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Editorial  
________________________________________________________________________________________________________________________ 

 

This is the first issue of the new volume. You are a ware that Artha will now be a bi -
monthly number. The first issue under the new format will also have a section on 
Corporate Finance. I am pleased to inform you that the Finance discipline in IIM 
Calcutta has been ranked as number one in the Financial Times  Ranking of Masters 
in Management Programme 2013. The ranking is done on seventy global business 
schools that offer such programmes.  

The first article in this volume looks at the Indian cement industry and the recent 
�8�O�W�U�D�7�H�F�K���F�H�P�H�Q�W�·�V���D�F�T�X�L�V�L�W�L�R�Q���R�I���-�D�\�S�H�H���*�U�R�X�S�·�V���F�H�P�H�Q�W���X�Q�L�W���L�Q���*�X�M�D�U�D�W�����7�K�H���D�U�W�L�F�O�H��
finds that although the Competition Commission should think before approving any 
more acquisitions in this industry, the capital market response is positive. The second 
article highlights on the Indian rupee wh ich has been on a depreciating trajectory. 
The author finds out that the external sector vulnerability of the Indian economy is 
going to deteriorate in the near future. This is going to affect the banking sector 
adversely both via the generalized confidenc e channel as well as formation of non -
performing loans. The third article looked at creating an indexed rate taking into 
account Call, Repo and CBLO rather than picking up only one rate. The liquidity was 
estimated as ratio of daily Liquidity Adjustment Fa cility  (LAF) and Net Demand and 
Time Liabilities  (NDTL). The relationship between indexed rate and liquidity was 
tested and found to be rational.  The article also found rational relationship between 
the spread and ratio of LAF and NDTL along with money ma rket transaction volume.  
  
�,�� �K�R�S�H�� �\�R�X�·�O�O�� �H�Q�M�R�\�� �U�H�D�G�L�Q�J�� �W�K�H�� �Q�H�Z�V�O�H�W�W�H�U���� �3�O�H�D�V�H�� �R�I�I�H�U�� �V�X�J�J�H�V�W�L�R�Q�V�� �I�R�U�� �I�X�U�W�K�H�U��
improvement to ashok@iimcal.ac.in  

 

Ashok Banerjee 
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Cement Industry in India: Sign of Consolidation  
 

Ashok Banerjee 

Ashok Banerjee, Ph.D., is Professor, Finance and Control, Indian Institute of 
Management Calcutta (IIM-C). He is also the faculty in
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The consolidation in the cement industry has happened through organic and inorganic routes. 
Major playe
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Scathed by the Exchange Rate Volatility and 
Deteriorating Asset Quality: Resilience versus  

Fragility of the Indian Banking Sector  
 

Partha Ray 

Partha Ray, Ph.D., is Professor, Economics, Indian Institute of Management 
Calcutta (IIM-C). Prior to joining IIM-C, Prof. Ray, a career central banker, was 
the adviser to Executive Director, International Monetary Fund, Washington D.C. 
during 2007-2011. 
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Thus, by all counts, the external sector vulnerability of the Indian economy is going to 
deteriorate in the near future. This is going to affect the banking sector adversely both via the 
generalized confidence channel as well as formation of non-performing loans. 

All together, the combination of deteriorating asset quality along with increased 
external sector vulnerability indicators does not auger well for the Indian banking sector. The 
resilience of the Indian banking sector is now putnd51F0tsse
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Money Market Dynamic s 
 

Golaka C Nath 

Dr. Golaka C Nath is a Senior Vice President at the Clearing Corporation of 
India Ltd. (CCIL). He has over 21 years of experience in the banking and 
financial sector, having previously worked with the National Stock 
Exchange of India Ltd. and Vijaya Bank. In the past, he has worked on a 
���‘�”�Ž�†�� ���ƒ�•�•�� ���”�‘�Œ�‡�…�–�� �‘�•�� �ò���‡�˜�‡�Ž�‘�’�‹�•�‰�� ���‘�•�†�� ���ƒ�”�•�‡�–�� �‹�•�� ���‘�—�–�Š�� ���•�‹�ƒ�ó�ä�� ���‡�� �Š�ƒ�•��
also provided secretarial service to the High Powered Committee on 
�ò���‘�”�’�‘�”�ƒ�–�‡�� ���‘�•�†�•�� �ƒ�•�†�� ���‡�…�—�”�‹�–�‹�œ�ƒ�–�‹�‘�•�ó�� �ƒ�’�’�‘�‹�•�–�‡�†�� �„�›�� �–�Š�‡�� ���‹�•�‹�•�–�”�›�� �‘�ˆ��
Finance, Government of India. 

 

Introduction  

The money market is an important part of the financial system.  The central bank of a country 
uses the money market in its pursuit of monetary policy objectives. The money market 
typically caters to 3 broad functions: (i) it allows intermediation of demand and supply of 
short-term funds among the banks and institutions; (ii) it helps the borrowers and lenders of 
short-term funds to fund their positions at an efficient and typically low market price; (iii) 
central banks around the world use the market to influence cost and level of liquidity in the 
financial system. The last objection integrates the real sector to financial sector through 
transmission of monetary policy impulses. It is the objective of the central bank to align the 
short term rates in the market with the key policy rates announced from time to time. Since 
the policy rates form a kind of resistance and support level for Banks and primary dealers, 
money market rates are expected to hover around the policy rates depending on the level of 
liquidity in the market. Any long term wide deviation of the short term rates from the policy 
rates is seen as a poser to the efficiency of the monetary policy stance.  Efficient functioning of 
the short term markets like Repo, Call and Collateralized Borrowing and Lending Obligations 
(CBLO) are important for the effectiveness of monetary policy. The interest rate channel is 
used as the primary mechanism of monetary policy transmission in conventional 
macroeconomic models where an increase in nominal interest rates, given some degree of 
price stickiness, translates into an increase in the real rate of interest and the user cost of 
capital. These changes are expected to affect the aggregate demand and supply in the 
economy that may result in keeping the price level at a desired zone. Hence the short term 
money market is used as a channel for monetary policy transmission by central banks. 
 

Short Term Markets in India  
 
The daily Liquidity Adjustment Facility (LAF) conducted by the Reserve Bank of India (RBI) is 
aimed at moderating supply of liquidity in the market. LAF Repo and Reverse Repo form the 
foundation of short term markets in India. Other markets like Call, Repo and CBLO are directly  
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enhancement of this market has brought a great deal of transparency to this market. This is 
pure OTC market and settlement is direct between the participants. Unlike Call market, this 
market enables non-bank entities like Mutual funds (MFs) and Insurance Companies to 
participate and more often they are the largest lenders of money. The market also moved 
from a bi-lateral OTC market to an anonymous order driven market after CCIL introduced 
new dealing system in Repo called CROMS. The system enables both Basket and Special Repo 
as per International standards. Since Repo is used in India more as a lending and borrowing of 
funds against collateral or borrowing collateral for SLR purpose, the Basket Repo forms the 
large part of the market. Traditional bi-lateral Repo market exists with the new electronic 
version as there is no compulsion for a Bank to channel its deals to any system in particular. 
However, the anonymous order matching systems has garnered about 80% of the market 
showing the reliance on electronic system by the market participants. Once the short-selling 
and Interest Rate Futures market become more vibrant with liquidity, special Repo is 
expected to see better volumes. Collateralized Borrowing and Lending Obligations (CBLO) 
was introduced in 2003 and became the flagship product of short term market with more 
participants using the same because of its flexibility and liquidity. The depth of the CBLO 
market makes it more attractive to both borrowers and lenders.  Unlike the traditional Repo 
market, CBLO market allows a market participant to unwind its position any time during the 
life of the contract. This works more as a tradable Tri-party Repo in which CCIL freezes the 
security and unlike Repo, does not allow transfer of the security to the lender of money. The 
SLR benefit is not transferred to the lenders of funds in case of a CBLO deal while in Repo, the 
securities get transferred to the lender of money. CBLO accounts for more than 60% of the 
short term market. Due to the withdrawal of CRR benefit from CBLO, it is observed that on 
reporting Fridays, market participants move their position to Repo as it does not attract CRR.  
These 3 short term market segments fulfill the requirement of various entities. Non-bank 
entities like Mutual Funds and Insurance companies account for a major share in lending in 
CBLO and Repo markets.   

 

Short Term Market Dynamics  

Daily LAF activity of the central bank is aimed to ensure adequate liquidity in LAF Activity: 
the system. However, due to structural issues, we see large liquidity shortage or overhang in 
the system. Due to infusion of liquidity by central bank to fight financial crisis 2007-09, banks 
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The period of Nov 2008 to May 2010 witnessed excess liquidity as RBI released close to 
Rs.500,000crores to the system through changes in CRR/SLR and rate cuts (Cumulative 
potential primary liquidity impact �� over Rs.490,000crore (9 % of GDP) at that time). Once 
the cycle reversed due to domestic inflationary pressure and possible asset price bubbles, RBI 
started rising policy rates and CRR and tightened liquidity in the system. As of now the, 
market is looking towards stabilization of the economy with lower inflation expectations. The 
recent tightening measures to moderate net liquidity infusion adopted by RBI to stabilize 
Indian Rupee resulted in higher borrowings in MSF window at higher interest rate. This led to 
move T-Bills yields going upward. 
 

LAF/NDTL Ratio  

The LAF/NDTL ratio is an important indicator of absorption of liquidity in the system. The 
ratio is used by the market to synchronize rate expectation. The spread of uncollateralized 
Call Rate over collateralized Repo rate is generally positive (not unusual to see negative 
�•�’�”�‡�ƒ�†���ƒ�–���–�‹�•�‡�•�����ƒ�•�†���†�—�”�‹�•�‰�����’�”�‹�Ž�ï�r�w���ƒ�•�†�����‡�’�ï�s�u�á���–�Š�‡ same was about 100bps on an average as 
given in the Table below. The spread has been calculated by using the average monthly Repo 
and Call rates in the market. We have used the rate on the respective Reporting Fridays rather 
than using an average rate for the entire fortnight because the pressure on the market on 
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The study did not find a great correlation between spread and the LAF/NDTL (absolute) ratio 
�� about 4% but the study empirically found that the shortage of liquidity (RBI supports 
market through net LAF infusion) has a higher cost than excess liquidity.  
 
The spread between Call and Repo is considered as an additional cost banks need to pay if 
they have to borrow in Call market to cover their shortfall. This cost increases significantly at 
the time of shortage. The same is much higher when the shortage is more than 1% of the 
LAF/NDTL ratio. The Table-2 gives the pattern of spread in various liquidity situations (Jan 
2007 to Dec 2011). 
 

 

Shortage of 
Liquidity (RBI 
net support)  

Excess 
Liquidity 

(Banks net 
deposit with 

RBI) 

LAF >1% of 
NDTL (Excess 

Liquidity)  

LAF>-1% of NDTL 
(Shortage of 
Liquidity)  

Spread 1.07% 0.76% 1.06% 1.78% 
 

Market Composition  

The short-term money market in terms of sourcing funds for banks and financial institutions 
consists of Call, Repo and CBLO markets. Most of these markets are predominantly overnight 
in nature (typically for 3 days on Fridays). However, a year-w
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Market liquidity in terms of total volume transacted in short term market (Call+Repo+CBLO) 
has seen significant changes during last few years.  

 

 

The average rates have seen significant changes keep in sync with the market environment. 
Higher liquidity during 2009/2010 saw rates dipping significantly and tightening of liquidity 
saw rates rising in 2011/12. The spread between clean call and collateralized repo is also 
widening in recent months due to liquidity pressure.  

 

    2004 2005 2006 2007 2008 2009 2010 2011 2012 
CBLO Rate 4.23 4.85 6.01 5.38 6.84 2.84 4.58 7.21 8.56 
  STDEV 0.65 0.66 0.77 3.10 1.64 0.72 1.35 1.06 0.10 
  MAX 6.05 6.63 12.78 28.69 11.97 4.53 7.96 9.11 8.90 
  MIN 2.70 2.11 4.81 0.02 2.50 0.39 1.19 1.57 8.41 
CALL Rate 4.61 5.12 6.44 6.62 7.71 3.49 4.97 7.62 8.91 
  STDEV 0.48 0.47 1.13 5.45 2.11 0.47 1.35 0.79 0.21 
  MAX 6.30 7.16 16.89 55.59 19.74 5.25 8.06 9.77 9.28 
  MIN 4.07 4.52 5.47 0.13 5.26 2.99 3.12 5.88 8.62 
REPO Rate 4.23 4.95 6.12 5.67 7.20 3.09 4.76 7.40 8.65 
  STDEV 0.63 0.52 0.89 3.06 1.45 0.73 1.32 0.90 0.09 
  MAX 6.00 6.53 14.88 26.12 12.42 5.10 6.87 9.20 8.87 
  MIN 3.17 3.61 4.92 0.14 3.02 0.98 2.06 3.72 8.45 
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Mean 0.0549 
Standard Error 0.0019 
Median 0.0545 
Standard Deviation 0.0188 
Sample Variance 0.0004 
Kurtosis -0.1190 
Skewness -0.0730 
Minimum 0.0023 
Maximum 0.0999 
Count 98 

  

The indexed rate has hovered within +/-1 standard deviation for most of the period though at 
times it moves away from the range but returns soon to the trajectory. 

 

 
The rational expectation is that the indexed rate will be higher at the time of liquidity 
shortage and lower at the time of liquidity excess. Hence we have tested to establish the 
relevance of the relationship through a simple linear regression in which indexed rate is a 
dependent variable while liquidity measured in terms of LAF/NDTL ratio is the independent 
variable. The estimated equation is  

It=0.0684-1.1536*(LAF/NDTL) t 

As expected the relationship is negative �� higher rate with lower liquidity and vice versa. The 
model was also tested for lagged effect but the estimation did not change significantly 
(improved R Square marginally): 
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Annexure - II 
 

=0.0684-1.1536*LAF/NDTL 

  

 

Regression Statistics 

Multiple R 0.42517 

R Square 

  


