The Reserve Bank of india

d steadily. Now the RBI performs
{ promotional functions qs would
sion below:

savings and extending banking
RBI’s functions are not confined
of restrictive controls over the
pts to mobilise savings through
astitutions for productive purposes.
ng power, RBI has been putting
banks to open their branches in
. This has reduced the dependence
reas on indigenous bankers and
 adjust their activities according
> customers, particularly at smal]
banks have also done several
actices,

ty to depositors. A major obstacle

India was frequent bank failures.
indrance in mobilising deposits,
¢ objective of providing security
to establish the Deposit Insurance
62. In order to mobilise savings
role in the establishment of the
in 1964. To small investors the
he advantages of reduced risk,
nd expert management.

agricultural credit institutions.
tutional agricultural credit has
e RBI from its very inception. In
’s statutory obligation ever since
r, during the 1960s and 1970s it
developing agricultural credit. It
pment of short-term co-operative
o participated in the establishment
ce and Development Corporation
ional Bank for Agriculture and
JARD) was set up on July 12,
pital has been provided by the
ken over the entire undertaking

evelopment of specialised
finance. Though development
inance has not been a statutory
he context of planned economic
eat importance. Obviously of all
elopment, capital is of crucial
mercial banks avoid giving long-
his financial requirement of the
have specialised institutions of
dia got Independence, there was
ountry. Thus, at the initiative of
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the Centra] government, the RBI actively participated in

e Various specialised instiutions of industria]
India a; du:; uding th}’— Industrial Finance Corporation .of
Deval e State Flllanc_lal Corporations. The Ifxd.ustnal

elopment Bank of India was set up as a subsidiary of
Fhe .RBI' However, later on it was made an autonomous
Institution,

: S. Advisor to the government. We have earlier
Pom_ted out that the RBI, besides being a controller of
credit, is also an advisor to the government. The significance
f)f the RBI’s advisory function has considerably increased
in the context of government’s attempts to accelerate the
development process in the country. The Central government
asks for its advice not only on financial matters, but also on
general economic problems. As such, it plays a usefquole
in the development process of the country.

OF THE
INDIA

MONETARY POLICY
RESERVE BANK OF

E_The monetary policy refers to a regulatory policy
whereby the central bank maintains its control over the
supply of money for the realisation of general economic
goals';)Th'i'; concept of monetary policy may be right in the
context of developed economies, but in less developed
countries like India, monetary policy cannot remain confined
only to controlling the supply of money. In other words,
monetary policy, if it does not play any positive role, will
serve only a limited purpose. Viewing the Reserve Bank’s
monetary policy in this framework we find that it has been
designed to meet the particular requirements of India’s
developing economy. Aptly summarising the RBI’s monetary
policy, S.L.N. Simha has stated, “The Reserve Bank’s
responsibility is not merely one of credit restriction. In a
growing economy there has to be a continuous expansion
of money supply and bank credit and the central bank has
the duty to see that legitimate Credi requirements are met.
The Bank’s responsibility in the circumstances is mainly to
moderate the expansion of credit and money supply, in such
a way as to ensure the legitimate requirements of industry

and tr;dﬂ.and curb the use of credit for unproducti d
speculative_purposes. That is why the Bank has rightly
calledTis credit policy in recent years as one of controlled
expansion.” —
l TZe Chakravarty Committee had emphasised that
price stability, growth, equity and social justice, promoting
and nurturing new monetary and financial institutions
are important objectives of monetary policy in Iudia? The
difficulty in formulating and implementing mone Olicies
arises from the trade offs among various objectives which

need to be evaluated on a continuous basis. This cannot be
il
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of India signed an agreement on Febry,

568 Iis monetafy pOllcy reemen‘ has put in Place a mone’a’y po[' ] 20]5. ;
independently by the RBL. Th“’_c and social objectiV"jS ag;' ich makes flexible inflation targeting th'cyﬁam !

gon‘:o subserve the national econo‘::le Five Year Plans. is W the central bank. The Reserve Bank of Ine ficiy) )

asasenunciated from time (0 time in tmonetafy policy options 0{ 34 was amended in May 2016 to provide dia :;

puts an unusual °°“Str.a‘“:r;"p$:sures in India have oﬁ;n ;or the implementation of the flexible ing;‘_amto%%

¥ tion the : ; : o
of the i}:l.a T:Leeiﬂ:n growth of money S_‘":P;;”t;:tﬂow framework (for details on inflation targeti, B Pleas, B,
yaues restricti

dverse effects of section ‘Inflation Targeting: Urjit Pate] Commifge, ;“u‘.g
Doy

i 1
has dissuaded the RB
gio“:vl;ﬂ::ted to achieve the of Chapter 44). .
e in a country like India the The Monetary Policy Process. Sectjop o )

t be restricted to regulation  amended RBI Act, 1934 provi@es for an €Mpowerey
has to be admitted  member Monetary Policy Committee (MPC) to be o S
wth should be the by the Central Government by notification in the O .
two basic objectives of the economic policy in _India and  Gazette. Acf:ordingly, the Central Governmentins
regulation of money supply is necessary to achieve these 2016 constituted t'he MPC. T.he MPC f!etel'mines the o
objettives. interest rate required to acmfeye the inflation target

Y. Venugopal Reddy has however remarked, “In India, ~ Reserve Bmk’s Mon'etary Policy Department (MPD) gy
monetary policy has always emphasised the objectives of  the MPC in formulating the monetary policy. The Figg.
price stability and growth. What this, in effect has meant ~ Markets Operations Department (FMOD) Operationali
in practical policy setting is formulating a balance between  the monetary policy, mainly through day-to-day liquidiy
the two objectives depending on the evolving situation but  management operations. The Financial Markets Commitee
in the broad context of keeping the inflation rate withina ~ (FMC) meets daily to review the liquidity conditions 0%
reasonable bound.” Critics have sometimes argued that  to ensure that the operating target of monetary poliy

commitment to price stability is not demonstrable in the (weighted average lendin i i
nt o . g rate) is kept close to th
absence of inflation targeting. However, accordingto Reddy,  repo rate. : ° =

“The position of the RBI has been that the commitm
: tion ¢ ent to ituti i
price stability in India must be derived from three sources D ot ol e N: 8 Jedid

— policy statements, policy actions and, above all, the gdwsory Cominee (T:AC) = monetal"y policyw.ith b
policy otftcomes, S om monetary economics, central banking, financial markes
and public finance advised the Reserve Bank on the stanc
of monetary policy. However, its role was only advisoryin

nat%lre. With the formation of MPC, the TAC on monetary
policy ceased to exist.

el i ; Money Supply i ; : hoth
circulati Various types of money in m{_é,mu‘l@a- In India, presently
o0 in the country. In certaip countries, the ly CUTeNCY TOTES and cheques are used for payment purposs
medium of exchap PEr money) is the predominant _ CC.MS CONStitute a very small part of money supplyint®
ge. In oth : n p ¥
€ countries, the place of legal cA(;u:::yI\::ri}:l;ely angl?‘:,h used il’or making smlall( :;y)ﬂil:“;
’ » the total money supply (M,)!
former type of Monetary Country was ¥ 26,10,567 crore. M, is money supply in

Englanq and the Upjteqd Shine the latter s 1o be found in narrow sense. Jt includes (j) currency with the publ!c,
: monetary (if) demand deposits with banks, and (iii) other depos®

need to prevent the advers
of bank credit on economic
from taking action on a sca
desired stability in prices. Thus
thrust of monetary policy canno '
of money supply alone. Nonethele§5, it
that the price stability and economic gro

US rese; inance of i
Titish o:n [t}’,les 'he French Monetary g siegal tender money zvuh the Reserve Bank of India, The last one is a Ve
The Uy; “iican, Yoiem rather than the azﬂ;ponem of M, and is thus not considered in any mor¢
c | a G
2004 g e Ot Repory g With thy O March 31, 2016, the amount of cu™*?
h targeing 2;::pn fa policy Ofinntllm'ed in January - amopubhc was ¥ 15,98,095 crore and demand de‘posl
::ib““y 3 an ungmpig, <Y Policy to a;:n? largeting,  public angnt;ed t X 9,97,021 crore. The currency o
\ . T . . o
mﬂ::; ney AN an 0u: nd sustajng e goallev; Price  for 61.2 pere e siepositwith the banks B8 accsuPP
Colnmil: 10 accorgnor it EXpectationg o Which the (M.) res cent and 38.2 per cent of the money ey
146 e Reserye B:r:th t;le rec"“‘mendat?m e ]PEr c[;e:tl\;‘ely, Other deposits with the RBI w;r;ond
ofIndia ang g, o 008 Of the At of M,. Nowad der concept o1 ™
the suppl : 1 adays a broader conce] Sit
Govemment wilt)ll: g;;iat iMs 18 used. M, includes M, and tim® i;pow’s
S. :

S on March 31, 2016, the amount f
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<1379 crore of which time deposits with the bamis
(eI R

Sty SC0ROmICS, comtrof o]-.-q sappy
;nﬁ”. control of the supply of curremcy amd
"-—'}
B e Lo

chumnmzm?
BANK OF INDIA

wqmmﬂmﬁ.r\sw
gier coms coosunse 3 very small pan of moacy supply i
e ey 2 special FICESITSS are ot needed 10 regalase
spﬁy,R@mN@molm'mi&
yocwer. Wry mmporamt and the RBI enjoys
goer 2 issee hem. There is 2 separate Issue Department
1 5 RBI for ssmmg currency notes. The RBI caa issae
v gwast 0f DO 0n the basts of reserves maintained i
& iz of 2old bellion. foreign securites, rupee coims,
o= e and Treasury bills. The oaly condition that
o be sunsiied is that at DO time the gold and foreign
aamee reserves should 211 below T 200 crore, of which
sk eerve mmst always be of T 115 crore. This system
£ isme imberently suffers from inflationary tendency.
The mechanics of note issoe IS rather simple. When
iz 18I wanss © IS0 cumTency notss. 1t generally transfers
e foveien secaities or rupee securities or both from the
Jmime Departzment to the Issue Department. k has to be
=mneed = this context that the amount of note issue will
xamal © the amoumt of securities received by the Issue
Jgetment from the Banking Deparmment. The RBI is
owed @ iSsee motes akso on the basis of reserves
=mined @ the form of Treasury bills. When the RBI
RS comractionary policy, it reverses the above process.
< SRS are transferred from the Issne Department o
iu'!&pumzndthecunmcymofmeqml
=0 & withdrawn from circulation. The success of the
R‘%gﬂrsu;p!_vofamuxyhsbemw
"-.!‘ki‘mdmwemtmﬁlﬁonomthe
:"ﬁ!&tbdhﬁonofis&ikneinmismgld
& = Fspcnshble for the inflation. In their opinion. &
Ny Pictely subservient to the government, it
Ny, = independent policy when the government
h"ﬁ;dhdcﬁcﬁﬁnmdngmﬂamionsm
y.,q.':l”s-\,d::cmmmumc Federal Reserve
Ny , - 22000mous institution and is thus the sole
ilm?m“l}ﬂhcsimaﬁonis,hom,diﬁ‘umn_n
‘nw'f’fhisﬂlecenuﬂbmkinthiscomuyfs
¥ monomous monetary institution. It i

:"".-l!ohhiumhl-y-u—d-m

@ Cemtral government decsdes 1o borrow from &
M&hgvﬁmnmmm»hm
ﬁ“&ml&r}'m‘u&mmmmu&tﬂ
ﬁu&m‘i‘&:mw_\xmn\kof&mlls*
MOBETTY 2uhociny Ras Rac been undermined by the
Sovermment i 2 practice, there are rwo momctary ssthonnes
m Country. These are the Central govermment and the
RBLBenmiaem&Ceu-u SOVETIMDEDE IS mOre
Powertal

THE RESERVE MONEY (RM)

- h.adulo—&as:ndtb:mkofth:\m‘ mOoDStary
msttanons and the goverament in determinine the sapply
of money. it is necessary ® wnderszand the comcept of the
'l\eRmn.\l-ega-d.\h-qu

The reserve momey is often referred o in mometary
ecomomics a3 high powered money, basic moncy. primary
moncy or monciary base. The ability of the bankine system
0 create depesit money depends on the amount of reserve
moncy available and the portion of it which public holds
in the form of cwrremcy. In India. the reserve mopey
represents those habihines of the RBI and the sovernment
which are considered w be cligible as reserves w be held by
banks for the parpose of deposit moaey creation. Genenally,
currency Esbilities of the RBI and the Central Governmens
are coasidered eigible for being beld as benk resenves ©
oflheRBlcousisofm-)'m\mhﬁhgumm
BOKS) the curreacy Lisbilities of the Central government
coasist of rupee coms and notes and small coms. Coins are
not the hisbilities of the RBL The RBI performs only the
task of issuing them on behalf of the government. Currency
Habilities of the RBI and the government are thus the sum
total of currency with the public, banks' reserves consisting
of cash with banks and benkers" deposits with the RBI and
‘other’ deposits with the RBL "Other’ deposits with the
RBI are habilities of the RBI to the non-bank sector and are
thus in their character equivalemt © currency with the
public. They are very much relevant o deposit money
creation. Hence, m India, ghe the reserve
mmwmim
with the RBI and (i) other depasis with the RET. In India,
cam&G& m circuhition S e BiggeSt component of the
reserve money. The share of currency m circulanion was
63.0 per cent in the total reserve money on March 31, 1991.
It rose © 763 per cent on March 31, 2016, Bankers'
ms‘ﬁhmtkﬂlsmemhahwunxmcmof
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Reserve Bank of Indiq Act, 79 34
resery in the reserve mont?y was et de g I - .
% . tm: 3;:::: ;III?TWI. It, however, declined to m:h ect':,a il RB l::s beer i
o Pﬂmt 0n March 31, 2016. ‘Other’ deposits with the N .
23.0 per cent o > . Strun

Wey
; ; Cregjp .
the former; the latter hag 8Iven it aqgy; Ontyy
- f the reserve mOHCY‘ _ 3 °nal
RBlisa mtle:m:ly (S)n;al;:: c:el:fo:: l:;: reserve money on  some other direct methods of credit e 4 po
It accoun or 0.

o5 af

the combined legal PIovisiong under the t:/nolxt:
March 31, 2016. I's powers to ¢ :
o the concept of the reserve money, th?tn e RBreheﬁ:ive Like a(;mmtlhthe Patlking *memﬁ”
- Ha\mcgompondﬁcm:and the rates at which it has grown fairly comg) A take al 79 °T Centry the
iyt uld be pertinent to explain the roles ~ esorts to 6 mamhp Ations, Market g, - b
o ‘.&pnl 178 iy ‘o}:lesn;: its creation. In India, TSheve requiremment: c 208€S, direct acti M
ofvano.m moncm}f" msum:y Dotes and coins. Currency credlt and moral suaslon.- Apart f n °mplo}'in8 the,
currency consists ob currefntil 2 clesilation sof tmdmona.l methods of credit control, it i, Y ing
mmbezmisuedm;)' :l;: ;BLemgst, coins and one  commercial banks’ lending pojicy, Ttes of ingepegy
are g

R be 1S Of intereg o
Tupee notes which are being issued by the Centrg] government  SECurities against loans apq Portfolio distribugigy, 0

] The main reason for this appalling sty f aﬂ"?i::j_? ,;
'S Dot correct. In the forma] sense, the RBI s the curren underdeveloped character of the Indiap money maryy ks
Dotes issuing authority. But since jt 1S under a statutory  pointed out earlier, the ¢ i
obligation 1o buy all the Treasury bilg which are

; the past is mainly on accoyg ofis
deposits with the RBI are not made voluntarily by the control over the modern sector of the money market. In the
banks. Their amoup; on the statutorily determipeq following Pages, we sha]| consider the effectivenegs of
cash reserve ratio ang the amount of demand and time various tec i

WEVeT, remain a major  The Bank Rate Policy
Bank rate is gpe re-discounting rate that RBI extenis

f reserve money ang commercial papers gnq any other approved "“"M.“T:
POTtion of it which the Public holds in the form of currency, effectiveness of the bank rate policy dep S el 1y
» bank reseryes have 3 residual character. Another  three factors: () that the commercial bank.s mn th,e,w;m
factor whicp, ines the ability of the banking syster should not pe averse to availing rediscounting facility
0 create depogiy ultiplier, whjc

JR (2
hdepends  the central bank; (i) that banks do not mamtam anz;:xinm
© required reserye.  cagp Teserve againgt deposits and thus if extra

tios
demands are mage by the depositors, they have 0 o
Thqmq,dcp: it ratio in [og;

March 1956 (deprc - s

itm
“ncy-deposit Tatio ang
deposit ratiq,

% ¢ satis
10 0.16 in  as per the legislation, [ ast two condxtl_ons :;is ni‘; ;
81owth of hap) deposits  in Indig, In the firgt place, the commercial b cial assis®
ing facilitieg. The Dot mych dependent on the RB] ﬁor ﬁz:lged bill maﬂb‘
' * My where M, is broag Secondly, jn the absence of a we org
16 .m reserve mopey) had, therefore 4

: ich ¢&?
T risen from  they Jack adequate quantity of eligible bms';?il“ o(‘,ﬁ
% 8t end-Marcp, 2016, Tediscounteq from the RBI, Proper orga'ma P"wqmy
Varioug Components of the money m“ketol;cy- It
2ESERVE 5, OF INDI4 The bank rate was 10 pelio (:nur;zfy 4 l91917"‘”
m Was raised 4 1) per cent effective fro g
o e cragy o has porkof the R, <o

ber 8, onsY
T 10 12 per cent effective from ?e‘::;‘ o inflat!
nder the  Was believed ¢, be necessary to coun

: and
3 1.35 at eng. eXcept that they rediscount bills from theﬁ‘;;“:ﬁ:::h i
: _quOﬂts n ﬂiis(-‘Ompu O represent aggregate (i) that banks must hold adequate quan tral
deposiu “hich are efipeg 3 demand deposi Plus time  instrumenys v, ich will be rediscounted by the cen
S Sine the it g Y declineg 1o 14

sulting f,

Money

y
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powever, under the conditions that prevaileq in
#Qm;c cals ARG, AEEe n.Ot a very efficient
oS- “ regulate the supply of credit and oy
nfd‘“.{ of the bank rate was often underlined by the
o (his area. Making his observations on the effects
y Rgl‘s pank rate changes on the Indian money market
At amount of credit, B. Rama Rao, a former bl
’?d “RBI nad stated, “The increase in the bank rate i
gnded 10 be @ warning signal, for apart from i
W ological effect 1 doubt if under Indian conditions q
ﬁ“‘f"wofmmmhmw@mm P
inflationary situation.”

sank rate is currently 6.25 per cent. As a policy rate,

1is now defunct and the RBI now focuses only on one
Market Operations S 65

The technique of open market operations as an
smmeat of credit control was developed much later. In

4, the need for open market operations was felt only
sien the bank rate policy turned out to be a rather weak
amument of monetary control. Some monetary economists
af bankers assert that bank rate policy and open market
yerations are complementary measures in the realm of
ametary management. In India whereas bank rate changes
were found to be rather ineffective due to the underdeveloped
sure of the money market, importance of open market
merations has always been recognised. As the government
wearities market is fairly well developed in the country,
i environment for open market operations is quite
wdsct purchase and sale operations in the government
wriies, treasury bills and other approved securities.
T RBI is also empowered to buy and sell short-term
wamercial bills. In India, since government securities are
mdmnantly held by instifutional investors, notably banks
® msurance companies, deatings of the RBI in regard to
¥ market operations are mostly confined to thern.)
. Thearetically, the technique of open market operations
"erior to bank rate policy. For the success of open
.hﬂfaaﬁons, the central bank has not to depend on the
|ty of commercial banks as it happens in the case
'hfh::emhcy' Retaining initiative in its own.handS, 1t
Nty the reserve position of the commercial banks
| Yo their capacity to advance credit. Open market
W & also considered superior to both CRR and
: *‘SCRRthey can be used as and when need arises
| ey e ad SLR are only altered in RBI's bx-fnonthly
ity SOIA They are also long-term in nature Since the
"M Or bought have maturities which are more
¢ 2 small hike in either the CRR or the SLR

A
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Wwould h

ar: ;:::xlx{i short-term effects. Moreover, while CRR and
respect to the n:tn :lon consumers as they are calculated with
includes savipes acemand and time liabilities (NDTL) (that
operations do not h counts, fixed deposits, etc.), open market
such as these Fo ave such constraints. On account of reasons
“Open m&rk;.t ederal Reserve of New York has observed that
flexib] Operations are by far the most powerful and

Xible tool of monetary policy”.

The Cash Reserve Ratio
The cash reserve ra

s tio (CRR) is a portion of the
f::tkfh NDTL (net demand and time liabilities) or deposits

% thei? are required to maintain with the Reserve Bank
i g’l{gﬁed_cm_'rem accounts. This money earns no

. » Which is maintained on a fortnightly basis, is
a ‘00_1 th.at the central bank uses to manage money supply
and liquidity in the market. A high CRR means banks have
less to lend, which curbs liquidity; a low CRR does the
?PPOSlte. Under the RBI (Amendment) Act 1962, the RBI
is empowered to determine CRR for the commercial banks
in the range of 3 to 15 per cent for the aggregate demand
and tim'e Iiabilitie—s._Tﬁs's_t'?cmWUT credit control was
used quite often during the 1970s and 1980s for controlling
inflation. In the late 1980s, there was rapid growth of
liquidity and thus the CRR was raised from 10 per cent to
15 per cent. For four years, the CRR remained unchanged
at 15 per cent (this meant that for every ¥ 100 deposit that
a bank held, ¥ 15 had to be kept aside with RBI).

The Narasimham Committee which submitted its report
in November 1991 did not favour use of CRR to combat
inflationary pressures. In its opinion, a high CRR adversely
affected bank profitability and thus pressured banks all the
time to charge high interest rates on their commercial
sector advances. The CRR was thus brought down from a
peak of 15 per cent in 1994-95 to 8.0 per cent in 2000-01.
In October 2001, it was reduced to 5.5 per cent. CRR was
reduced to 4.5 per cent effective from June 14, 2003. All
these reductions of CRR freed cash balances and the lendable
resources of the commercial banks. However, in a bid to
control inflationary tendencies in the economy, the CRR
was subsequently raised in stages. The final increase was
made in August 2008, when CRR was raised to 9.0 per
cent. Thereafter, it was again reduced in stages. The final
reduction was carried out on February 9, 2013 when CRR
was brought down to 4.0 per cent. _ v

T/he Statutory Liquidity Ratio

Apart from keeping a portion of deplositg with "h‘? RBI
as cash, banks are also requi‘red to maintain a minimum
percentage of their deposits with them at the end of every
business day, in the form of gold_, cas.h,_ government bond,?,,
or other approved securities. This minimum percentage is
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: racn

called the statutory liquidity rang (SLRg. ale: :mﬁ:eml-i}; Jballl'lgttl)es
is the percentage of net eman

?NLSTIE); in l:::her words, bank deposits, that must be used

e i ial commoditi Pecyy
.0 per  hoarding of essentia €5 and chgg b,

) : . The current SLR ratio is 20.0 : : CX undy,
to buy s;fe;nﬁed a:sse:at f:rcevery Z 100 deposited in a fhe pnces:i. Hlowgver, p;nior to May 1956, the Rﬂlm
oend w_hlc o T 20.0 in any of the asset classes mtrod.uce ol controls, thoy the gpe, ™
bank, it h:s ;& ;nvest ) -.’.? 20\g — SLK = | %257, hoarding of foodgrains and essential ray, mateﬁa?:“%
. : — b o -~
appm:::xayvs SLR While CRR is maintained in cash with  Steep rise in their prices warranted they, A

RBI, SLR is maintained in liquid form with banks themselves

ties. The
in the form of gold or appro A Securities.
;)mpbs“e'of maintaining SLR with banks themselves is to

ensure that they can meet any unexpected dem@:in from
depositors at short notice by selling the bonds.“Another
difference between CRR and SLR is that while banks earn
interest on their SLR deposits, they do not earn any returns
from the money parked in the form of CRR. However, both
CRR and SLR are reserves. A higher reserve requirement
through either of them reduces the resources available with

a bank to lend.

The Banking Regulation (Amendment) Act 1962,
provided for maintaining a minimum SLR of 25 per cent by
the banks against their NDTL (net demand and time liabilities).
The Amendment Act also empowered the RBI to raise the
SLR upto 40 per cent if it is considered necessary to control
liquidity. The RBI used this power to raise SLR quite often
during the 1970s and 1980s. Effective from September 22,
1990, SLR was made as high as 38.5 per cent of the
commercial banks’ net demand and time liabilities, The SLR
remained at this level upto March 31, 1992. There were two
reasons why the RBI had raised the SLR for banks, First,
it reduced commercial banks’ ability to create credit and

thus eased inflationary pressures, Secondly, it made larger
resources available to the State.

The Narasimham Committee did not favour maintenance
of a high SLR. In its opinion, the SLR had become an
instrument in the hands of the government to mobilise
resources in support of the Central and State budgets,
Keeping in view the recommendations of the Narasimham
Committee, the government decided to reduce SLR in

stages from 38.5 Per cent to 25 per cent. The SLR was

lowered down to‘ 25 per cent effective from October 10,

1997. Thereafter, it wag againreduced in stages and
stands at 20.0 per ceny, * e

Selective Credit Control

Selective credit controjs are generall
credit for specific Purposes. In a

any other central

“amount of advances or %

banks in various countries, has been o

selective credit controls to regujase creditg, Specy-w 0y
i ivities. it can— e

of economic_activities. Thys, it a0 preyg, \ b,,%

The RBI relied mainly on three technigyes of )
oty

credit controls, viz., the determination of margiy g
for loans against certain securities; defermig ey

char@g_ 9{_ dgﬂiniﬁory_ jgtgrt_:st rates on cera oy
advances. Apart from these measures the R ey i
directions to banks in general or even some Particuly by
as to the purpose for which loans may or may not be g
While introducing selective credit controls the govempe
takes special precaution that the credit for producip,
movement of commodities and exports is not denied g5 i
may have serious repercussions on the performance of e
economy. The main thrust of selective controls is againy

speculative hoarding of essential commodities by traden,

For over 40 years, the RBI had extensively reliedon
the technique of margin requirements to check the hm. .
of essential commodities for it causes artificial scarcife
in the market and tends to raise prices. Since 197374 fx
more than two decades, stricter selective gontrols wett
imposed. The Credit Authorisation Scheme mtroduced
1965 was also a kind of selective credit control. Undﬂm
scheme, the RBI regulated not only the quantum b“‘l"
the terms on which credit flowed to the different lar¥
borrowers. The Credit Authorisation Scheme was
withdrawn as part of financial sector reforms.

In 1996-97 the selective credit controls were hbﬂ
on bank advances against a large number of p“c.eui
commodities. They have now been dispensed Wi

——/

ENT
SHORT-TERM LIQUIDITY MANAGEMET

. objectives of RS
As stated earlier, the two basic objectives 2 g
K's monetary policy have been vari

Bank’s mo een price stabil : " 3

The emphasis between these twin objectie ut situstio®
over time depending upon the evolving P""e':u develd
Initially, this was guided by the concept ,‘;.ﬁ,- l:';:]'
central banking crystallised in the First ™' (i
which required the Reserye_BQD—k.mr—eit%r’-{'@' s
framework for industrial as well as rural

co
e - — : rea! f
economic growth, | This reflected a WideSPr® 4y vt

id gro
that public investment could spur rapid & .

e 568l
massiv®
deficit financing which was undertaken Of
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Jblic inveslm?m caused intense j jonary
ssh op P t, inflation in 1970s trended up to around
WP s, In fach t this background, the Chakravarty
==t Agains ised that price stability should be
gper © (1 985) emph'f\SISe P 3 !
tee {27 objective of monetary policy with a
‘gominant itment to fiscal discipline. The case for
concomi"’,".' "0213; dominant — if not sole objective of
e stabilify athered momentum in the early years of
wry P°l'°.ya§-°n_ Although it had to stabilise the economy
Wialhbe'?ht;e balance of payments crisis of 1991, the
i the face © emphasised that its ultimate mission was to
yBits olicy, with its sights firmly set on inflation
sfeer “l"’ﬁz}:‘anual Report 1992-.9_3 (Publ.is.hed in 1993.),
;‘:Z‘; e Bank noted that price stability is critical to sustain
s of reforms.
e e riod of 1990s and afterward has seen massive
C%e“f,emusaﬁon all over the world and this has induced
financ hing changes in monetary policy. With increasing
mmcof deregulation of financial markets amon
m“" of monetary policy forpmlatio?l?as acquired
« much greater market orientation than eyer before,
inducing @_SHTJT JFOWR_a@Irect 10_indirect _instruments of
nonetary control. This has been accompanied by several
asifutional changes in the monetary-fiscal interface to ensure
iat central banks possess the autonomy to anchor inflation
apectations. The increasing trade and financial openness
s further complicated the problems of monetary
mnsgement. This is due to the reason that opening up of
apital account exposes the €conomy to sudden switches in
apial flows. These, in turn, can cause large changes in
achange rates over short periods of time. Volatility in
apital flows and exchange rate impacts not only domestic
bmand and inflation, but also has implication for the
Taintenance of financial stability, *Central banks are thus
ncerned not only about Pprice stability but also. Jinancial
billy, With exogenous shocks hitting the economy at
:ﬂ::l"mm of time, the stabilisation of the real economy
% financial markets requires a multi-pronged

N —

mﬁs:‘mng 1991, the Government of India has undertaken
Programmeg of liberalisation in the industrial sector,

& ‘:‘07, and the financial sector, The Indjan economy
Te goyer25i08lY integrated with the global economy.
ud 8;':;“:20 82ve up the pegged exchange rate
kg, By 93, the market exchange rate regime
- ‘Sinexgﬁe‘ Under thig regime, the day-to-day
& g .change rate gre largely market-determined.
Ying glob:] of 9Pening of Indjan economy and its
Integration, 5 re-orientation of monetary

"Se from central banks. In q way, central banks
’::. therefore, eémerged as the primary shock absorbers
€ $ystem” 8 Sl
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policy was required. It had not only to ensure price St.ablhz-
but also financial stability. “The growing “.“egratl.on
financial markets, while necessary for economic efﬁ‘“encyt’.
posed challenges for monetary management }“ ‘em’.s .°
heightened risks of contagion. Episodes of ﬁnanc_nal volauht_y,
often sparked off by sudden switches in capital ﬂows. e
Tesponse to various shocks — such as the East A'sxan
financial crisis, sanctions after the nuclear explosions,
downgrading of credit ratings, the meltdown of the
information technology bubble and the September 11 US
terrorist attacks required a swift monetary policy response.
The Reserve Bank, therefore, began to emphasise the need

to ensure orderly conditions in the finane] mfifketsbzs_ 2
prime concern of monetary managem inancial stability

is now being recognised as_a_key consideration in ase
conduct of monetar olicy, in terms of ensuring
uninterrupted financial transactions; maintenance of a
level of confidence in the financial system amongst all

the purticipants and stakeholders; aHd GbSence of excess

volatility that unduly and adversely affects real economic

activity”. In fact, monetary policy in India now simultaneous
pursues the objecmm_jtﬁﬁ%

approg_rTate credit for growtlh and mcreasmjgﬁﬁ_,ﬁ?ﬁl ancial
stabilig. -

The above discussion shows that the liberalisation of
the Indian"economy required a_Eomprebensive recast of the
operafing procedures of monetary policy \In consonance
with'the increasing market orientation of the economy, the
Reserve Bank had to shift from direct to indirect instruments

of monetary policy. This required development of an arra
of monetary policy ins mﬁm}%
moaﬁmmz[me Reserve Bank is now
able to mﬁhwmm&s}_ ritgs_l_;y,—lﬁ;):&iia_ti@\#gthe )
liquidity in the system through T€PO_operations Uhder the
1quidity Adjustment Facility , reinforced by interest

rate signals. Thus shorr-term Iquidity managemient vig
repo operations and LAF has become an important

operating procedure of monetary policy. LAF has also
emerged as the key ins aging capital inflows
that India has experienced since 2001-02 through sterilisation,

This has helped in reducing the episodes of volatility

; tility in
foreign exchange markets. zp April 2004, the Markes
Stabilisafion Scheme vduced ¢

was introduced 10 provide the

Reserve Bank now carries out short-term liquidity
management through open’ market operations (OMOsy i
the form of outright purchasey/sales of government securjgjes
and repo and reverse T€PO Operations under [ AF e

- 1n¢er LAF, The OMOg
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et t
ged as the principal 0perd MSS has
L AF has emer, as — Tl s
\F 1857 - torm Tiquidity- Since iy management-

«

nod hort-t€ i

u;;gsus?d as an nstrument of 19 RBI is Ma inal @

;‘];: latest instrument introduced b " (F=5.65, an
aisp). 782417 =/

Standing Facility (7522
ad Reverse Repos

Repos 2 o

te is the rate at which K32 4

ﬁ:poﬁ:z at which it injects liquidity into the systé fér
o g more costly are the fun

. her the repo rate,
Ihe WES g:her will be the rate that
|s that access

will flow into the system

in the economy.R%f;
is the rate at which

repo rate is %“

the price @

banks and hence, .
o customers. A higher rate SIZ08

e for banks; lesser credit W1
thus helping to bring down the liquidity
the other hand, reverse ke e

cks out money from ban s (e, 1€ PI7"7
ﬂmﬁ%ﬁ/ i the sysiem). A higher reverse P
rate would give incentive t0 the banks to park money wi
the Reserve Bank, reducing liquidity and demand.

To control the strong inflationary pressures 10 the
econonty, RBI has relied basically on repo rate and reverse
repo rate in recent times. This would be clear from the fact
that over the period March 2010 to October 25, 2011, these
rates were raised as many as 13 times. On October 25,
2011 repo rate was fixed at 8.50 per cent and reverse repo
rate at 7.50 per cent. In its Monetary Policy for the year
2011-12 announced by the Reserve Bank on May 3, 2011,
it was decided to shift towards a single policy rate regime
— the repo rate. Thus, repo_rate is now_the single
independently varying rate. The reverse repo rate was
‘pegged at 100 basis points (bps) below the repo rate. Repo
rate was fixed at 7.5 per cent and reverse repo rate at 6.5
per cent in March 2015. In its ‘First Bi-Monthly Monetary
Policy Statement, 2016-17 released on April 5, 2016, RBI
pegged the reverse repo rate at 50 basis points (bps) below
the repo rate. In this Policy Statement, repo rate was fixed
at 6.5 per cent. Accordingly, the reverse repo rate was
fixed at 6.0 per cent. The repo rate was fixed at 6.25 per
ot st 16 Csqunly, e 0 s

; per cent. In its First Bi-Monthly Monetary
Policy Statement 2017-18 released on April 6, 2017, RBI
pegged the reverse repo rate at 25 basis poi , ’
repo rate. On August 2, 2017, th P ooy O

) , the Reserve Bank fixed the

repo rate at 6 per cent. Conseque
became 5.75 percent. Y} g ,1:{ b TEYCLse Tepo riate

Liquidity Adjustment Facility (LAF)

The difference between the
: = repo_and

rates : —_ Teverse repo
ey comido o o Lk el
ﬁi‘o rale MWas oduced by RBI in June 200e(1;t
pile of 2 perates through reverse repo auctions, i, :
ale o government securies from the RBL poroli fo
lio for

—

principal opera

o - S5
ﬁ s
pefations at attractive rates, the LAF helps t0 minto

nonty

iquidi d repo aucti
’ion Of I‘qu‘d'o, an LAl p YT ons’ ile') b .
ab/s"ﬂ;‘/m;ﬁ_glor injection of liguidig, ‘%yainz "

2 is, thereby creating 2 corridor for the call mq
sho ﬂ{fﬂﬂ‘eleS?_fqgﬁ- All scheduleg
. dealers (PDs) are eligible to Participage ;

and reverse repo auctions. The maturity of 1 m%
day to fourteen days. The funds under L:,}% i

used by banks to meet their day-to.:;;

mismatches in liquidity. The LAF h%
ting instrument of monetary policy o

the Reserve Bank to modulate short-term liquidiy :
il market conditions. The LAF m—ﬁﬂ:

varied financ ; L
the Reserve Bank t0 de-emphasise targeting of bank resery,,

and focus increasingly on interest rates. This has gy,
helped reducing the CRR (Cash Reserve Ratio) withgy
engendering liquidity pressure.

Role and Importance of LAF. According to Reserye
Bank of India, LAF plays an important role in mary
stabilisation as is clear from the following discussion:'®

1. The LAF stabilises regular liquidity cycles, by
allowing banks to tune their liqui requirements to the
averaging requirements Over the reporting fortnight and
smiodthening liquidity positions between beginning-of-the-
month drawdown of salary accounts to fund household
spending and end-of-the month post-sales bulge in business
currefit accounts.

2. The LAF irons out seasonal fluctuations. It injects
liquidity during quarterly advance tax outtlows or at end-
March, when banks avoid lending on call, which adds to
their Capital to Risk-weighted Assets Ratio (CRAR)
requirements. It mops up liquidity in April to counter the
typically large ways and means advances drawn by th
government prior to the inception of its borrowing
programme.

3. LAF modulates sudden liquidity shocks, by injecting
liquidity om account of, say, temporary mismatches arising
out of timing differences between outflows on account of
government auctions and inflows on account of redemptions.

_ 4. The LAF serves as an effective ins gr
maintaining 7al markets I}
the o ward O CpOSSlblmy
of speculative attacks in the foreign exchange market

5. By funding the t thro jvate plac
e reverse repo

andf?row_mg_up the liquidity by aggressiv i

ey ragy

impact of market volatility on the cost of public debt.

6. The LAF bore much of the burden of sterilisatio?

gle face of sustat {tal Tlows, especisity ?

ovember 2000, by mopping up bank liquidit)’ thl'ouing
reverse repos and, at the same time, gradually padee
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tes to enable a softening of the ;
e (mer:“f‘den of sterilisation hag beet::;:;ire
’(SS nce April 2004 as discussed below).
N 7. The Reserve Bank tailors monetary policy action
both quantum and rate channels oF tramsrrsge—
AT accords e ReServe Bank the operational flexibjiey
puter e liquidity in the system (by rejecting bigs) as ey
yiusting the structure of interest rates (through fixeqd
:‘, opcrations) In response to evolving market
(geummstances.
(pital Inflows and MSS

Since the initiation of economic reforms in 1991, the
has witnessed large-scale capital inflows, While

gexe capital inflows eased the external financing constraint,
ey also posed dilemmas for the conduct of the monetary
sulicy. Under the circumstances, the objectives of containing
acunge rate volatility and the maintenance of orderly
waditions in the foreign exchange markets become difficult
pachieve. As correctly pointed out by Report on Currency
ad Finance, “More particularly, if capital inflows outstrip
# demand for foreign exchange, the appreciation of the
imestic currency often necessitates interventions by the
warel bank to drain off the excess supply of foreign
amexcy. In doing so, the accretion to foreign exchange
merves implies an immediate expansion in primary money
wiatendant consequences for maintaining price stability”.!!
_Apart from the LAF, which is essentially an instrument
¢ d8y-t0-84§ Tiquidity management, Marker-Stabitisation”
was 1ntrod irr7spril 2004 to provide the

¥ Bank With I additional mstrument of liquidity
Sugement and to relieve the LAF from the burden of
waiation operations. The MSS is an arrangement between
% Government of India @rid The Reserve Bank to mop up
b axcess liguidity generated on account of the accretion

St rate
over by

4 e forezgn assets of the Bank to neutralise
QWW ct of capital flows. Under the scheme,

"".‘Fﬁ Bank issues treasury bills/dated Government
| ::hs byw cost O sterilisation 1S
' .by'h‘ government. The sale of government securities
e 2obing liquidity and in maintaining stability inthe
€ market.
Standing Facility (MSF)

h.k:m‘ Standing Facility (MSF) is a relatively new

Mgy | Was first announced by RBI in its credit
'Q:;‘ed In the first week of Ma The objective
Sy 10 ‘contain volatility in the _Oyjzljg,llt__“_‘%:

‘) this facility, all scheduled commerct
o 0oy

, Overnight from RBI up to | per cent of
iw
T

]
Nl o)
N
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fixed at i
Rmﬁﬂsche::::is 10ts (bps) above the repo rate. With MSF,
in the mig dle aa dso bps corridor in policy rates with repo rate
0 5 bps above the repo rate and
at 25 bps lower than the repo rate. Since

ently 6.0 per cent, MSF is fixed at 6.25
oty ? S a'gf C

i c:if:e' dMSF’ banks: can request for a minimum of
B el and thereafter in multiples of ¥ 1 crore. In order
ol il funds from MSF facilities, banks have to fulfil the
. &0 requirement of 5 per cent in case they are borrowing

Gam.st the Government of India dated securities and 10 per
f‘-’m In case they wish to borrow against State development
oans. Therefore, to make a request for, say ¥ 100, banks
have to fumish ¥ 105 worth of Government of India bonds
or ¥ 110 worth of State development funds.

As stated earlier, repo rate is now the single policy
rate. Thus, every time the repo rate is increased, the reverse
repo rate and MSF rate increase automatically. The liquidity
corridor thus remains constant. By making repo the single
policy rate, RBI has ensured that banks focus on deposit

mobilisation to improve liquidity, and give better returns to
customers.

BANKING LAWS
ACT,

(AMENDMENTS)
2012

The Banking Laws (Amendment) Bill, 2012 was
approved by both the Houses of Parliament in December
2012. It received Presidential assent and was notified as the
Banking Laws (Amendment) Act 2012 in January 2013.
This Act paves the way for issuing new banking licences by
giving the RBI greater regulatory power over the banking
sector before it issues new licences to various private
players. It is expected that opening of new private banks
will increase competition in the banking sector and this, in
turn, will be beneficial to banking customers by giving them
more choice at competitive prices.

With this background, the amendments introduced by
the Act can be categorised under two broad heads: (i) those
intended to attract private sector investment and build investor
confidence in the banking sector, and (ii) those intended to
strengthen the RBI’s regulatory powers over banks.

Reforms to Attract Investment

1. Banks may now issue more prefergnce shares.

The Act allows banks toissue preference share§ in accordance
with guidelines issued by the RBI. The permission given to
:vate sector banks to issue pnferenFe shares prqvxdes
g:lnvl:x with an additional avenue to raise finance without

ceding any voting control to the holders of those instruments,


Ritopriyo

Ritopriyo

Ritopriyo


