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From pumps to prices

How higher fuel prices can escalate inflation in India

Retail petrol and diesel prices have risen ~Rs 7.5/litre since May 15.
Further hikes are possible if crude prices remain elevated.

With oil marketing companies gradually paring their losses (or under-recoveries), cumulative hikes could move closer to
Rs 10/litre in the near term.

The broader effect will reverberate across the economy through higher transport costs, pushing up both food and core
inflation.

« The direct upside to inflation linked to the Consumer Price Index (CPI) is estimated at ~36 basis points (bps) with
a hike of Rs 7.5/litre in petrol and diesel prices), rising to ~48 bps if the retail fuel prices increase by Rs 10

» Producers face a dual cost shock, with higher prices of:

— Crude, petroleum products and gas raising manufacturing costs’

— Fuelincreasing transport costs, which will add to final price paid by the consumer. We use the latest Supply
and Use Tables for fiscals 2023 and 2024 to identify categories that are transport-intensive, which could see
stronger price pass-through to retail prices in coming months

Why transport costs matter

Transport is a major channel through which fuel inflation radiates across the economy. While freight transport accounts
for 54%? of India’s logistics cost, road transport represents nearly 71%? of total freight movement.

Fuel is the single largest component of road transport costs at ~42%, as per the NCAER study.

The increase in retail fuel prices will directly impact these freight costs structures and feed into prices across supply
chains in coming months.

How the second round affects price transmission

Food inflation - The confluence of a low base and rising transport costs will quicken the pace of food inflation. Supply
and Use Tables suggest transport costs contribute more to the prices of dairy products, tea, coffee, fruits, pulses,
spices, eggs, meat and fish. These categories are more vulnerable to increases in fuel and transportation costs.
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Core inflation — A sharp rise in transport costs, coupled with cost pressure from other commodities will raise core
inflation.

Clothing, electronic products, wood products and housing-related construction materials (including cement,
ceramics) are more transport-intensive than the national average. Rising transport prices will impact the final
prices of these products.

Manufacturing inputs such as mining (iron, coal) and chemical products are also transport-intensive; thus, input
cost pressure for manufacturers will likely increase.

Given broadly steady demand conditions so far, manufacturers are increasingly likely to pass on higher costs to
consumers to protect profit margins. Alternatively, they can also resort to ‘shrinkflation’ — reducing volumes for a
product at the existing price.

A counterbalance, but only partial

The goods and services tax (GST) rationalisation announced in September 2025 lowered inflation across several mass
consumption items such as electronics, automobiles, clothing, fast-moving consumer goods, and processed foods. The
GST rate was lowered on roughly 11 out of the top 30* consumption items.

The action should continue for at least a year to provide a partial counterbalance, if not fully neutralise pressure from
elevated energy costs.

RBI on watch

Crude prices have averaged ~$112/barrel for the first two months of this fiscal, with our base case expectation at ~$95/
barrel for the full fiscal. The economy has only recently started facing retail fuel price hikes with some more in the anvil
amplifying both the direct and indirect inflationary risks.

Though CPl inflation currently remains below the Reserve Bank of India’s (RBI) 4% target, it is projected to move up but not
cross the upper limit 6% tolerance band.

We expect the RBI Monetary Policy Committee (MPC) to look through these supply-side impressions on CPI price inflation.

But it is likely to remain watchful of spillover risk to household inflation expectations, and the possibility of the second
round leading to generalisation of price pressures.

The implications of expected below-normal monsoon and evolving El Nifio conditions on food inflation will also be
monitored.
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