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Introduction

FY25 witnessed significant fluctuations in banking and core liquidity, transitioning from neutral to deficit to surplus. This
note delves into the dynamic management of banking and core liquidity by the Reserve Bank of India (RBI) using various
tools and how this has in the past steepened the yield curve. As FY26 begins with surplus liquidity, the anticipated RBI
dividend of at least INR 2.5 trillion is expected to elevate banking and core liquidity to INR 6 trillion. Furthermore, even
though the RBI lowered rates by 50 bps, the net effective reduction is 100 bps as explained in the note. We foresee that
: maintaining sustained liquidity of 1% of NDTL or higher, coupled with slow credit growth, will lead to arally at the short end
i ofthefixedincome curveresultinginasteeperyield curve.

Recap of Banking Liquidity Y 25 ]|

FY24-25was marked by significant volatility and fluctuations in banking and core liquidity. Initially, FY25 began with nearly
neutral liquidity, but soon shifted into a deficit zone due to insufficient government spending. The announcement of the
INR 2.1 trillion dividend by the RBI led to a surge in durable and banking liquidity during Q2 and Q3. However, this surplus
liquidity was short-lived as FX interventions and currency leakage (amount held by public thanin the bank) due to elections
resultedinaliquidity deficit through most of Q4.

Average bankingliquidity duringeach quarterlastFY (Rs.Crs)
Apr-Jun2024 (51,032)
July-Sept 2024 1,25,037
Oct-Dec2024 79,086
Jan-Mar 2025 (1,62,400)

Source: RBI website, Internal Models

Shift in RBI’s Liquidity framework

During Q2-Q3 of FY25, the economy faced several macroeconomic headwinds. These included FPI outflows, particularly
in equity markets, and potential currency depreciation due to the strengthening of the dollar following the US elections.
Therewasalsoanear-termriseinheadlineinflationinduetoincreasingfood and vegetable prices.

Tight financial conditions, a depreciating currency, low government spending, weak external sector growth and tepid
credit growth led to slowdown in high frequency indicators resulting in weaker growth last year. The anticipated GDP for
FY 2025is 6.3%,compared tothe estimated 7%.

Acknowledging weaker growth along with stable inflation and external sector outlook for FY26, the RBI prompted a
changeinitsliquidity framework.

Since December 2024 - January 2025, we observed a shift in the RBI’s liquidity stance from neutral/deficit to more than 1%
of NDTL positive liquidity resulting in substantial liquidity injection over past few months. This 1% of NDTL equates to
roughly INR 2.25 trillion of Durable/ Banking liquidity.

The RBlhasinjected morethanINR 10trillion of liquidity into system since December 2024 resulting inbanking liquidity to
swingfromdeficits of INR 3 trillionto asurplusof INR 1.25 trillion as of March 31,2025.



Movement in durable liquidity and summary of tools used by RBI

Durableliquidity projection-Dec 2024- May 2025

ChangesinDurable liquidity AmtINRcr

‘

Net Durable Liquidity as of Dec 13,2024 50,000
CRRcutof 50 Bps 1,16,000
OMO Purchases 5,20,000
FXBuySellUSD 25Bn 2,12,500
Currencyincirculation -2,58,000
Increasein CRR maintenance on Deposit Growth -50,000
FXintervention -2,70,000
Closing Durable Liquidity asof May 22,2025 3,20,500

Source: RBl website, Bloomberg, Internal Models

Factors behind RBI’s liquidity infusion

In addition to the macroeconomic reasons mentioned earlier particularly weak GDP, there are several other key factors
that we believe prompted the RBI to inject more than INR 10 trillion of liquidity through various short and long term tools
over past four months. Thesefactorsinclude:

e Ensuring the effective transmission of monetary policy cuts into deposit and lending rates to support the slowing
economy.

e Shiftingthe core/durableliquidity deficitfrom anegative INR 1 trilliontoasurplusliquidity of 1% of NDTL.

e Neutralising the liquidity deficits that will arise in the banking system due to unwinding of short FX forwards, with
maturities of 1-3Months amountingto USD15-20Bn.

e Ensuring reserve money growth which had collapsed to below 5%* (as shown below in the table) year on year from an
average of morethan 10% leadingtoweak deposit and credit growthinthe economy.

SlowingReserve money (MO0) growth impacted Depositgrowth

Trends of Reserve Money , M3 and Deposit Growth

RESERVE MONEY 4. 8% 6.0% 9.8% 13.2% 14.7%  14.9% 10.2% 17.0%
M3 9.6% 11.2% 11.0% 8.7% 11.4%  12.4% 10.4% 10.2%
DEPOSIT GROWTH 10.2% 13.1% 13.3% 9.2% 12.2%  11.3% 10.1% 9.2%

Source: RBI website, Bloomberg, Internal Models

Is RBI done with its Liquidity injection? How much can we expect?

Based on our internal liquidity models, we believe that both banking and durable liquidity are currently comfortable, and
financial conditions have significantly eased in past four months. Consequently, we do not foresee the need for further RBI
intervention at this time. To set the context, in a scenario of tight liquidity, the effective rate, where banks are borrowing or
lending funds, tends to gravitate towards the Marginal Standing Facility (MSF) rate while in periods of surplus liquidity, this
rate moves to Standing Deposit Facility (SDF). Hence, while the rate cuts are 50 bps so far in this cycle, the effective rate has
moved lower from MSF (6.75%in January 2025) to SDF (5.75% currently) whichis atotal of 100 bps.

We anticipate that the RBI may declare and distribute another record dividend in the current financial year potentially
i exceeding INR 2.5 trillion. This substantial dividend would significantly boost banking and durable liquidity potentially
. raisingitaboveINR 6 trillioninnear term.



Is RBI done with its Liquidity injection? How much can we expect? (Contd.)

We believe that post the RBI dividend announcement, the pace of Open Market Operations (OMQ's) purchases could fall
significantly. We do not anticipate more than INR 1-1.5 trillion of OMOQ’s until September 2025 unless there are
substantial FX outflows, which could negatively impact government bonds, particularly long duration Govt bonds.

¢ However, the need for some additional OMO’s purchases may arise due to the large, short FX (USD) positions which could
i leadtoadragoncore/bankingliquidity as they mature, necessitating Reserve money creation.

OMO purchases expectations till Sept 2025

OMO Purchases/FXbysellrequired to maintainmore than 1% NDTL Liquidity

ChangesinDurable liquidity AmtINRcr

Net Durable Liquidity as of May 2025 3,20,500
MO Creation (to Take Y-0-Y Growth to 10%) -2,00,000
RBI Dividend (Expected in May/Jun 2025) 3,00,000
Currency Incirculation Growth (May- Sept 2025) -20,000
Increasein CRR maintenance on Deposit Growth -50,000
FXintervention (USD 25 Bn FX swap Maturity upto 3months) -2,12,500
Closing Durable Liquidity as of Sept, 2025 1,38,000
Durable Liqudity as per 1% of NDTL liquidity 2,50,000
OMO purchases/ FXbuy sell Swapfacility required tomaintain 1% NDTL liquidity 1,12,000

Source: RBIwebsite, Bloomberg, Internal Models

Implications of Sustained Banking Liquidity Above 1% of NDTL

Our analysis of banking liquidity over the last 15 years, covering periods such as the Taper Tantrum (2013-15), :
Demonetization (2016-17), and Covid (2020-21), revealed that the RBI has never maintained sustained core/banking
liquidity of more than 1% of NDTL except during the Covid and demonetization periods. This indicates a significant shiftin :
the RBI's mandate which we believe will lead to a steepening of the yield curve, increased demand for short term bonds :
and arallyinbond marketsin near term. :

Instancesin past 15 years of sustained more than 1% of NDTL Liquidity.
Demonetisation 2016-2017
Covid-19 2019-2022

The chart below depicts the steep corporate bond curve during Covid 19, and Demonetization compared to flat curve
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Implications of Sustained Banking Liquidity Above 1% of NDTL (Contd.)

Analysing the past trends indicates that the yield curve tends to steepen over a period of 3- 6 months once sustained
liquidity of more than 1% of NDTL is maintained in the Banking system. During this time, corporate bonds spreads over the
Repo rate compress due to a strong demand for short term assets. The chart below depicts the attractive opportunity for !
spread compression in 1-5-year corporate bonds as seen in three months after the liquidity infusion by RBI during the :
periods of Demonetization and Covid. :

Spreads Over Reporate
Repo 6.25 40 AL
6M 0.48 0.60 1.28
1Y 0.44 0.69 1.30
2Y 0.45 1.01 1.45
3Y 0.54 1.20 1.59
5Y 0.59 1.86 1.86

.............

We anticipate that maintaining sustained liquidity of 1% of NDTL or higher coupled with slow credit growth will lead to a
rallyinshortend of the fixed income curve and resultin asteeper yield curve. Consequently, we expect 1-5 year corporate
bondsinthe currentscenariohave the potential to outperformlongbondsonarisk reward perspective.

¢ Additionally, we foresee a limited rally in government bonds going forward, as we expect a shallow rate cut cycle and
. incremental OMO purchasestobelimitedtoINR 1-1.5 trillion.

Source & Date: Bloomberg, Axis MF Research, RBI. Date: 20 May 2025.
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