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PART TWO : THE WORKING AND OPERATIONS OF
THE RESERVE BANK OF INDIA
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MONETARY AND CREDIT POLICY
OPERATIONS

Monetary management during 2008-09 had to contend with the challenges of high inflation in the
first half and the bigh speed and magnitude of the external shock and its spill-over effects through the
real, financial and confidence channels in the second half: Policy initiatives by the Reserve Bank were
mimed at providing ample vupee liquidity, ensuring comfortable forewgn exchange lLiquidity and
maintoining o mavket environment conducive for the continued flow of credit at viable rates to
productive sectors of the economy. The large government borrowings vesulting from the fiscal stimulus,
and net capital outflows in the second half of the year warranted simultaneous offSetting operations by
the Reserve Bank in different markets, particularly the money market, the government secuvities market
and the foreign exchange market. The flexible use of multiple instruments enabled the Reserve Bank
to steer the liquidity and intevest vate conditions amidst uncertain global macroeconomic environment.

.1 The stance of monetary policy shifted in
phases in response to multiple challenges that
emerged during the course of the year in the form
of significant changes in both outcome and outlook
relating to inflation, growth and stability of financial
markets. Both the Government and the Reserve
Bank responded to the challenges decisively,
swiftly and in close coordination and consultation.
The policy stance shifted from monetary tightening
in response to the elevated inflationary pressures
in the first half of 2008-09 to monetary easing in
the second half as significant moderation in
inflationary pressures created the scope for
enhancing the magnitude and speed of response
to the weakening growth impulses as well as to
occasional disorderly pressures in financial
markets. The changing stance of policy must be
seen in the context of the previous period of
gradual withdrawal of monetary accommodation
from September 2004 till August 2008 during
which the repo/reverse repo rates had been
increased by 300/150 basis points, the cash
reserve ratio (CRR) for scheduled banks had been
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raised by 450 basis points, and risk weights and
general provisioning requirements for standard
advances were raised in the case of specific
sectors. In response to the knock-on effects of the
global economic crisis on the Indian economy,
since October 11, 2008 the Reserve Bank has
reduced the CRR by a cumulative 400 basis points
to 5.0 per cent of NDTL, the repo rate by 425 basis
points to 4.75 per cent and the reverse repo rate
by 275 basis points to 3.25 per cent.

1.2  The magnitude and the pace of the
response have to be seen particularly in the
context of the fact that despite significant
moderation, India’s growth remained one of the
highest in the world, at 6.7 per cent for the full
year, and the minimum quarterly growth during the
year was 5.8 per cent. Thus, the policy stance
clearly reflected the forward looking undertone,
particularly the expectations of more prolonged
adverse external conditions in the face of no visible
risks to inflation. Moreover, the gradual withdrawal
of monetary accommodation that had started from
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September 2004 was a signal of the Reserve
Bank’s assessment of possible overheating, even
though subsequent monetary tightening was in
response to building of inflationary pressures up to
mid 2008-09. The need for monetary policy cycle
remaining ahead of the business cycle, which
emerged as a lesson from the current global crisis,
was already evident in the Reserve Bank’s actual
conduct of policy even before the crisis. Similarly,
the current post-crisis suggestion for use of pro-
cyclical provisioning norms and counter-cyclical
regulations as a bulwark against financial
instability had already been implemented in India
prior to the crisis.

Organisational Framework for Monetary Policy
Technical Advisory Committee

.3  The Reserve Bank had constituted a
Technical Advisory Committee (TAC) on Monetary
Policy in July 2005 with four external experts in the
areas of monetary economics, central banking,
financial markets and public finance with a view to
strengthening the consultative process in the
conduct of monetary policy. The TAC reviews
macroeconomic and monetary developments and
advises the Reserve Bank on the stance of
monetary policy and monetary measures. The
Committee was reconstituted in April 2007 and the
membership of the Committee was expanded by
including two additional members of the Central
Board of the Reserve Bank and one more external
expert. The tenure of the reconstituted Committee
was extended up to June 30, 2009. The Reserve
Bank has now reconstituted the TAC on Monetary
Policy with effect from July 1, 2009 with a view to
obtaining continued benefit of advice from external
experts. The tenure of the Committee is for two
years, i.e., up to June 30, 2011. The Committee is
headed by Governor, with the Deputy Governor in
charge of monetary policy as the vice-chairman.
The other Deputy Governors of the Bank are also
members of the Committee. The TAC normally
meets once in a quarter. However, the meeting of
the TAC could be held at any other time also, if
necessary. The role of the TAC is advisory in nature.
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The responsibility, accountability and time path of
the decision making remain entirely with the
Reserve Bank. In addition to the quarterly pre-policy
meeting where the TAC members contributed to
enriching the inputs and processes of policy setting,
there were two special meetings held on June 23,
2008 and December 17, 2008 in the context of the
evolving global economic crisis and to advise the
Reserve Bank on the stance of monetary policy.

Pre-policy Consultation Meetings

1.4 It has been the endeavour of the Reserve
Bank to make the policy making process more
consultative. As part of this outreach and the
Reserve Bank’s growing emphasis on
strengthening the consultative process of monetary
policy formulation, the Reserve Bank has
constituted a process of consulting different entities/
experts before each policy Statement/Review.
Accordingly, with effect from October 2005, the
Reserve Bank has introduced pre-policy
consultation meetings with the Indian Banks’
Association (IBA), market participants (Fixed
Income Money Market and Derivatives Association
of India, Foreign Exchange Dealers’ Association of
India, and Primary Dealers Association of India),
leaders of trade and industry and other institutions
(urban co-operative banks, non-banking financial
companies, rural co-operatives and regional rural
banks). This consultative process has contributed
to enriching the policy formulation process and
enhanced the effectiveness of monetary policy
measures.

1.5 The specific aspects of monetary policy
operations of the Reserve Bank during 2008-09 and
2009-10 so far and the context against which policy
decisions were formulated and implemented have
been outlined in this chapter.

MONETARY POLICY OPERATIONS: 2008-09

1.6 The conduct of monetary policy during
2008-09 witnessed two distinctly different phases.
The first phase up to mid-September 2008 was
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characterised by monetary tightening, reflecting the
need to contain high inflation and adverse inflation
expectations. The policy stance during the second
phase starting from mid-September 2008 was guided
by the ramifications of the global financial crisis for
economic growth and financial markets in India.

Annual Policy Statement for 2008-09

1.7  The Annual Policy Statement (APS) for
2008-09 (April 29, 2008) had noted that there were
significant shifts in both global and domestic
developments in relation to initial assessments
presented for 2007-08. In the backdrop of the
deteriorating outlook for the global economy, the
APS highlighted that the dangers of global
recession had increased at the time of
announcement of the Third Quarter Review of
January 2008. It also added that since January
2008, the upside pressures from international food
and energy prices appeared to have imparted a
degree of persistent upward pressure to inflation
globally. On the domestic front, the outlook
remained positive up to January 2008, with some
indications of moderation in industrial production,
services sector activity, business confidence and
non-food credit thereafter.

I11.8  The initial forecast predicted a near-normal
rainfall in the 2008 South-West monsoon season,
suggesting sustenance of the trend growth in
agriculture. The Statement noted that the expected
decline in world GDP growth in 2008 in relation to
the preceding year could temper the prospects of
growth in the industrial and services sectors at
the margin, although the underlying momentum
of expansion in these sectors was likely to be
maintained. In view of this overall macroeconomic
scenario, the APS placed real GDP growth during
2008-09 in the range of 8.0 to 8.5 per cent for
policy purposes, assuming that (a) global financial
and commodity markets and real economy would
be broadly aligned with the central scenario as
assessed at that stage; and (b) domestically,
normal monsoon conditions may prevail. In view
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of the lagged and cumulative effects of monetary
policy on aggregate demand and assuming that
supply management would be conducive, capital
flows had to be managed actively and in the
absence of new adversities emanating in the
domestic or global economy, the Policy Statement
indicated that the monetary policy endeavour
would be to bring down inflation from the prevailing
high level of above 7.0 per cent to around 5.5 per
cent in 2008-09, with a preference for bringing it
close to 5.0 per cent as soon as possible,
recognising the evolving complexities in globally-
transmitted inflation. The Statement also added
that going forward, the Reserve Bank would
continue to condition policy and perceptions for
inflation in the range of 4.0-4.5 per cent so that
an inflation rate of around 3.0 per cent became a
medium-term objective consistent with India’s
broader integration into the global economy and
with the goal of maintaining self-accelerating
growth over the medium-term.

1.9  The Statement also noted that money
supply remained above indicative projections
persistently through 2005-07 on the back of
sizeable accretions to the Reserve Bank’s foreign
exchange assets and a cyclical acceleration in
credit and deposit growth. In view of the resulting
monetary overhang, the Statement mentioned that
there was a need to moderate monetary expansion
in the range of 16.5-17.0 per cent in 2008-09 in
consonance with the outlook on growth and inflation
so as to ensure macroeconomic and financial
stability. Consistent with the projections of money
supply, the growth in aggregate deposits for 2008-
09 was placed at around 17.0 per cent or around
Rs.5,50,000 crore. Based on the overall
assessment of the sources of funding and the
overall credit requirements of various productive
sectors of the economy, the growth of non-food
credit, including investments in bonds/debentures/
shares of public sector undertakings and private
corporate sector and commercial paper (CP), was
placed at around 20.0 per cent for 2008-09
consistent with the monetary projections.
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[11.L10 Given the unprecedented complexities
involved and the heightened uncertainties, a
number of factors influenced the stance of
monetary policy for 2008-09. First, there was the
immediate challenge of escalated and volatile food
and energy prices, which possibly contained some
structural components apart from cyclical
components. Second, while demand pressures
persisted, there was some improvement in the
domestic supply response. Third, previous
initiatives in regard to supply-management by the
Government of India and monetary measures by
the Reserve Bank were in the process of impacting
the economy. Fourth, policy responses emphasised
managing expectations in an environment of the
evolving global and domestic uncertainties. Fifth,
monetary policy had demonstrated a resolve to act
decisively on a continuing basis to curb any signs
of adverse developments with regard to inflation
expectations.

[1.11  Inview of the macroeconomic conditions and
then prevailing inflationary condition, the Reserve
Bank continued with its pre-emptive and calibrated
approach to contain inflation expectations, and raised
CRR by 25 basis points to 8.25 per cent with effect
from the fortnight beginning May 24, 2008. This
followed the hike in the CRR by 25 basis points each
effective from the fortnights beginning April 26 and
May 10, 2008 respectively. The Reserve Bank
announced on June 11, 2008 an increase in the repo
rate under the Liquidity Adjustment Facility (LAF) by
25 basis points to 8.00 per cent from 7.75 per cent
with immediate effect.

.12 Inflation, based on variations in the
wholesale price index (WPI) on a year-on-year
basis, increased to 11.05 per cent as on June 7,
2008 from 7.75 per cent at end-March 2008 and
4.28 per cent a year ago. At that juncture, the
overriding priority for monetary policy was to
eschew any further intensification of inflationary
pressures and to firmly anchor inflation
expectations and to urgently address aggregate
demand pressures which appeared to be strongly
in evidence. Accordingly, the Reserve Bank
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increased the repo rate under the LAF from 8.00
per cent to 8.50 per cent effective from June 25,
2008. The CRR was also raised by 50 basis points
to 8.75 per cent in two stages, 25 basis points each,
effective from the fortnights beginning July 5 and
July 19, 2008 respectively (Table 3.1).

First Quarter Review 2008-09

I11.L13 The First Quarter Review of the Annual
Statement on Monetary Policy for 2008-09 (July 29,
2008) noted that after the announcement of the
Annual Policy Statement in April 2008, global as
well as domestic developments on both supply and
demand sides pointed to accentuation of
inflationary pressures, especially in terms of
inflation expectations. In an environment of surging
global inflation, and with domestic inflation also
rising to a 13-year high, the Reserve Bank noted
with concern that inflation had emerged as the
biggest risk to the global outlook, having risen to
very high levels across the world, not generally
seen for a couple of decades.

.14 The First Quarter Review stated that
inflation was expected to moderate from the then
high levels in the months to come and a noticeable
decline in inflation was expected towards the last
quarter of 2008-09. Accordingly, it emphasised that
while the policy actions would aim to bring down
the prevailing intolerable level of inflation to a
tolerable level of below 5.0 per cent as soon as
possible and around 3.0 per cent over the medium-
term, at that juncture a realistic policy endeavour
would be to bring down inflation from the then
prevailing level of about 11.0-12.0 per cent to a level
close to 7.0 per cent by end-March 2009. It stated
that taking into account aggregate demand
management and supply prospects, the projection
of real GDP growth of the Indian economy in 2008-
09, in the range of 8.0 to 8.5 per cent as set out in
the Annual Policy Statement of April 2008, might
prove to be optimistic and hence, for policy
purposes, a projection of around 8.0 per cent
appeared to be a more realistic scenario, barring
domestic or external shocks.
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Table 3.1: Movement in Key Policy Rates and Reserve Requirements

(Per cent)
Effective since Bank Rate Reverse Repo Rate Repo Rate Cash Reserve Ratio Statutory Liquidity Ratio
1 2 3 4 5 6
March 31, 2004 6.00 4.50 6.00 4.50 25
September 18, 2004 6.00 4.50 6.00 4.75 (+0.25) 25
October 2, 2004 6.00 4.50 6.00 5.00 (+0.25) 25
October 27, 2004 6.00 4.75 (+0.25) 6.00 5.00 25
April 29, 2005 6.00 5.00 (+0.25) 6.00 5.00 25
October 26, 2005 6.00 5.25 (+0.25) 6.25 (+0.25) 5.00 25
January 24, 2006 6.00 5.50 (+0.25) 6.50 (+0.25) 5.00 25
June 9, 2006 6.00 5.75 (+0.25) 6.75 (+0.25) 5.00 25
July 25, 2006 6.00 6.00 (+0.25) 7.00 (+0.25) 5.00 25
October 31, 2006 6.00 6.00 7.25 (+0.25) 5.00 25
December 23, 2006 6.00 6.00 7.25 5.25 (+0.25) 25
January 6, 2007 6.00 6.00 7.25 5.50 (+0.25) 25
January 31, 2007 6.00 6.00 7.50 (+0.25) 5.50 25
February 17, 2007 6.00 6.00 7.50 5.75 (+0.25) 25
March 3, 2007 6.00 6.00 7.50 6.00 (+0.25) 25
March 30, 2007 6.00 6.00 7.75 (+0.25) 6.00 25
April 14, 2007 6.00 6.00 7.75 6.25 (+0.25) 25
April 28, 2007 6.00 6.00 7.75 6.50 (+0.25) 25
August 4, 2007 6.00 6.00 7.75 7.00 (+0.50) 25
November 10, 2007 6.00 6.00 7.75 7.50 (+0.50) 25
April 26, 2008 6.00 6.00 7.75 7.75 (+0.25) 25
May 10, 2008 6.00 6.00 7.75 8.00 (+0.25) 25
May 24, 2008 6.00 6.00 7.75 8.25 (+0.25) 25
June 11, 2008 6.00 6.00 8.00 (+0.25) 8.25 25
June 25, 2008 6.00 6.00 8.50 (+0.50) 8.25 25
July 5, 2008 6.00 6.00 8.50 8.50 (+0.25) 25
July 19, 2008 6.00 6.00 8.50 8.75 (+0.25) 25
July 30, 2008 6.00 6.00 9.00 (+0.50) 8.75 25
August 30, 2008 6.00 6.00 9.00 9.00 (+0.25) 25
October 11, 2008 6.00 6.00 9.00 6.50 (-2.50) 25
October 20, 2008 6.00 6.00 8.00 (-1.00) 6.50 25
October 25, 2008 6.00 6.00 8.00 6.00 (-0.50) 25
November 03, 2008 6.00 6.00 7.50 (-0.50) 6.00 25
November 08, 2008 6.00 6.00 7.50 5.50 (-0.50) 24 (-1.00)
December 08, 2008 6.00 5.00 (-1.00) 6.50 (-1.00) 5.50 24
January 05,2009 6.00 4.00 (-1.00) 5.50 (-1.00) 5.50 24
January 17,2009 6.00 4.00 5.50 5.00 (-0.50) 24
March 05,2009 6.00 3.50 (-0.50) 5.00 (-0.50) 5.00 24
April 21,2009 6.00 3.25 (-0.25) 4.75 (-0.25) 5.00 24

Note: 1. With effect from October 29, 2004, the nomenclature of repo and reverse repo was changed keeping with international usage. Now,
reverse repo indicates absorption of liquidity and repo signifies injection of liquidity. Prior to October 29, 2004, repo indicated absorption
of liquidity while reverse repo meant injection of liquidity. The nomenclature in this Report is based on the new usage of terms even for

the period prior to October 29, 2004.

2. Figures in parentheses indicate changes in policy rates/ratios.

I11.15 The First Quarter Review emphasised the
necessity of moderating monetary expansion and
revised the projection for indicative money supply
growth in the range of around 17.0 per cent in
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growth and

2008-09 in consonance with the outlook on
inflation so as
macroeconomic and financial stability in the
period ahead.

to ensure
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[1.L16 The First Quarter Review noted that in view
of the criticality of anchoring inflation expectations,
a continuous heightened vigil over ensuing
monetary and macroeconomic developments was
to be maintained to enable swift responses with
appropriate measures as necessary, consistent
with the monetary policy stance. Furthermore, in
view of the then macroeconomic and overall
monetary conditions, the First Quarter Review
announced an increase in fixed repo rate under the
LAF by 50 basis points from 8.5 per cent to 9.0 per
cent with effect from July 30, 2008 and an increase
of CRR by 25 basis points to 9.0 per cent with effect
from August 30, 2008.

I11.17 As the global liquidity crisis deepened in
September 2008, capital inflows dried up and the
demand for credit from the domestic banking
system increased, thereby aggravating the liquidity
pressures. In the wake of the emerging stress on
India’s financial markets as a result of the contagion
from the global financial crisis, the immediate
challenge for the Reserve Bank was to infuse
confidence by augmenting both domestic and
foreign exchange liquidity. Accordingly, the Reserve
Bank announced the first phase of measures on
September 16, 2008, including increase in the
interest rate ceilings on FCNR (B) deposits of all
maturities and on deposits under the NR(E)RA for
one to three years maturity by 50 basis points and
other measures to augment liquidity (for details see
Chapter 11.5, Box 11.27).

[11.18 Liquidity conditions tightened even further
after October 7, 2008 as contagion from the US
financial crisis spread to Europe and Asia. Globally,
money markets froze and the stock markets turned
highly volatile. Even coordinated policy actions by
monetary authorities in America, Europe, Asia and
Australia failed to inspire the confidence of financial
markets. In view of the persisting uncertainty in the
global financial situation and its impact on India,
and continuing demand for domestic market
liquidity, the Reserve Bank took further measures
in October 2008 including a cumulative reduction
of 250 basis points in the CRR effective from the
fortnight beginning October 11, further increase in
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the interest rate ceilings on FCNR (B) deposits of
all maturities and on deposits under the NR(E)RA
for one to three years maturity by 50 basis points
each and other measures to enhance availability
of liquidity in the financial system (for details see
Chapter II.5, Box 11.27). On October 20, 2008 in
order to alleviate the pressures on domestic credit
markets brought on by the indirect impact of the
global liquidity constraint and, in particular, to
maintain financial stability, the Reserve Bank
decided to reduce the repo rate under the LAF by
100 basis points to 8.0 per cent withimmediate effect.

Mid-Term Review 2008-09

.19 The Mid-Term Review of the Annual Policy
Statement 2008-09 (October 24, 2008) was set in
the context of several complex and compelling
policy challenges as the global financial crisis
witnessed unprecedented dimensions.
Governments, central banks and financial
regulators around the world responded to the crisis
with aggressive, radical and unconventional
measures to restore calm and confidence to the
markets and bring them back to normalcy and stability.

I1.20 The Mid-Term Review highlighted that
India’s financial sector continued to remain stable
and healthy. All indicators of financial strength and
soundness such as capital adequacy, ratios of non-
performing assets (NPA) and return on assets
(RoA) for commercial banks were robust. The
Review also noted that the global developments,
however, had some indirect, knock-on effects on
domestic financial markets.

.21 The Mid-Term Review noted that the
measures taken since mid-September 2008
substantially assuaged liquidity stress in domestic
financial markets arising from the contagion of
adverse external developments. The total liquidity
support through reductions in the CRR, the
temporary accommodation under the SLR and the
first instalment of the agricultural debt waiver and
debt relief scheme was of the order of Rs.1,85,000
crore. The Review further noted that the cut in the
repo rate effected on October 20, 2008 was



ANNUAL REPORT

expected to ease the conditions in the money and
credit markets, restore their orderly functioning and
sustain financial stability.

.22  The First Quarter Review of July 2008 had
placed the projection of real GDP growth in 2008-
09 at around 8.0 per cent for policy purposes. The
Mid-Term Review noted that since then there had
been significant global and domestic developments,
which rendered the outlook uncertain, suggesting
increased downside risks associated with this
projection. Taking these developments and
prospects into account, the Mid-Term Review
revised the projection of overall real GDP growth
for 2008-09 to the range of 7.5-8.0 per cent.

.23  The Mid-Term Review assessed that inflation
would remain a concern and emphasised that the
Reserve Bank would keep a strong vigil on inflation.
Keeping in view the supply management measures
taken by the Central Government and the lagged
demand response to the monetary policy measures
taken by the Reserve Bank over the last one year,
the Review maintained the earlier projection of inflation
of 7.0 per cent by end-March 2009 for policy purposes.

.24 The Mid-Term Review noted that India’s
balance of payments till then reflected strength and
resilience in a highly unsettled international
environment. Assessing the various factors
affecting balance of payments, the Review expected
somewhat higher current account deficit in 2008-
09 than in the preceding year, but it also expected
enough capital inflows to meet the external
financing requirement in 2008-09.

I11.25 The Review expressed the Reserve Bank’s
concerns about the depth of global financial crisis
and its endeavour to remain proactive, and take
measures to manage the unfolding developments
by easing pressures stemming from the global
crisis. Against the backdrop of the ensuing global
and domestic developments and in the light of
measures taken by the Reserve Bank over
September-October 2008, the Bank Rate, the repo
rate and the reverse repo rate and the cash reserve
ratio (CRR) were kept unchanged.
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I11.26  Early signs of a global recession became
evident by late October 2008 as global financial
conditions continued to remain uncertain and
unsettled. Globally, commodity prices, including
crude oil prices, began to abate which reduced
domestic inflationary pressures. It was also
important to ensure that credit requirements for
productive purposes were adequately met so as to
support the growth momentum of the economy.
Accordingly, the Reserve Bank announced a series
of measures on November 1, 2008 including
reduction in the repo rate under the LAF by 50 basis
points to 7.5 per cent with effect from November 3,
2008, reduction in the CRR by 100 basis points to
5.5 per cent of NDTL and the relaxation of the SLR,
on a temporary basis earlier, was made permanent
and reduced to 24 per cent of NDTL effective from
November 8, 2008. By mid-November 2008, there
were indications that the global slowdown was
deepening with a larger than expected impact on
the domestic economy, particularly for the medium
and small industry sector and export-oriented units.
In the context of these developments, for
augmenting rupee and forex liquidity, and
strengthening and improving credit delivery
mechanisms, the Reserve Bank announced
measures on November 15, 2008 including
increase in interest rate ceilings on FCNR(B) and
NR(E)RA deposits by 75 basis points each to Libor/
swap rates plus 100 basis points and Libor/swap
rates plus 175 basis points, respectively. On a
further review of the then prevailing liquidity
conditions, the Reserve Bank again announced
measures for liquidity management and improving
credit flows on November 28, 2008.

.27 The global outlook deteriorated further
during December 2008 indicating that the
recession would be deeper and the recovery
longer than anticipated earlier. With indications of
slowing down of the domestic economic activity
while inflationary pressures abated significantly,
the Reserve Bank initiated a series of measures
on December 6 and 11, 2008 which included
reduction in the repo rate under the LAF by 100
basis points to 6.5 per cent, reduction in the
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reverse repo rate by 100 basis points from 6.0 per
cent to 5.0 per cent, effective from December 8,
2008 and measures relating to refinance facilities
(for details see Chapter II.5, Box 11.27). These
measures were aimed at improving the credit flow
to productive sectors to sustain the growth
momentum.

[11.28  While domestic financial markets continued
to function in an orderly manner, India’s growth
trajectory was impacted by the global recession.
The Reserve Bank’s monetary policy stance
recognised the concerns over rising credit risk
together with the slowing of economic activity which
appeared to affect credit growth. Accordingly, in
order to stimulate growth, the Reserve Bank took
the following measures on January 2, 2009: (i) the
repo rate under the LAF was reduced by 100 basis
points to 5.5 per cent with effect from January 5,
2009; (ii) the reverse repo rate under the LAF was
reduced by 100 basis points to 4.0 per cent with
effect from January 5, 2009; and (iii) the CRR
was reduced from 5.5 per cent to 5.0 per cent of
NDTL effective from the fortnight beginning
January 17, 2009.

Third Quarter Review 2008-09

[11.29 The Third Quarter Review of Monetary
Policy 2008-09 (January 27, 2009) was set in the
context of a deepening global crisis with persistent
uncertainty in the global financial system. There
was a rapid and marked deterioration in the global
economic outlook after the release of the Reserve
Bank’s Mid-term Review in October 2008. The
continued bad news from large international
financial institutions on a regular basis renewed
concerns about the time when the global financial
sector would attain a semblance of stability. There
was an emerging consensus that there might be
no recovery till late 2009; indeed, some outlook
suggested that the recovery might be delayed
beyond 2009.

[11.30 The Third Quarter Review, prepared in the
backdrop of rising effects of contagion from the
global crisis, observed that the Indian economy
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experienced a cyclical moderation in growth
accompanied by high inflation in the first half of
2008-09 and there was a distinct evidence of further
slowdown as a consequence of the global
downturn. The knock-on effects of the global crisis,
and falling commodity prices affected the Indian
economy in several ways. Access to international
credit continued to be constrained; capital market
valuations remained low; industrial production
growth slackened; export growth turned negative,
and overall business sentiment deteriorated. On the
positive side, the Review noted that the headline
inflation decelerated, though consumer price
inflation did not show any moderation. Also, the
domestic financial markets continued to function
in an orderly manner and in sharp contrast to their
international counterparts, the financial system in
India remained resilient and stable. The Review
further observed that although bank credit growth
was higher in 2008-09 (up to mid- January 2009)
than in the previous year, the flow of overall financial
resources to the commercial sector during April
2008-January 2009 declined marginally as
compared with the previous year. This was on
account of decline in other sources of funding such
as resource mobilisation from the capital market and
external commercial borrowings (ECBs).

[11.31  The Third Quarter Review noted that the
downside risks to growth had amplified since Mid-
Term Review of October 2008 because of
slowdown in industrial activity and weakening of
external demand, as reflected in decline in exports.
Services sector activities were likely to further
decelerate in the second half of 2008-09. Keeping
in view the slowdown in industry and services and
with the assumption of normal agricultural
production, the Third Quarter Review revised the
projection of overall real GDP growth for 2008-09
downwards to 7.0 per cent with a downward bias.
The Review emphasised that the fundamental
strengths continued to be in place and once the
global economy started to recover, India’s
turnaround would be sharper and swifter, backed
by India’s strong fundamentals and the untapped
growth potential.
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[11.32 Since the time of presentation of the Mid-
Term Review in October 2008, pressures on
commodity prices had abated markedly around the
world, reflecting slump in global demand. In the
domestic market, WPI inflation was already below
7.0 per cent, which was projected earlier for end-
March 2009. Based on the then available
information, the Review assessed the inflation rate
to moderate further in the last quarter of 2008-09.
The Review recognised that the headline WPI
inflation might fall well below 3.0 per cent in the
short-run partly because of the statistical reason
of high base, and the global trends caused by sharp
corrections from exceptionally high oil and
commodity prices prevailing in early 2008.

[11.33 The Review recognised that with the decline
in upside risks to inflation, monetary policy was
responding to slackening economic growth in the
context of significant global stress. Accordingly, in
the Third Quarter Review, for policy purposes, the
projection of money supply (M,) growth for 2008-
09 was raised to 19.0 per cent from 16.5-17.0 per
cent projected earlier.

[11.34 Based on the assessment of the global
scenario and the domestic economy, particularly
the outlook for growth and inflation, the Reserve
Bank in the Third Quarter Review maintained its
monetary policy stance of provision of comfortable
liquidity to meet the required credit growth
consistent with the overall projection of economic
growth. Furthermore, the Reserve Bank announced
that monetary policy actions would be aimed at
ensuring a monetary and interest rate environment
consistent with price stability, we