
1 
 

 

Mid – Quarter Monetary Policy Review: September 2013 
 

Overview: 
 
Coming as a surprise, the RBI in its Mid-Quarter Monetary Policy Review has announced a hike in the repo 

rate by 25bps, first time in the current financial year. This reversal was against market expectation which 

was expecting no change in interest rates after the Federal Reserve had decided not to start its tapering 

programme on Wednesday. This does indicate that RBI’s policy focus on inflation control remains 

unchanged.  

 

The RBI also reduced the marginal standing facility (MSF) rate by 75 basis points to 9.5% and the minimum 

daily maintenance of the cash reserve ratio (CRR) to 95% effective from the fortnight beginning 

September 21, 2013. This would not only enhance short term liquidity but also correct the yield curve 

which has tended to get inverted. These moves were on lines with market expectations.  

 

On the Policy Front:  

 

Table 1: Policy Measure 

 Policy Rate (%) Policy Stance 

Repo Rate 7.50 Increased by 25 bps 

Reverse Repo Rate 6.50 Increased by 25 bps 

Marginal Standing Facility 9.50 Decreased by 75 bps 

Cash Reserve Ratio 4.00 Unchanged 

Bank Rate 9.50 Decreased by 75 bps 

                        Source: RBI 

 

While in the last policy RBI chose to keep all key interest rates unchanged on account of a weak rupee, it 

has now indicated that its prime objective remains to anchor inflation.  

Challenges:  

 Tapering of Quantitative Easing: Following the first quarter review in July, moderate recovery 

was witnessed in advanced economies. Although, several emerging economics have witnessed 

slowdown in activities owing to heightened financial market turbulence on prospects of tapering 

of QE.  However, Federal Reserve decided to hold off tapering in its policy on Wednesday, it 

comes as a temporary thing; tapering is inevitable  

 Domestic Growth: On the domestic front, growth has weakened owing to sluggishness in 

industrial activity and services. The pace of infrastructure projects is also muted while 

consumption has also started to weaken. On the brighter side, some pick can be expected in 

agriculture due to kharif output and upturn in exports. 
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 Inflation: The WPI inflation has started rising as an impact of rupee depreciation felt in the fuel 

components. The food WPI remains a concern. Given that CPI inflation too has tended to be 

generally sticky around 9.5%, the inflation question does not appear to have been addressed 

adequately. However, better prospects of a robust kharif harvest will lead to some moderation in 

CPI inflation. 

 External Account: This has now been identified as the ‘biggest risk to macroeconomic outlook’ by 

the RBI. The CAD has remained above sustainable levels of 2.5% of GDP owing to weakening 

domestic savings, subdued export demand and the rising value of oil imports - most recently due 

to geopolitical risks emanating from the Middle East.  

Impact of Policy: 

 

Reduction of Marginal Standing Facility (MSF) and Minimum Daily Maintenance of CRR  

 

Since 15th July 2013, RBI has taken various measures to tighten liquidity with a view to dampening volatility in the 

foreign exchange market. The intent was to maintain tight liquidity conditions at the short end of the term 

structure until the measures designed to alter the path of the CAD and improve prospects for its stable funding 

took effect. However, since the external environment has improved, the RBI is in a position to ease these 

measures in a regulated manner. Thus in order to correct the liquidity situation, the MSF rate is reduced by 75 

basis points. Furthermore, the minimum daily maintenance of the CRR is brought down from 99% of the 

requirement to 95%.  

 

The reduction in the MSF rate is aimed at reducing the funding cost of banks. However, taking the borrowing 

through the MSF and repo rate window from 26th July 2013 when the effective MSF came into operation; it was 

observed that on daily average banks borrowed around Rs 47,309 crore through MSF and Rs 38,707 crore through 

the repo window. Assuming the same to hold on an annualized basis, it is observed that the effect of reduction in 

MSF and increased repo would reduce cost of borrowing by around Rs 250 crore - in percentage terms it would be 

around 3%, indicating only a marginal impact on the banking system.  

 

Increase of key interest rates  

 
The increase of key interest rates indicates inflation control as utmost priority for RBI. Inflation, after moderating 

in Q1 FY14 is again started to rise. WPI for the month of August came in at 6.1% with food inflation jumping to 

18.2%. Fuel price inflation also continuous to be high and would be expected to rise in the coming months with 

the recent hike in the petrol prices. Even as demand pressures moderate, supply constraints and rupee 

depreciation will pressure prices.  The increase in repo rate will put pressure on banks to revise their deposit and 

lending rates. Also it is expected that the GSec yields will continue to be pressurized though will still be largely 

driven by the developments in the foreign currency market in the short run. 

 

Targeting of inflation would continue to remain the focus of monetary policy stance, despite visible stagnation 

in growth. 
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Going Forward  
 
Going ahead, RBI is expected to keep close watch on how growth, inflation and the balance of payments evolve in 

the months ahead. Besides, it would be vigilant about the emerging global uncertainty, particularly from the 

decision of Federal Open Market Committee (FOMC) in its next meet in October on whether or not it would taper 

its QE program, which is likely to influence the future movement of capital inflows in the country.  

 

For the rest of the year, 25 bps point reduction in key policy rates is likely provided inflation conditions stabilize and 

greater clarity emerges on the tapering programme. A good kharif harvest could help to temper prices of food 

which can provide some elbow room for policy action in the reverse direction.  This may be expected to be done in 

the last quarter of FY14 depending on these two factors. 
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