forecast
2009-10
2010-11 2011-12 2010-11 2011-12
04 Q1 Q2 Q3 04
E L E L E L L E L E L E L
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16
1. Real GDP growth rate
at factor cost (in per cent) 8.0% 87| 85 8.5 8.2 85| 82 8.4 83 85 8.1 83 8.2 - 8.5
a. Agriculture &
Allied Activities 0.4* 50| 5.4 33 3.1 50| 5.0 3.5 3.8 3.1 3.1 3.4 3.0 = 3.0
b. Industry 8.3% 90| &1 8.7 8.2 73| 6.2 7.6 7.0 8.1 8.0 8.8 8.7 - 8.5
. Services 9.7% 9.6 9.5 9.5 9.6 9.6| 9.8 9.5 9.8 9.5 93 9.6 9.5 S 9.7
2. Gross Domestic Saving
(per cent of GDP at current
market price) 33.7%| 34.0| 34.0 355| 353
3. Gross Domestic Capital
Formation (per cent of GDP
at current market price) 36.5% | 36.0| 36.9 370| 375| 363|373 357| 365| 359| 373| 368| 378 38.5
4. Corporate profit after tax
(growth rate in percent)& 28.8 20.0 | 20.0 21.2| 20.0| 15.8]| 10.7 17.5| 20.0| 14.1 128 16.0 9.5 -l 104
5. Inflation WPI (Avg,) 3.6 85| 9.4* 6.6 7.5 6.6| 80* 6.4 8.2 6.9 7.8 7.0 7.5 - 6.7
6. Exchange Rate
(INR/1USD end period) 45.1 44.5| 447+ | 435 445| 445| 44.7*%| 441 445| 439 447| 439| 445 44.5
7. T-Bill 91 days Yield
(per cent-end period) 4.4 68| 73 6.9 7.5
8. 10-year Govt. Securities
Yield (per cent-end period) 7.8 80| 80 8.0 8.0
9. Export (growth rate in per cent)! 3.6 | 180| 28.7 17.8 | 17.2
10.Import (growth rate in per cent)| -5.6 | 20.0| 20.3 18.0| 20.0 - - - - - - - - -
11.Trade Balance (US$ billion) -108.2 - - - -1 -35.7|-26.1 -38.1| -36.0| -40.7| -39.1| -41.2| -385 -39.8

L: Latest Round Forecasts.
*; Actual

E: Previous Round Forecasts.
-: Not Available.

#: Quick Estimate
&: BSE listed companies.

P: Preliminary Value
I: US$ on BoP basis.

Note: The latest round refers to fifteenth round for the quarter ended March 2011, while previous round refers to fourteenth round for the quarter

ended December 2010.

Source: Survey of Professional Forecasters, Fourth Quarter 2010-11.
spirals can occur in this case. This in turn could lower
growth. Furthermore, some deceleration in investment
has been seen in Q3 of 2010-11. If subsidies now
overshoot the budgetary provision, it can crowd out
private investment.

Table VII.4: Agencies’ Projections for 2011-12

Agency Latest Projection
Real GDP Growth Month
(Per cent)
1 2 5}
Economic Advisory
Council to the PM 9.0 (+/-0.25) Feb-11
Finance Ministry 0.0 (+/-0.25) Feb-11
IMF # 8.0 Apr-11
OECD 8.2 Nov-10
World Bank 9.0 Feb-11
ADB 8.2 Apr-11
NCAER 8.5 Apr-11

#: IMF's forecast of growth for calendar year 2011 is 8.2 per cent at market
price.
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VIL.12The persistence of inflation at elevated levels
and the generalisation of inflationary pressures to
manufacturing products continue to be the major policy
concern. Going forward, several factors may exert
further upward pressure on inflation. Apart from the
imported inflation through global commodity prices,
especially of oil, increases in global food prices need
to be watched and agricultural policy, food management
and trade policy need to be flexibly and speedily used
to curb any food price pressures. Structural measures
may also need to be reinforced as one is observing
downward stickiness in food prices, especially in case
of protein-rich items.

VII.13 As monetary policy addresses inflation, it is also
vital that price rigidities do not build up. On the one
hand, these rigidities would spill into medium-term
inflation through larger fiscal deficits. On the other
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hand, suppressed inflation arising from price controls
can eventually force discrete price changes that have
deleterious impact on actual and expected inflation.
As such, raising administered fuel and fertiliser prices
is necessary. A quick deregulation of diesel prices can
help provide fiscal space. This in turn would enable
fiscal policy to turn counter-cyclical in case output
growth slackens. On the other hand, monetary policy
could act more effectively in containing inflationary
spillovers from supply-side disturbances.

Persistence of inflation warrants
continuation of anti-inflationary monetary
policy stance for sustaining growth

VIL.14Effective increase in policy rate by 350 basis
points since March 2010 has been substantial and has
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resulted in a significant strengthening of transmission
in Q4 of 2010-11. However, inflation is likely to remain
high in near term as it has become generalized. Also,
commodity price pressures persist and the pass-
through as yet is incomplete. While inflationary
pressures have accentuated, downside risks to growth
have also emerged. On the one-side, with investment
showing signs of deceleration, macroeconomic
challenges have increased. On the other side, the high
inflation now poses risk to faster growth in future.
Experience suggests that more rapid growth phases
have been typically accompanied by low inflation.

VIL.151n this scenario, while growth risks remain,
persistence of high inflation warrants continuation of
anti-inflationary monetary stance to sustain the growth
momentum over the medium term.
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The Global Economy and
Framework*

Duvvurs Subbarao

Chairperson, Finance Ministers and colleague
Governors,

1. After its very successful efforts at a co-ordinated
response to the challenges emerging out of the recent
unprecedented global financial crisis and safeguarding
the process of economic recovery, the G-20 is now
turning to the more challenging task of addressing
structural imbalances in the global economy. India has
had the privilege of co-chairing, together with Canada,
the G-20 collective effort towards drawing up a
Framework for Strong, Sustainable and Balanced
Growth. The success of this initiative is critical for a
durable global economic recovery and for better global
economic and financial governance. Importantly, the
success of this initiative is also critical for the credibility
of the G-20 and its ability to forge a consensus in non-
crisis situations.

2. At the Seoul Summit last November, the leaders
of G-20 tasked us to formulate indicative guidelines
for the identification of persistently large imbalances
requiring corrective action, including their root causes
and impediments to adjustment. Earlier this year at
Paris, we decided to break up the exercise into an
integrated two-step process. For the first step, while
agreeing on a set of indicators, we resolved to firm up
indicative guidelines against which each of these
indicators will be assessed to identify persistently large
imbalances by our next meeting in April. We now need
to finalise these guidelines and move on to the second
step of the exercise. Presumably, this would focus on
root causes, impediments to adjustment and corrective
policies and actions.

3. Having set the context, I would now like to make
four comments.

4.  First, the International Monetary Fund (IMF) is
doing a commendable job in providing timely technical

“Intervention by Dr. Duvvuri Subbarao, Governor, Reserve Bank of India,
G-20 Ministerial Meeting, April 15, 2011, Washington DC.
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inputs for our exercise. Developing the indicative
guidelines requires selection of reference values or
norms for each indicator, as well as rules to guide the
assessment of the indicators against the norms or
reference value to determine if imbalances are large.
This has been done using two different methodologies
— structural and statistical. While the IMF's preference
is for the structural approach because of its theoretical
consistency, given the inherent fragility and
contestability of econometric estimates that can deviate
sharply from the observed data, the Framework
Working Group has designed a method that combines
these two approaches. The question we need to
consider is whether there is consistency between the
results of the statistical and structural approaches. If
not, how do we deal with the divergences?

5. Second, in the first stage of the exercise, the
criteria applied to the systemically important countries
have been more stringent. The screening, however, has
been largely mechanical though, based as it was mainly
on deviations from the mean or median. There has
been no analysis, however, to check whether such
deviations indeed constitute large and systemic
imbalances warranting corrective action. Such a
mechanical approach, without the application of mind,
can lead to anomalies. Let me give two illustrations of
the type of potential anomalies using India as a case
study.

6. Large deviations from the mean is the criterion
adopted for screening in on the basis of private savings
irrespective of whether the country concerned is
running a current account deficit or a current account
surplus, or its stage of economic development. If, for
the sake of argument, such a country was running a
current account deficit and adjusted its private savings
downwards, it would need to expand its current
account deficit and then get screened in by the external
imbalance indicators. In India, for example, our growth
has been driven by domestic savings. If because of the

651



Speech

The Global Economy and Framework

mutual assessment process (MAP), India was asked to
reduce domestic savings, it will increase our
dependence on foreign savings, actually adding to
imbalances. This would indeed be paradoxical.

7. The second illustration is the treatment of public
debt. Instead of deviations from the mean/median,
what was attempted was deviations from asymmetric
reference values for developed and developing
countries, with higher thresholds for developed
countries. These thresholds are based on historic
averages rather than on current assessments of debt
sustainability related to expected or projected growth
rates. The adjustment period to stabilise the debt is
also very backloaded. The year 2030 is long-term
enough, and to paraphrase the immortal words of Lord
Keynes, many of us here may well be dead. One reason
why the fiscal balance in advanced countries is so
important to the global economy is that by virtue of
being reserve currency issuing countries their deficits
have large spillover effects.

8. There are two issues here. First, there is no
justification for using different debt-to-GDP ratios for
advanced countries and emerging and developing
countries (EMDCs). If we take a forward-looking view,
it will be easily apparent that EMDCs will need to raise
public debt to finance their development and, in
relative terms, their public debt as a proportion of GDP
will need to be higher than that of advanced countries.
Second, the debt sustainability of countries should be
evaluated not on some global norms, but with reference
to individual country context. To what extent countries
will be able to finance the servicing of their debt
through higher growth should be built into the
evaluation. Furthermore, the nature of debt has to be
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kept in view. For example, in India our public debt is
predominantly domestic and, therefore India's
potential to influence global systemic imbalances
because of public debt is negligible, if not nil.

9.  The third comment I want to make has to do with
how we are interpreting the intent of our leaders which
was to focus on persistently large imbalances. The
question I would like to raise is whether we should
dissipate our energies in the second step by looking at
all large imbalances, or focus instead only on large,
systemically important imbalances that have significant
spillover effects. Is it so difficult to identify the latter
through a simple statistical exercise such as country
imbalances as a proportion of total imbalances or global
GDP? This way we can focus our attention on the root
causes of persistently large imbalances and
impediments to their adjustment as mandated by our
leaders?

10. That takes me to my fourth and final comment. A
question has arisen whether the Framework exercise
should be looking at only net imbalances of countries
or also at intra-country or intra-regional imbalances,
as appropriate. The critical question to my mind is not
whether imbalances are internal or external, or gross
or net, but whether the concerned imbalance generates,
or has the potential to generate, significant external
spillovers affecting the wider global economy.

11. Inconclusion, let me say that an effective outcome
is needed to provide a signal that the G-20 is not only
serious in ensuring strong, sustainable and balanced
growth for the world economy going forward, but that
itis, and it intends to remain, an effective and relevant
institution for addressing current structural problems
in a fast-evolving global economy. Thank you.
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Global Challenges, Global
Solutions: Some Remarks*

Duvvurs Subbarao

1. Recent experience suggests that globalisation
offers incredible opportunities but also poses immense
challenges. If the years before the global financial crisis
— the period of the so called 'Great Moderation' -
demonstrated the benefits of globalisation, the
devastating toll of the crisis showed its costs. Just as
in the case of an economy, there are price-setters and
price-takers, in the international economy too, there
are economies which shape the forces of globalisation
and those that have to shape their policies to adjust to
those forces of globalisation. The post-crisis reform
effort — whether here at the International Monetary
Fund (IMF) or at the other global fora such as the Basel
Committee on Banking Supervision (BCBS), Financial
Stability Board (FSB), World Trade Organisation (WTO)
— is all aimed at managing the forces of globalisation
for maximising our collective welfare. For these reforms
to be sustainable, it is important that they are even-
handed as between those who shape the forces of
globalisation and those who have to adjust to the forces
of globalisation.

EMEs in the Global Context

2. Before get to specific issues, let me make a brief
comment on Emerging Market Economies (EMEs) in
the global context. The shift in the global balance of
power in favour of EMEs is by now a familiar story. It
may be useful to put some numbers around that.
Setting GDP at 100 in the base year of 2000, against
the aggregate growth of 17 per cent in the decade 2000-
10 of advanced economies, emerging market and
developing countries (EMDCs) grew by 82 per cent and
BRICs (Brazil, Russia, India, China) by a whopping 127
per cent. When we look at shares in global GDP, the
share of advanced economies in the global GDP
dropped from 80 per cent in the year 2000 to 67 per
cent in 2010, with a mirror increase in the share of
EMDCs.

“Lead intervention by Dr. Duvvuri Subbarao, Governor, Reserve Bank of
India and Leader of the Indian Delegation, at the International Monetary
and Financial Committee (IMFC), IMF, Washington D.C on April 16, 2011.
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3. 2010 was a year of recovery, and EMEs powered
this by contributing to nearly three quarters of global
growth in 2010. EMEs were also the motive force
behind the estimated expansion of world trade by 12
per cent last year, an impressive reversal from the
shrinkage of 11 per cent in 2000.

4.  These trends have an interesting implication for
the decoupling hypothesis, which was intellectually
fashionable before the crisis. As a matter of fact, the
crisis failed to validate the decoupling hypothesis, as
all EMEs were affected, admittedly to different extents.
What the crisis, in fact, reinforced is that the economic
prospects of advanced economies and EMEs are
interlinked through trade, finance and confidence
channels.

5. Let me now move on to specific issues. In the
context of the theme of the session, I want to address
five topics, which are all interconnected.

Global Rebalancing

6. First is the issue of global rebalancing. Global
rebalancing will require deficit economies to save more
and consume less, while depending more on external
demand relative to domestic demand for sustaining
growth. Surplus economies will need to mirror these
efforts — save less and spend more, and shift from
external to domestic demand. The problem we have is
that while the adjustment by deficit and surplus
economies has to be symmetric, the incentives they
face are asymmetric. Managing rebalancing will require
a shared understanding on conducting macroeconomic
policies to minimise disruptions to macroeconomic
stability. These adjustments have several components.
Importantly, letting exchange rates remain aligned with
economic fundamentals, and an agreement that
currency interventions should not be resorted to as an
instrument of trade policy should be central to a co-
ordinated approach at a multilateral level.
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Capital Flows

7. That takes me to the second facet of global
imbalances — return of lumpy and volatile capital flows.
Since capital flows have become such an emotive topic
around the world in recent months, it is important to
be mindful of a few realities. First, EMEs do need capital
flows to augment their investible resources, but such
flows should meet two criteria: they should be stable;
and they should also be roughly equal to the economy's
absorptive capacity. The second reality that we must
remember is that capital flows are triggered by both
pull and push factors. The pull factors are the promising
growth prospects of EMEs, their declining trend rates
of inflation, capital account liberalisation,
and improved governance. Among the push factors
are the easy monetary policies of advanced
economies which create the capital that flows into the
EMEs.

8. To the extent that lumpy and volatile flows are a
spillover from policy choices of advanced economies,
managing capital flows should not be treated as an
exclusive problem of emerging market economies. How
this burden is to be shared raises both intellectual and
practical challenges. The intellectual challenge is to
build a better understanding of the forces driving
capital flows, what type of policy instruments,
including capital controls, work and in what situations.
The practical challenge is the need to reach a shared
understanding on an organising framework for cross-
border spillovers of domestic policies in capital-
originating countries, and the gamut of policy
responses by capital-receiving countries.

9. Managing capital flows involves two important
things. First, we need to make a judgment on how
important the externalities are. And, second, we need
to make an objective assessment of what combinations
of policies may be used to minimise their impact. Now
that it is broadly accepted that there could be
circumstances in which controls can be a legitimate
component of the policy response to surges in capital
flows, policymakers must have the flexibility, and
discretion, to adopt macroeconomic, prudential and
capital account management policies. Importantly, they
should be able to do so without a sense of stigma
attached to particular instruments.
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Framework for the Adjustment Process

10. Let me now move on to the third issue which is
the framework for the adjustment process to secure
and preserve global financial stability. The adjustment
process should ensure that individual actions of
countries add up to a coherent path forward. I want to
emphasise two aspects of this.

e  First, the IMF's surveillance function is critical —
it assumes a vital, pre-emptive role in preserving
global and national stability. The forthcoming
Triennial Surveillance Review provides an
opportunity to take stock of the steps taken
and to assess recent experience, including
the adequacy of the legal framework for
surveillance.

e Second, reserve accumulation has to be viewed
in the context of economic growth and
development. The insurance that reserves provide
against sudden stops and reversals of capital flows
far outweigh the opportunity costs of holding
reserves. The experience of the crisis has amply
demonstrated this. What constitutes an adequate
level of reserves is a country-specific question,
involving a judgment based on practical
experience. Clearly, there can be no ‘one-approach-
tits all' to such assessments.

Global Reserve Currency

11. My fourth point relates to a global reserve
currency. The recent crisis has brought home the
complex challenges arising from the world having a
single reserve currency. In the ongoing search for
solutions, one option is to have a menu of alternative
reserve currencies which fulfill the required criteria —
full convertibility; the exchange rate determined by
market fundamentals; a significant share in world
trade; liquid, open and large financial markets in the
currency-issuing country; and also the policy credibility
to inspire the confidence of potential investors. There
is a debate on whether the Special Drawing Rights (SDR)
can be a reserve currency. For the SDR to take on this
significant role, several prerequisites have to be in
place, which are now well-known and need no
elaboration here. At the present time, the SDR does
not satisfy these conditions. Thus, we see the move to
a multicurrency world as a gradual evolution.
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Protectionism

12. The last issue I want to raise concerns is about
protectionism. Recent international developments
mark an 'ironic reversal' in the fears about globalisation.
Previously, it was the EMEs which feared that
integration into the world economy would lead
to welfare loss at home. Those fears have now given
way to apprehensions in advanced economies that
globalisation means losing jobs to cheap labour
abroad.

13. There is concern in some quarters that even
as open protectionism has been resisted
relatively well during the crisis,
covert protectionism has been on the rise. The
short point is that in the years ahead, the
pressures for protectionism will mount,
and protectionism will also take new forms.
Global welfare will be maximised when collectively
we resist short-term pressures, and put our collective
long-term interest ahead of individual short-term
advantage.

current
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Global Co-operation

14. Mr. Chairman, the thrust of all that I have said is
that global challenges demand global solutions. The
need for global co-operation in solving our most
pressing problems of today is vital. The crisis has taught
us that no country can be an island, and that economic
and financial disruptions anywhere can cause ripples,
if not waves, everywhere. The crisis also taught us that
given the deepening integration of countries into the
global economic and financial system, unco-ordinated
responses will lead to worse outcomes for everyone.
The global problems we are facing today are complex,
and not amenable to easy solutions. Many of them
require significant, and often painful adjustments at
the national level; and in a world divided by nation-
states, there is no natural constituency for the global
economy. At the same time, the global crisis has shown
that the global economy, as an entity, is more important
than ever. The IMF is central to these reforms so that
it continues to spearhead and weave together the fabric
of international co-operation. This is in the common
interest of all of us.
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Statement at International
Monetary and Financial
Commuttee*

There have been significant developments in the
global economy since we met in the fall of 2010. The
International Monetary Fund (IMF) too has moved on
several fronts under its mandate which has
strengthened its position in a changing world. There
are several key questions confronting us today: Is the
recovery assured in the face of still turbulent financial
conditions and upward pressures on commodity
prices? How resilient is the international monetary
system to future shocks? Will the ongoing reforms
empower the IMF and make it more effective in
anchoring global monetary and financial stability?

The Global Economy and Financial
Markets

2. A variety of risks, including political and social
turmoil in parts of the world combined with natural
disasters, have made the global recovery vulnerable.
Financial conditions have turned volatile and
uncertain, with risks of adverse feedback loops into
the global economy. Recurring sovereign debt fears
have affected market confidence. In the crisis-affected
economies, financial systems are yet to be fully
repaired. While the sense of crisis has waned, new
challenges have surfaced.

3. The global recovery may be jeopardised by a
sustained rise in oil prices. Apart from the inflationary
pressures confronting, particularly, the emerging and
developing countries, there is the danger of a slowdown
in the global economy unless oil prices moderate from
current levels. Furthermore, since the summer of 2010,
several natural calamities and consequent food supply
constraints have collided with the post-crisis
resurgence of demand. World food prices have surged
considerably due to concerns about low future supplies

*Statement by Dr. Duvvuri Subbarao, Governor, Reserve Bank of India on
behalf of Mr. Pranab Mukherjee, Finance Minister of India and Member
IMFC representing the constituency consisting of Bangladesh, Bhutan,
India and Sri Lanka on April 16, 2011 in Washington D.C.
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because of bad weather and low inventories, raising
concerns about food security. Speculative movements
in commodity derivative markets are also causing
volatility in prices.

Global Challenges and the Role of the IMF

4. The overarching problems confronting the
international monetary system stem from weaknesses
in detecting and communicating early warnings of
impending crises and management of global liquidity.
This calls for fundamental reform of the international
monetary system. It is also important to evolve a
mechanism to address the challenges of stemming
volatile capital flows and to strengthen multilateral
adjustment mechanisms to deal with imbalances and
sources of instability.

IMF Surveillance

5.  The surveillance function is critical to the IMF's
overall mandate. By focusing on vulnerabilities and
detecting the onset of crises, it assumes a vital, pre-
emptive role in preserving global and national stability.
Effective implementation at both multilateral and
bilateral levels is the key to providing surveillance with
incisiveness and traction. We believe that this can be
achieved within the ambit of the existing provisions
of the Articles of Agreement. If, however, there is a
consensus that there are gaps in the legal mandate that
hinder effective implementation, an amendment to the
Articles is the optimal approach. Ensuring consistency
and comprehensiveness across the various levels of
surveillance is important, as is the candour and
evenhandedness of the IMF - that systemic risks are
pointed out irrespective of where they may originate.
We need to stress that multilateral surveillance by
the IMF should not lose sight of sovereign debt
concerns of developed countries by adopting tighter
screening criteria for developing countries that have
actually seen fiscal improvement relative to the
advanced economies.
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Managing Capital Flows

6. As the recovery of emerging and developing
countries has gained momentum, capital flows have
surged back to near pre-crisis levels. These flows have
exhibited considerable volatility, imparting
macroeconomic instability in the event of sudden stops
and reversals, eroding competitiveness and
complicating the setting of macroeconomic policies.
Policy prescriptions with respect to capital flows should
be even-handed. So far as lumpy and volatile flows
are a spillover from policy choices of advanced
economies, managing capital flows should not be
treated as an exclusive problem of emerging market
economies and the burden of adjustment should be
shared. How this burden will be shared raises both
intellectual and practical challenges.

7. As regards multilateral strategies to managing
capital flows, it is difficult to follow an approach that
seeks to establish, standardise, prioritise or restrict the
range of policy responses of the member countries that
are facing large surges in volatile capital inflows. Based
on their experience, policymakers must have flexibility
and discretion to adopt policies that they consider
appropriate to mitigate risks through macroeconomic,
prudential and capital account management policies
without a sense of stigma attached to particular
instruments. Given the state of knowledge on these
issues, it will be premature to consider amending the
Articles to either give the IMF jurisdiction over capital
account policies of member countries or to impose an
obligation on members on this count.

The IMF's Resources

8. We welcome the ratification of the April 2008
quota reforms. The next step in this process should be
the speedy ratification and implementation of the 2010
quota and governance reforms. A comprehensive
review of the quota formula should be completed by
January 2013 to set the stage for the 15th General
Review of Quotas by January 2014 which will carry
forward the modest progress made so far in enhancing
the representation of dynamic emerging and
developing countries in the IMF to meaningfully reflect
the changing global economic realities. We must make
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our best efforts to complete the 2010 reform before
the 2012 Annual Meetings.

9. We welcome the expanded and amended New
Arrangements to Borrow (NAB), which became effective
from March 11, 2011. The activation of the NAB should
be regarded as a bridge between current expectations
and the availability of higher quota resources under
the 14th General Review. Subsequently, NAB should
be scaled down so as to preserve the quota-based
character of the IMF as an institution that is
accountable to its membership.

Reserve Adequacy

10. In our view, the insurance that reserves provide
against sudden stops in growth due to capital drying
up far outweigh the opportunity costs. Reserve
accumulation by countries is an important part of the
global safety net, particularly when the reserve
accumulation takes place in the context of current
account deficits.

11. Any assessment of reserve adequacy needs to be
informed by underlying country-specific conditions,
rigorous analytical and empirical foundations and
judgments based on practical experience. There should
be due consideration to macroeconomic and prudential
frameworks and policies, as well as alternative forms
of contingent financing, country insurance, and overall
assets and liabilities that may not be easily captured
in any formula for reserve adequacy. For emerging
economies facing volatile surges of capital flows,
consideration needs to go even beyond to a broad range
of scenarios relating to potential drains on reserves,
including a sudden stop of new financing, withdrawal
of foreign portfolio investments, capital flight, and
current account vulnerabilities. Further, the question of
reserve adequacy cannot be resolved without addressing
the broader issue of scarcity of safe reserve assets.

Currency Internationalisation and the Role of
the SDR

12. In principle, it is desirable to develop a multi-
currency system with several currencies operating as
broad substitutes and reflecting changing economic
weights and global realities. In this context, we note
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that there have been recent efforts by the IMF to
promote the use of Special Drawing Rights (SDR) as a
potential reserve asset for the evolving international
monetary system. For the SDR to take on this significant
role, several pre-requisites have to be in place. The
SDR has to be accepted as a liability of the IMF, has to
be automatically acceptable as a medium of payment
in cross-border transactions, be freely tradeable and
its price has to be determined by forces of demand
and supply. As the SDR does not satisfy these
conditions, it cannot be a reserve currency in the
international payment system. In principle, one needs
a global central bank to issue SDRs which take the
characteristic of unit of global payment and settlement
system. Thus, we see the move to multicurrency world
as a gradual evolution. Another dimension of this issue
is to change the composition of the SDR basket. Going
by the recent initiatives, if at all there is a move to
alter the composition of the SDR basket, we could
consider including currencies of those dynamically
emerging market economies that satisfy the existing
inclusion criteria: in particular, a fully convertible
capital account and a market-determined exchange rate.

Developments in the Constituency

13. Inow turn to developments in my constituency.

Bangladesh

14. Bangladesh is steadily moving towards a higher
growth trajectory that is largely inclusive, environment-
friendly and well-supported by continued high
performance in the agriculture sector. External sector
viability has benefited from export growth estimated
at 30 per cent and the strength of inward remittances.
Concerted efforts to address the shortage of power have
improved the investment climate. However, inflation
remains high, with pressures from global prices of fuel,
food and fertilisers interacting with enhanced internal
demand. Revenue mobilisation has risen by 28 per cent
till February 2011 strengthening fiscal sustainability.
The budget deficit is expected to remain below 4.5 per
cent of GDP thereby aiding overall macroeconomic
stability. As import demand picks up on the back of
domestic demand, some strains could build on the
balance of payments, although the level of foreign
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exchange reserves would remain sufficient at the level
of over four months of imports. Accordingly, monetary
policy is being tightened with the exchange rate being
allowed to depreciate and cushion the balance of
payments. Over the medium-term, the progressive
removal of constraints on investment, domestic and
foreign, particularly in the context of private and public
sector partnerships in large infrastructure projects
would enable Bangladesh to embark upon double-digit
growth with stability.

Bhutan

15. Bhutan's growth momentum has been strong,
underpinned by prudent and skillful macroeconomic
management. Real GDP growth accelerated to nearly
8 per cent in 2009-10, helped by robust growth in
hydropower, construction and services sectors.
However, inflation reached 9 per cent at end-2010.
The current account deficit has increased to about 13
per cent of GDP due to strong imports in the
hydropower sector, but the overall balance of payments
has remained in surplus due to sizeable grants and
loans disbursements. The reserve position has
improved and remains comfortable. Credit has grown
rapidly, mainly driven by housing and construction
sectors as well as personal loans. Bhutan's
financial sector coped with the global financial
crisis well and financial stability indicators are
comfortable.

India

16. The Indian economy, on the back of improved
agricultural output, strong private consumption, robust
investment, and a pick-up in exports, has rebounded
strongly with a GDP growth of 8.6 per cent in 2010-11.
However, inflation has emerged as a major concern.
Headline inflation has remained firm despite some
moderation in food inflation as generalised price
pressures have emerged with rising inputs costs
feeding into manufactured products inflation. The
hardening of global commodity prices, particularly oil
prices have further accelerated inflation. A sequenced
withdrawal of monetary accommodation is helping to
contain inflationary pressures and anchor inflationary
expectations, which remained at elevated levels for a
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large part of 2010-11, largely driven by fuel and food
prices. The calibrated fiscal consolidation that resumed
in 2010-11 is being carried forward into the medium-
term, thus alleviating some pressures on aggregate
demand. The budgetary initiatives in 2011-12 indicate
further progress towards it, while giving due
importance to the objectives of removing structural
constraints, promoting infrastructure investment and
strengthening the earlier policy initiatives towards
inclusive growth. However, a potential increase in the
subsidies on petroleum products and fertilisers as a
result of high crude prices could put pressure
on expenditure. Managing capital flows so as to
dampen potential threats to macroeconomic
and financial stability is a continuous challenge.
Despite some tightness in money markets, financial
conditions have been orderly with a pick-up in
credit growth, vibrant equity market activity and a
stable foreign exchange market. Medium-term
prospects continue to be positive. Downside risks
emanate mainly from continuing uncertainty about
energy and commodity prices which may vitiate the
investment climate, posing a threat to the
current growth trajectory. Notwithstanding the risks,
the Indian economy is poised to sustain the growth
momentum.

Sri Lanka

17. Emerging out of three decades of civil conflict and
the downturn brought on by the global crisis, the
economy of Sri Lanka has resumed strong growth in
an environment of macroeconomic and financial
stability. Real GDP grew by 8.0 per cent in 2010,
establishing a higher growth path underpinned by the
peaceful domestic environment, improved investor
confidence, strengthening macroeconomic
fundamentals and the gradual recovery of the global
economy. Ebbing inflation and a benign inflation
outlook has enabled the continuation of an
accommodative monetary policy stance with
moderation of interest rates in all market segments
supporting economic activity. The recent floods have
caused some damage to agricultural production which
has spiked headline inflation in the past few months
higher than expected earlier. However, core inflation
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declined and currently remains low at single digit level.
An encouraging improvement in the overall fiscal
situation was witnessed in 2010 with the recovery in
government revenue supported by the expansion of
economic activity, the containment of recurrent
expenditure, as well as the addressing of certain
persistent structural issues in the tax system. The
budget deficit was contained within the target of 8.0
per cent of GDP in 2010, down from 9.9 per cent in
2009, and the commitment to fiscal consolidation will
ensure further reduction of the budget deficit to 6.8
per cent in 2011 and to below 5 per cent in the medium-
term. The external sector, which made a remarkable
turnaround since the second quarter of 2009, has
continued to improve. Both exports and imports
recovered strongly, while increased earnings from the
tourism industry and higher inward remittances offset
the widening trade deficit, limiting the external current
account deficit. Increased capital and financial flows
resulted in the balance of payments (BOP) recording a
surplus in 2010, strengthening external reserves of the
country. Supported by the favourable macroeconomic
environment and a sound regulatory and supervisory
framework, the financial sector improved and systemic
stability strengthened in 2010 as reflected in all
prudential indicators. Banks' credit flows significantly
recovered, profitability improved, capital adequacy
further increased above the threshold and the ratio of
non-performing loans declined, while provisions for
loan-losses increased. Going forward, external shocks
due to higher food and energy prices in the global
market pose some risks to the balance of payments
and inflation outlook.

Concluding Remarks

18. While the trough of the crisis definitely appears
to be behind us and there are signs that the recovery is
consolidating, new challenges facing the global
economy render it vulnerable. We have to remain
vigilant and be prepared to deal with all threats, old
and new, as we repair and rebuild. The global problems
we are facing today are complex and not amenable to
easy solutions. Many of them require significant and
often painful adjustments at the national level, and in
a world divided by nation-states, there is no natural
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constituency for the global economy. At the same time,
the global crisis has shown that the global economy as
an entity is more important than ever. Given the
deepening integration of countries into the global
economic and financial system, unco-ordinated
responses will lead to worse outcomes for everyone.
We should co-operate not only to firmly exit from the
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crisis, but also to ensure that in resolving this crisis,
we do not sow the seeds of the next one. The IMF has
to continue to weave together the fabric of
international co-operation. This is in the common
interest of all. We must ensure that the IMF is
adequately prepared for this role so that it remains
relevant, legitimate and effective.
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Linking Entrepreneurship with
Credit - The Role of Financinl
System™

K. C. Chakrabarty

Shri R.M. Malla, President- Entrepreneurship
Development Institute of India (EDI), Members of the
Governing Council, Director Dr. Dinesh Awasthi,
invited dignitaries, faculty members, passing out
students and their parents, members of the print and
electronic media, ladies and gentlemen. It is, indeed, a
pleasure to be here amongst graduating students and I
am thankful to Shri Malla and the EDI for this
opportunity, especially when it is an opportunity to
return to my home state, Gujarat. A galaxy of speakers
have addressed this forum in the past, this being the
twelfth convocation. I am aware of my limitations to
speak on an occasion such as this as I am neither an
industry leader nor an academic. Nevertheless, I shall
try to come up to your expectations.

2. Convocations are always special. They are special
because they are simultaneously a conclusion and a
commencement. Convocations logically conclude a
formal learning exercise. They are hence a time for
relief, a sense of fulfilment and a feeling of joy to the
graduating students and to the faculty. They are,
however, even more special, because they commence
a lifelong informal learning as graduates step out into
the University of the World - step out with dreams,
hope and expectation into the terra incognita of life.
In our days when we passed out, it was not a dream
but a nightmare, because of the difficulty in getting
employment. Now employment is available
everywhere in the world. There are three types of
employment. There are jobs with no work where one
gets a salary without working. There are jobs where
one can w