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CRR hiked by 75 bps, benchmark rates unchanged; focus on curbing

inflation...

The RBI has hiked the Cash Reserve Ratio (CRR) to 5.75% (removing excess liquidity of about Rs.
360 billion from the system), the first change in the CRR since January 2009. This increase in cash
Reserve Ratio (CRR) of scheduled commercial banks by 75 basis points from 5.0 percent to 5.75
percent of their net demand and time liabilities (NDTL) would be effected in two stages; the first stage
of increase of 50 basis points will be effective from the fortnight beginning February 13, 2010,
followed by the next stage of increase of 25 basis points effective from the fortnight beginning
February 27, 2010.

During the economic slowdown prevailing in FY08-09, CRR was reduced by 400 bps within a period
of 6 months leading to a liquidity infusion of over Rs. 1600 billion. With abundant liquidity in the

system post a slew of liquidity injecting _

measures including steep reduction in Chart 1: Movement In Key Rates
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RBI has restricted itself to sucking out part Bros.

of the excess liquidity from the system TCRR Repo Reverse Repo SLR (Right Scale)

and has abstained from increasing the

Repo or the Reverse Repo rate, which would have led to a rise in borrowing costs and could have
adversely impacted the business sentiments in the short term.

With an increase that is higher than the broad market expectations, we feel that RBI is unlikely to
have another policy measure before the April 2010 credit policy. We think that there could be another
round of CRR hike around the next policy announcement, before the RBI considers interest rate hikes
should inflation rise unabated and signs emerge of a sustained credit revival in the system.

Overall the broad stance of the RBI over the remainder of 2009-10 would be curbing inflation, actively
managing liquidity to ensure that credit demands of productive sectors are adequately met consistent
with price stability and maintaining an interest rate environment consistent with price stability and
financial stability, and in support of the growth process.

Unwinding of liquidity measures continues...

The impact of the various measures signalled by the RBI in its last review of the monetary policy in
Oct-09 for unwinding of its loose monetary stance is yet to be seen on systemic liquidity. The
withdrawal of liquidity facilities during the
previous policy review was largely
symbolic with RBI withdrawing those 2,000
facilities which were remaining unutilised. 500 avgdaymss NS\
While the announced CRR hike would Avg. Daily LA / \

absorb Rs. 360 billion from the system, it is 1,000 f,\
unlikely to have a significant impact on the
liquidity available to meet any hike in credit
demand given the huge excess liquidity in
system. The Commercial banks have

Chart 2: Daily avg amount outstanding under MSS & LAF
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mutual funds ballooned since Apr-09 besides the current Rs. 2.3 trillion excess SLR maintained by
them. Partly, the weaker-than-expected credit off-take in the current fiscal and the significant
government cash balances with RBI also contributed to the abundance of liquidity in the system. The
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government borrowing programme for the year is also nearly completed and unless industrial demand
picks up, liquidity overhang is likely to continue over the current quarter.

Chart 3: Banks' Investment in Mutual Funds Chart 4: Excess SLR in Banking system
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With credit showing signs of recovery in the last fortnight of December 2009 and with considerable
pipeline of sanctions as on date with banks, there could be revival in systemic advances growth and a
subsequent reduction in the excess SLR investments with the banks.

GDP Growth Targets Increased to 7.5%...

RBI has revised its baseline estimate for economic growth for the current fiscal to 7.5%, significantly
higher than the previous projection of 6% with an upward bias, and indicated that it expects the
current growth to sustain in FY10-11. While
economic growth has displayed a revival in
the recent past, growth remains somewhat
uneven and concerns remain regarding the 10.0%
pace of economic growth in the near term. 9.0% | —
Indian economic growth accelerated to 8.0% \

7.9% during Q2FY10 after remaining in a 0% \ /
range of 5.8%-6.1% in the preceding three ' \ /
quarters, aided by accelerating growth of 6.0% Rl
domestic consumption and release of Pay 5.0%
Commission related arrears. In addition to 4.0%

a revi\_/al in _manufacturing growth, S F EE eSS
economic growth in Q2FY10 was boosted > & &F X > & & &
by a healthy 9.3% services growth, relative
to 7.8% in Q1FY10. Services growth benefitted from the release of the second instalment of arrears
from the Central Government, highlighting the stimulating role of Government expenditures in buoying
economic growth. Private consumption expenditure displayed an expansion of 5.6% in Q2FY10,
recording the highest growth rate since Q4FY08, emphasising the role of domestic consumption in the
Indian economic recovery.

Chart 5: Quarterly Real GDP Growth
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Notwithstanding the recent revival in growth, concerns remain regarding the pace of economic growth
in the near term. Growth is likely to be dampened, particularly in Q3FY10 on account of lower
agricultural output as a result of the poor south west monsoon performance in 2009 and the second
order effects of lower agricultural incomes on consumption and forward linkages with the rest of the
economy.

Additionally, despite buoyant consumer confidence, the thrust provided by domestic consumption to
economic growth is expected to wind down with the waning of the positive impact of the benefits
related to the Sixth Pay Commission on domestic consumption and the withdrawal of fiscal stimulus
measures, including the eventual reversal of the excise cuts.

Moreover, while exports have resumed positive growth in year-on-year (y-o-y) terms in November
2009, growth may falter going forward as fiscal stimulus measures are rolled back abroad, and if the
Indian rupee strengthens further against the currencies of | n d imajdr sading partners.

While continued capital expenditure by the Central and State Governments will provide impetus to
growth, the trajectory of economic growth is likely to be shaped by the pace and sustainability of
recovery of private investment, which will be crucially impacted by the availability of adequate funding
from Banks and other sources as well as the impact of interest rate movements on the cost of funds
and business sentiments.
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Projected inflation hiked to 8.5%...

RBI has considerably revised its inflation estimate for the end of the fiscal year to 8.5%, from the
earlier projection of 6.5% with an upward bias, but has nonetheless indicated the monetary policy

“

stance would be to

condi ti

on an4d5%contain

After a brief spell of contraction in prices between June and August 2009, largely led by the base
effect, WPI inflation has risen to 7.3% in y-o-y terms in December 2009. Food price inflation has risen
rapidly and remains substantially elevated as a result of the monsoon performance in 2009.
Regardless of a correction in food prices in coming weeks given the outlook for the rabi harvest, food
inflation is expected to remain in double digits for the remainder of the fiscal year.
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Additionally, core inflation too has firmed up considerably, reaching 5.2% in December 2009 and is
expected to rise further in the coming months. Continued hardening of prices of oil and other
commodities would also add to inflationary pressures, while exerting pressure on the rupee to
depreciate, thereby increasing the import bill. Sustained portfolio inflows as seen in recent months
would enhance domestic liquidity and add to the inflationary pressures in the economy. However,
capital inflows would aid a strengthening of the rupee, which would help reduce the price of imports,
thereby relieving some of the pressure on prices and inflation.

While rising food price inflation is a supply-side matter—o n e

t hat the RBI s

significant impact on—the removal of a substantial portion of excess liquidity as a result of the CRR
hike is expected to clamp down upon the build-up of inflationary expectations and halt the

transmission of food inflation into wages and prices.

Robust growth in deposits maintained while credit decelerates...

The deposit base of the Indian banking system increased to Rs 42.64 trillion as on January 1, 2010
representing an 18%y-o-y growth (11% growth over March 2009 levels) driven by large volumes of
time deposits mobilised by the banking system during the third quarter of 2008-09 amidst the global
credit crisis and increased risk aversion amongst the investors. With an improvement in the business

outlook during the current financial year and
advance tax payouts by the corporate
towards quarter end, and higher thrust by
banks to improve the low cost deposit base,
the demand deposits too have reported a
23.3% y-o0-y growth till January 1, 2010. On
the other hand, the non food credit of the
Indian banking system stood at Rs 29.74
trillion as on January 1, 2010 representing a
14%y-0-y growth (9% growth over March
2009 levels). While the credit growth by
public sector banks is still at over 17% y-0-y,
the growth for private sector banks stood at
10% while foreign bank have actually shrunk v
their portfolio by 10% during the last 12
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Chart 8: Growth in Deposits & Credit (Y-o0-Y)
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months. Major reasons for this slowdown in

the non-food credit have been slowdown in the overall credit demand from the manufacturing sector,
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reduction in borrowings from oil marketing and fertilizer companies as oil prices moderated, and
slowdown in retail credit.

An analysis of sectoral deployment of credit reveals that growth of 9% in advances for the 9 months
ended November 20, 2009 was driven by lending to Infrastructure and Iron and Steel segments.
Within individual loans category, the credit card portfolio withessed a steep decline of 22% during the
aforementioned period, suggesting a reduced tolerance of the banks towards unsecured lending. Real
estate loans have witnessed de-growth of 2%, while housing loans have increased by 7% in the
aforementioned period.

Notwithstanding the rise reported in last fortnight of December 2009, the credit growth still muted till
December 2009 with corporates accessing non bank lines for their funding requirements, RBI has
revised the target for non-food credit growth to 16% from its earlier stated levels of 18% (in October
2009 policy). The deposit growth rates have also been moderated to 17% for FY 2009-10 from the
earlier estimates of 18%. Based on this projected credit and deposit growth and the fact that the
Go v e r n nbermwifiggprogramme for the current fiscal is almost complete (over 98 percent of the
government borrowing programme for 2009-10 completed by 28 January 2010), the projected
M3 growth in 2009-10 has been reduced to 16.5 per cent for policy purposes. ICRA retains its stance
of an expected credit growth rate of around 15% and deposit growth rate of 18% for the current
financial year.

Guidelines on various structural reforms awaited

RBI had announced several measures for widening and deepening of the financial systems while
maintaining prudent supervisory oversight on its functioning. While RBI announced the guidelines on
introduction of repo in corporate bonds from March 1, 2010, the guidelines on other initiatives
announced earlier are still awaited.

Overall Comment

RBI has continued to reverse on its accommodative stance by hiking the CRR by 75 basis points (as
against a market expectation of 50 bps). With RBI not hiking the benchmark rates, we believe that RBI
is focused on a calibrated unwinding of the liquidity measures announced last year while factoring in
inflationary pressures and price stability.
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