Surplusliquidity inbanking
system falls below X1 trillion

RBI's forex moves, strong credit off-take lead to faster liquidity decline
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i Mumbai, 26 August

A combination of factors
including the Reserve Bank
of India’s (RBI’s) interven-
tions in the foreign
exchange market and strong |
i momentum in credit demand \
¢ haveled to surplus liquidity in

i the banking system declining =

significantly this month.

From a daily average absorp-
tion (the quantum of funds
parked by banks) of %1.88 tril-
lion in July, the amount has
i declined to31.26 trillion so far
i in the month of August, the RBI
;. data shows. Daily absorption under
the RBI’s liquidity adjustment facil-
ity (LAF) was below 1 trillion from
Monday to Thursday this week.

The data also shows more
instances of the daily quantum of
funds deployed with the central
i bank falling to less than 1 trillion
i than in the previous month.

; Out of the 28 working days in
July, there were five instances where
funds parked by banks with the RBI
were lower than the I1-trillion mark.
Moreover, according to treasury offi-
cials, cash flow miscalculations by a
large bank amid indirect tax out-
i flows towards the end of July had
i led toasudden rush for funds, push-
i ingup money market rates.
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August so far, there have been seven
instances where the average net
absorption of excess liquidity by the
RBI has fallen below the X1-trillion
mark.

With the RBI having moved
towards a tighter monetary policy
over the last couple of months, the
pace at which the liquidity surplus
has whittled down is telling. The
average daily absorption of liquidity
during June-July was at 3.8 trillion.

The impact has also been felt on
cost of funds across the banking sys-
tem as money market rates have
aligned closer to the benchmark
policy repo rate since the end of

July. Prior to that, money market
rates were generally well below the
repo rate as huge liquidity infusions
by the RBI since the outbreak of the
pandemic ensured that funding
costs remained low.

“There has been an indication
that the RBI has been intervening
on the FX side, given what’s hap-
pening globally,” said Sakshi Gupta,
principal economist with HDFC
Bank. “ButIthinkit’s a combination
of higher credit growth plus the
intervention that we have seen on
the FX side. We have been seeing
liquidity surplus in the system come
down and there’s been a lot of vol-
atility on that front since the last
week - the second last week of July,”
Gupta told Business Standard.
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Liquidity...

The central bank’s defence of
the rupee through sales of the
US dollar amid global growth
concerns and steep increases
in interest rates by the Federal
Reserve has been a major fac-
tor that has led to the drain of
excess liquidity.

Dollar sales by the RBI suck
out rupee liquidity from the
banking system.

The latest data showed that
the RBI's headline foreign
exchange reserves were at
$564.05 billion as on August
19, their lowest levels since
October 2020. The reserves fell
by $6.7 billion on a weekly
basis as on August 19.

The RBI net sold $3.7 billion
dollars in the spot market in
June, the latest available data
showed, while it purchased $2
billion and $1.9 billion in April
and May, respectively, the data
showed.

“Since the start of this year,
geopolitical uncertainties and
back-to-back rate hikes by the
Fed have led to the weakening
of emerging market curren-
cies including INR. Forex
reserves are likely to stay
under pressure in the near
term as DXY is back to its mid-
July highs and oil prices are
expected to stay elevated,”
Ritika Chhabra, economist
and quant analyst, Prabhudas
Lilladher, said.
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