
Brickwork Ratings expects RBI to continue pause, possibly 

initiate steps to drain excess liquidity in the system 

The RBI is likely to continue with its accommodative stance to support growth; however, it is unlikely to 

reduce the repo rate in the upcoming policy meeting, despite easing CPI inflation in December 2020. 

Brickwork Ratings, Mumbai, 4 February 2021: Stimulus measures announced by the government and the 

expansionary stance adopted in the budget are seen to be helping revive demand conditions, and the GDP 

contraction in H2FY21 is likely to be much lower than that estimated earlier. Given the faster-than-

expected revival in economic activities so far, the hopes of economic recovery have somewhat brightened. 

However, the economy is still in the contraction mode and has already entered a recessionary phase in 

technical terms, with a contraction in two successive quarters.  

Economic Survey projects a resilient “V” shaped growth of 11% in the GDP in FY22 with a revival in 

consumption and investment.  This is in line with Brickwork Ratings projections. To improve economic 

prospects and sustain the recovery process, there is a need for continued policy support. The government 

and RBI have taken several measures to stimulate the economy since March in response to the pandemic-

induced crisis.  The Union budget shows that the revised estimate of expenditure by the Central 

government in 2020-21 is higher than the budget estimate by 13.4% and the increase over the previous 

year’s actual is 28.4%.  In addition, in the 2021-22 Budget, the government has initiated several structural 

reforms, including those in the financial sector. 

Rising NPAs constitute the most crucial problem on the banking sector front. The report on the trends and 

progress in banking in India released in December underlines stability concerns in the sector, and the 

financial stability report released by the RBI in January indicates various risk scenarios under stress tests.  

The announcement in the Union budget regarding the creation of an Asset Restructuring Company for 

purchasing banks’ bad assets, and the privatisation of two PSBs are the two major steps towards banking 

reforms. Similarly, the creation of Alternative Investment Funds is important to avoid asset-liability 

mismatches in the banking sector. Hence, the government has taken serious steps to strengthen the 

banking sector, and now the RBI’s role is to support this process. 

The RBI has also taken several measures to stimulate the economy through its monetary tools since the 

pandemic began. Although the RBI’s conventional and unconventional liquidity enhancing measures in 

addition to rate cuts helped the financial system overcome supply-side challenges effectively, it also 

resulted in the expansion of surplus liquidity. 



The RBI’s liquidity measures since March 2020 to alleviate financial sector burden and revive the 

contracting economy are as listed below: 

Liquidity Measures by RBI during 2020-21 
Rs crore 

❖ Injection of durable liquidity through Open Market Operation (OMO) purchases
270,000 

❖ Three Purchase auction OMOs in State Development Loans (SDLs)
30,000 

❖ Targeted Long-Term Repo Operations (TLTROs) of up to three years’ tenor
113,000 

❖ LTROs
125,000 

❖ Reduction in the Cash Reserve Ratio (CRR) requirement of banks from 4% of Net
Demand and Time Liabilities (NDTL) to 3% with effect from 28 March 2020

137,000 

❖ Special Liquidity Facility for mutual funds
50,000 

❖ Refinance facility for all-India financial institutions, i.e., NABARD, NHB, SIDBI and
EXIM Bank

75,000 

❖ Raising banks’ limit for borrowing overnight under the Marginal Standing Facility
(MSF)

137,000 

Source: RBI, Economic Survey 2020-21, BWR Research 

Note: Negative indicates liquidity surplus in the system 

Source: RBI database on Indian Economy, BWR Research. 

The systemic liquidity has consistently remained in surplus in 2020-21 so far. According to the RBI’s LAF 

window, banks were seen parking nearly Rs 6.5 lakh crore to 7 lakh crore on a daily basis in the reverse 

repo window in December and January. This reflects the excess liquidity lying in the system. Increased 

government spending during H2FY21 is also likely to add to this liquidity surplus. Furthermore, to help the 
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economy sustain its recovery process, the government seeks to spend more in FY22. In this scenario, there 

is a threat of excess money supply in the system exerting inflationary pressures in the next fiscal. After 

remaining above the RBI MPC’s median target of 4% for the last 13 months, and upper target of 6% for 

the last six months, CPI inflation rate eased to 4.59% in December 2020, but the trend needs to be watched 

in view of excess liquidity in the economy. 

Since March 2020, the RBI has reduced the repo rate by 115 points cumulatively. The reduction in policy 

rates and surplus liquidity helped lower both short and long-term interest rates. Lower yields have helped 

the government’s borrowing cost to remain low in FY21 so far. However, the impact has been much 

smaller on longer term interest rates. The interest on 1-year security has fallen much more than on 10-

year G-Secs since the beginning of FY21. As against 157 bps fall in the yield on 1-year G-Sec, the yield on 

10-year G-sec has declined by only 24 bps during the period between April 2020 and December 2020. 

Additional government borrowing announced in the Union Budget will have an impact on interest rates, 

as evident from the sharp spike in the bond yields in the recent auction of G-secs and SDLs. Surplus 

liquidity assuages the pressure on bond yield, but keeping excess liquidity in the system for long also 

exerts inflationary pressures. 

The recent fall in inflation provides some comfort to the MPC, but upward risks remain, and this needs to 

be watched as the core inflation rate has not come down. Pressure on inflation may erupt from core 

inflation with the major risk arising from excess liquidity in the system, in addition to renewed concerns 

on rising crude oil prices. Moreover, the current level of CPI inflation is still higher than the MPC’s median 

target of 4%, at a time when demand conditions in the economy are slowly picking up. 

Considering the threat arising from surplus liquidity on inflation, we expect the RBI to focus on squeezing 

excess liquidity from the system. As there is an unprecedented slump in economic activities caused due 

to the pandemic, the MPC is likely to continue with its accommodative monetary policy stance and hold 

the repo rate unchanged at 4% till the time the economy gets back to the growth trajectory.  
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