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THE WORKING OF THE RESERVE BANK OF INDIA For the Year July 1, 2010 to 

June 30, 2011* PART ONE: THE ECONOMY – REVIEW AND PROSPECTS I 

ASSESSMENT AND PROSPECTS The Indian economy returned to a high 

https://assignbuster.com/reserve-bank-of-india-annual-report/



 Reserve bank of india – annual report – Paper Example Page 29

growth path in 2010-11. However, challenges emerged as the year 

progressed. 

First, investment activity slowed in the second half of the year as business 

confidence was impacted by high commodity prices, tight monetary policy, 

political factors and execution issues. Second, while headline fiscal numbers 

improved during the year, the improvement was led by cyclical and one-off 

factors, leaving its sustainability in question. Third, though monetary policy 

was tightened through the year, inflation remained sticky on the back of new

pressures. It also turned broad-based in the later part of the year with cost-

push and demand-pull factors feeding into producer prices. This prompted 

the Reserve Bank to take aggressive policy actions during May-July 2011. 

Going ahead, global uncertainty, sticky inflation, hardening interest rates 

and high base, especially for agriculture, could moderate growth in 2011-12. 

On the other hand, though global commodity prices appear to have 

plateaued, inflation is likely to be elevated in near term and fall only towards

the later part of the year as monetary transmission works through further. 

For medium-term growth sustainability, it is important to rebalance demand 

from private and government consumption to private and public investment, 

while inflation is lowered on an enduring basis through better supply 

responses. Continued focus on development of infrastructure and agriculture

technology through public policy would facilitate improved supply response. 

I. 1 The Indian economy rebounded strongly in 2010-11 from the moderation 

induced by global financial crisis. However, several macroeconomic factors 

posed new challenges in 2010-11. 

https://assignbuster.com/reserve-bank-of-india-annual-report/



 Reserve bank of india – annual report – Paper Example Page 30

During the preceding year and a half, the Reserve Bank had to carefully 

calibrate its monetary policy as the global financial crisis and the consequent

slowdown in the global growth adversely impacted India’s real and financial 

economic conditions. Both, fiscal and monetary policies worked in tandem to 

pull the Indian economy quickly and firmly out of the slowdown. I. 2 Even as 

growth reverted to its trend, new challenges emerged. First, the headline 

inflation accelerated from the negative levels in mid-2009 to double digits 

during March-July of 2010. The whole of 2010-11 was marked by inflation 

persistence, with headline inflation averaging 9. 6 per cent. The Reserve 

Bank responded to the inflation challenge by raising repo rate seven times 

during the year by 25 basis points (bps) each. 

Despite these actions, inflation remained elevated due to both newer supply-

side shocks and demand factors. As input costs rose and were passed on 

substantially amidst strong consumption demand, inflation became 

generalised since December 2010. I. 3 In response to the generalisation, the 

Reserve Bank raised its policy rate – the repo rate – more aggressively in 

2011-12. It hiked the rate by 50 bps in * While the Reserve Bank of India’s 

accounting year is July-June, data on a number of variables are available on a

financial year basis, i. e. , April-March, and hence, the data are analysed on 

the basis of the financial year. Where available, the data have been updated 

beyond March 2011 based on information available till mid-August. 

For the purpose of analysis and for providing proper perspective on policies, 

reference to past years as also prospective periods, wherever necessary, has

been made in this Report. 1 ANNUAL REPORT May, 25 bps in June and again 
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by 50 bps in July. With this, operational policy rate has been raised by 475 

bps in less than 17 months since March 2010, when the rate hikes began. 

Monetary transmission improved considerably in the latter half of 2010-11 

after sustained tight liquidity prompted banks to raise deposit and lending 

rates. It continued into 2011-12, helping avert inflation gathering further 

momentum amidst high inflation expectations and persistence of pricing 

power of the producers, reflecting strong demand. I. Second, even as overall 

GDP growth increased supported by strong private consumption demand, 

investment slowed down during the second half of 2010-11 and has shown 

no signs of improvement yet. Considering that investment intentions in the 

new projects declined significantly in the second half of 2010-11 on a 

sequential basis, maintaining corporate investment levels in 2011-12 could 

turn out to be difficult. Corporate fixed investment, as captured by phasing 

details of the projects sanctioned financial assistance, which showed a seven

fold jump during 2003-04 to 200910, also turned flat in 2010-11, with a 

sharp dip in the second half. Public investment in relation to the size of the 

economy declined during 2008-09 and 200910. 

With revenue deficit, despite some improvement during 2010-11 remaining 

above the levels that prevailed during 2004-05 to 2007-08, fiscal space to 

support investment in the economy remains limited. This underscores the 

importance of focusing on quality of fiscal consolidation. Meanwhile, in an 

uncertain interest rate environment, it remains to be seen how far the 

momentum in investment can be sustained ahead. As such, in the short run, 

investment cycle can be elongated by focusing on better execution of 

pipeline investment and improved governance at all levels, internal and 
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external to a firm. Why did inflation persist and was this predictable? I. The 

year 2010-11 was marked by strong inflation exhibiting persistence on the 

back of elevated inflation expectations, spike in vegetable prices with 

unseasonal rains post-monsoon and rising global commodity prices that 

resulted in significant cost-push and demand-pull pressures since December 

2010. Drivers of inflation changed during 2010-11. Food products were the 

main drivers of price rise during April-July 2010, accounting for about two-

fifths of increase in WPI. Their share declined during AugustNovember, when 

non-food primary products turned out to be the main drivers. However, these

price pressures spilled over to manufactured non-food products during 

December 2010-March 2011, which accounted for 61 per cent of the price 

rise in this period. I. 7 Inflation became difficult to predict in face of this 

changing pattern, where new unforeseen price pressures emerged. 

The declining trend in inflation during first half of 2010-11 was disrupted by 

sharper-than-expected rise in global commodity prices and structural factors 

constraining the decline in food prices in spite of normal monsoon. An 

unforeseen spike in vegetable prices due to unseasonal rains followed the 

good monsoon. Finally, as inflation spilled over to the manufactured non-

food products, producers were able to pass on a large share of the input cost

pressures reflecting strong demand. Was monetary tightening adequate and 

did it help fight inflation? I. 8 Cumulative monetary tightening by raising 

operational policy rates by 475 bps since mid-March 2010 has been one of 

the sharpest around the world. Of this, hikes of 325 bps occurred during 

2010-11. 
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The hikes were in smaller but frequent doses as the frequency of scheduled 

policy decisions was increased to eight from four, enabling a smoother 

adjustment of the financial markets to monetary policy actions. The 

magnitude of these rate hikes was small 2 ASSESSMENT OF 2010-11 I. 5 In 

assessing the macroeconomic performance of 2010-11, some questions are 

central to the overall assessment as set out below. ASSESSMENT AND 

PROSPECTS as the nature of inflation was largely supply-driven for the larger

part of the year. Also, liquidity conditions were already unusually tight 

following the unexpectedly large 3G/BWA spectrum auction revenues that 

resulted in large government cash balances with the Reserve Bank for a 

major part of 2010-11. I. 9 Policy choices toughened during the second half 

of the year. 

Inflation had become generalised towards the later part of the year, even as 

the headline IIP growth numbers available then on the basis of old index 

(base: 1993-94) suggested a distinct deceleration. The Reserve Bank 

assessed that this deceleration was exacerbated by few volatile components.

The deceleration was much less if these volatile components were excluded 

from the growth. Furthermore, related indicators such as credit expansion, 

corporate profitability, exports and imports, trend in tax collections did not 

corroborate the slowdown. Monetary policy was tightened further in face of 

persistence of high inflation. However, the hikes remained small in quantum 

as headline and core inflation were expected to trend down. 

Also, uncertain inferences on growth due to data quality prompted a cautious

view. The new IIP numbers (base: 2004-05) released subsequently reinforced
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the RBI view that growth had not decelerated during the second half of 2010-

11. I. 10 In face of a series of supply-side shocks, monetary tightening 

helped to keep some check on the spillover effects and high inflation 

expectations. However, monetary policy was constrained by the 

extraordinarily large stimulus given in the wake of global financial crisis. 

Large surplus liquidity needed to be siphoned out first, before rate hikes 

could begin to gain traction. Both, the rate and quantum channels of 

monetary transmission were weak in the first half. 

Banks started responding to monetary signals in the second half of the year 

by raising deposit and lending rates, helping restrain inflationary pressures 

from spiraling up further. 3 Did the growth rebound of 2010-11 lose steam in 

the second half? I. 11 It is now clear that the growth did not lose momentum 

in the second half of 2010-11. IIP growth accelerated to 8. 2 per cent in 

2010-11 from 5. 3 per cent in the previous year. It grew at about the same 

pace in the second half as in the first half. I. 12 Agricultural growth 

rebounded in the second half due to record Kharif crop on back of normal 

monsoon. The consequent rise in farm incomes supported demand 

conditions and with linkages with industry and services, kept the overall 

growth momentum. 

Services remained buoyant, except ‘ community, social and personal 

services’ where policy-induced deceleration was visible as fiscal 

consolidation resumed. I. 13 Overall growth in 2010-11 is currently estimated

at 8. 5 per cent and is likely to turn higher after factoring in the new base IIP 

in the GDP data revisions. The above trend growth in 2010-11 was supported
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by strong aggregate demand conditions primarily emerging from high 

private consumption. As a result, the supply-side price pressures spilled over

to generalised inflation. Was the fiscal consolidation in 2010-11 temporary or

permanent? I. 14 Fiscal deficit ratios in 2010-11 turned out to be better than 

envisaged in the Union budget. 

Centre’s gross fiscal deficit (GFD) was 4. 7 per cent of GDP against 5. 5 per 

cent budgeted. Compared with a GFD of 6. 4 per cent of GDP in 2009-10, this

was a huge swing. I. 15 A qualitative assessment of fiscal correction during 

2010-11, however, raises concerns. Not only did the correction in revenue 

account reflect morethan-anticipated non-tax revenues from spectrum 

auctions, there has been a spillover of subsidy expenditure from the last 

quarter of 2010-11 to the current fiscal year. Although the share of capital 

ANNUAL REPORT expenditure in total expenditure increased in 201011 from 

2009-10, it was marginally lower than the budget estimates. 

In particular, capital outlay-GDP ratio fell short of the budgeted ratio in 2010-

11 and is still significantly lower than that achieved during precrisis period. 

Consequently, in outstanding terms, the Central government’s capital outlay 

(as ratio to GDP) as at end-March 2011 was lower at 12. 9 per cent than 13. 

8 per cent a year ago. I. 16 Improved fiscal position had a large temporary 

component arising from a business cycle upswing and one-off revenue gains.

This resulted in the improvement in headline deficit numbers. Not counting 

for the revenue proceeds of two main one-off items – spectrum auction and 

the disinvestment – the GFD/GDP ratio works out to be 6. 3 per cent of GDP 

during 2010-11. 
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Also, revenue buoyancy was supported by a cyclical upswing that led to 

above trend growth. So the one-off gains and higher growth in nominal GDP 

of 20 per cent against the budgeted 12. 5 per cent contributed largely to 

lower deficits, while the permanent component of fiscal consolidation was 

rather weak. I. 17 Clearly, a more enduring fiscal consolidation strategy that 

focuses on expenditure compression by restraining subsidies as well as 

revenue enhancement by implementing Direct Taxes Code (DTC) and Goods 

and Services Tax (GST) needs to be put into place without any further delay. 

Why did the CAD improve and is this improvement sustainable? I. 8 The 

improvement in the current account gap is more sustainable than the fiscal 

gap. The improvement came about by cyclical upswing in global trade and 

turnaround in invisibles. The Current Account Deficit (CAD) improved 

markedly in the second half of 2010-11 on back of a strong pick-up in 

exports from November 2010. Diversification of trade in terms of 

composition as well as direction helped in achieving strong export 

performance. Trade policy supporting exports through schemes such as 

Focus 4 Market Scheme (FMS), Focus Product Scheme (FPS) and Duty 

Entitlement Passbook Scheme (DEPB) also helped. I. 19 The CAD improved to

2. 6 per cent in 2010-11 from 2. 8 per cent in 2009-10. 

Going forward, there could be some pressure on CAD if the global economy 

weakens significantly and affects exports. With adequate foreign exchange 

reserves, India remains capable of handling any pressures emanating from 

the external sector in the near term. However, from a medium to long term 

perspective, it is important to improve resilience of external account by 

pursuing policies that shift the composition of capital flows so as to reduce 
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dependence on its volatile components. Augmenting FDI further could bring 

about a better balance between different components of capital flows and 

reduce the possibility of volatile currency movements and any pressure on 

reserves in the face of contagion risks. Have financial markets mitigated 

risks postcrisis? I. 0 Financial markets across the world have witnessed 

significant deleveraging in the post-crisis period. However, balance sheet 

risks still remain. Effective market discipline is not getting reestablished. 

Assurances that multilateral backstops have the capacity to facilitate an 

orderly deleveraging without triggering further fiscal or bank funding lack 

credibility. Against this backdrop, it is important to look at whether financial 

risks have been sufficiently mitigated in India, should another round of 

contagion occur. I. 21 A strong payment and settlement system architecture 

with central counterparties and Delivery versus Payment (DvP) is in place in 

India. 

While in the post-Lehman crisis, NBFCs and Mutual Funds came under some 

stress, banks proved to be largely resilient. Since then regulators have taken

several measures to strengthen regulation and supervision, increase 

transparency and reduce settlement risks for derivatives and other financial 

instruments. ASSESSMENT AND PROSPECTS Despite these measures there 

still remain areas of concern. I. 22 The OTC interest rate derivative market in

India display a significant degree of concentration, with domination by a few 

banks. The growth of derivatives as off-balance sheet items of Indian banks 

is also a source of risk. The absence of a liquid 3month or 6-month funds 

market has led to the absence of a term benchmark curve. 
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This is hindering trading in Forward Rate Agreements (FRAs) as also in 

swaps. However, recent emergence of a deep and liquid Certificates of 

Deposit (CDs) market with significant secondary market trading could 

alleviate this issue. I. 23 India continues to promote orderly development of 

the financial markets. In particular, efforts have been made to develop a 

vibrant interest rate futures (IRF) market to support long-term debt financing

in India. In March 2011, the Reserve Bank permitted IRF trading in 91-day 

Treasury bills with cash settlement in rupees. Guidelines for 5-year and 2-

year IRFs are being finalised in consultation with the Securities and 

Exchange Board of India (SEBI). 

Furthermor 
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