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Repo sliced, stance changes to accommodative

e The Reserve Bank of India (RBI)’s Monetary Policy Committee (MPC), in its second bi-monthly Monetary
Policy Review for fiscal 2020 today, cut the policy rate by 25 basis points (bps), following two similar cuts in
the previous two policies. Consequently, the repo rate now stands at 5.75% (lowest since September 2010),
and the reverse repo and marginal standing facility (MSF) rates at 5.50% and 6.00%, respectively. The MPC
also changed its policy stance to accommodative from neutral. The moves were unanimous, with all six MPC
members voting for the rate cut and the change in policy stance.

e Today’s policy decision was based on the following factors:

i) Benign inflation scenario, especially the core; ii) Sharp slowdown in domestic growth, amid global
headwinds stemming from subdued global growth and escalating trade tensions

— Inflation based on the consumer price index (CPI) remains well below the RBI's medium term target of
4%, with the latest print, for April, at 2.92%. The MPC believes headline inflation will remain under 4%
this fiscal and has projected CPI inflation at 3.0-3.1% for H1 and 3.4-3.7% for H2, with risks broadly
balanced. Not only has core inflation (taking out food and fuel) moderated sharply, but also inflation
expectations of the households have continued to moderate, the committee has noted. While it has
acknowledged the volatility in crude oil prices, the MPC believes its impact on headline inflation is
muted. CRISIL forecasts CPI inflation for fiscal 2020 at 4%.

—  The Central Statistics Office (CSO) recently revised its GDP growth estimate for fiscal 2019 downwards
by 20 bps to 6.8%, the slowest pace of growth since fiscal 2014. The MPC has noted that “weak global
demand due to escalation in trade wars may further impact India’s exports and investment activity.
Further, private consumption, especially in rural areas, has weakened in recent months.” It has
accordingly revised down its GDP growth projection for fiscal 2020 to 7.0% from 7.2% earlier. Given the
Indian Metrological Department’s prediction of well-distributed and near normal monsoon (96% of long
period average) last week and expectation of lagged impact of rate cuts filtering in going ahead, we
believe GDP growth will cross 7.0% in fiscal 2020. Our current growth forecast of 7.3% is under revision.

Our view

The third consecutive rate cut of 25 bps by the MPC takes the cumulative reduction in the ongoing rate easing cycle
to 75 bps. The MPC has been vocal with its concerns on the growth front. The rate cut, therefore, was largely
anticipated and was adequately reflected in the sharp fall in bond yields of late. That, along with the change in stance
to accommodative, suggests the MPC’s optimism in containing inflation below the target for the rest of the year and
the need for the monetary policy to support growth at a time when fiscal policy remains constrained.

The economy has seen growth slow down further since the last monetary policy announcement. GDP growth dropped
to 5.8% on-year in Q4 fiscal 2019 from 6.6% in the previous quarter, marking the slowest quarterly rise since Q4
fiscal 2014. A sharp slowdown in fixed investment, followed by private consumption and exports, dragged down
growth. Industrial sector output, measured by the Index of Industrial Production (lIP) recorded a negative 0.1% growth
in March, the latest available data, with manufacturing activity contracting. Other high frequency indicators, including
that for the services sector, also paint a dull picture. The broad-based slowdown in growth suggests it may be more
entrenched than transitory.

Inflation, at the same time, remains under control. While food inflation — which has been the prime mover of headline
inflation so far — has started picking up marginally, core inflation has started softening. This keeps at bay the
possibility of headline inflation breaching the medium term target in the near term.

Systemic liquidity in the banking system has improved and become surplus. Early June saw average daily surplus of
Rs. 660 billion, as opposed to deficit during April and most of May. The tightness in liquidity was due to leakage of
cash into the system (currency in circulation had gone up), which is expected to continue to correct with elections

2



Research CRISIL

An S&P Global Company

being over. The RBI has continued to announce open market operations, signalling its intent to keep liquidity
adequate. The problems in the NBFC space, though, may warrant larger liquidity support from the central bank.

The rate reductions and changing of stance to accommodative should also help improve transmission of the monetary
policy further. The past repo rate cuts have transmitted to new lending but rates on existing loans have, in fact, gone
up. RBI's guidance on a relook at the liquidity framework from the point of view of simplification and communication
provides comfort on the liquidity and rate transmission in future.

CRISIL believes another rate cut can be expected if the monsoon progresses favourably and the government remains
committed to its fiscal consolidation path.
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Banking sector view

Credit growth picks up pace

Scheduled commercial banks continued to post double-digit growth (excluding credit extended to NBFCs), registering
credit growth of ~11.3% YoY as of May 24, 2019. Industrial credit growth extended its recovery since the past fourth
months, after almost two years of subdued growth. As of April 2019, industrial credit (which accounts for ~33% of
gross bank credit) grew ~6.9% YoY, while the services sector (~27% of gross bank credit) and retail segment (~26%
of gross bank credit) registered healthy growth of ~10% YoY and ~16% YoY, respectively, driven by strong
consumption demand and higher credit requirement by NBFCs. Excluding credit given out to NBFCs, overall services
credit growth was ~11% as of April 2019. Deposit growth too improved, growing ~10.1% YoY as of May 24, 2019,
supporting incremental credit demand.

CRISIL Research expects net banking credit to grow ~13-14% in fiscal 2020, compared with ~12.2% in fiscal 2019
and ~7.4% in fiscal 2018, driven by strong retail credit growth, higher disbursements to NBFCs and resolution of big-
ticket stressed assets. Deposit growth is expected to be ~11-12% in fiscal 2020, partly due to higher share in
subscriptions to debt issuances versus mutual funds.
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Repo rate under the Liquidity Adjustment Facility (LAF) lowered by 25 bps; benefits expected to be passed
on to customers by banks

To achieve its medium-term target of 4.0% CPI Inflation (within a +/-2% band), the Reserve Bank of India (RBI)
reduced repo rate — which is the key policy rate at which the central bank lends to commercial banks — by 25 basis
points to 5.75%. Global economic activity has been witnessing a slowdown, especially in the US, the UK, and the
European Union, where industrial activity remains muted. On the domestic front, GDP is estimated to have grown
~6.8% (as per NSSO) during the fourth quarter of fiscal 2019, down ~20 bps from the second revised advanced
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estimate, released in February. Growth was majorly pulled down by the downward revision in private final
consumption expenditure (PFCE), along with a moderation in exports. Growth in gross fixed capital formation (GFCF)
declined sharply to single digits (~3.6%), after witnessing double-digit growth in the previous five quarters. These
acted as a trigger for the in the rate cut.

Expectation for healthy deposit growth and repo-rate cuts worth ~75 bps over the past five months are likely to result
in the transmission of interest-rate benefit from banks to customers. However, the rate of transmission is likely to be
relatively lower at ~10-20 bps, as deposit rates will stay relatively firm and credit costs remain high.
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About CRISIL Limited
CRISIL is a leading, agile and innovative global analytics company driven by its mission of making markets function better.

It is India’s foremost provider of ratings, data, research, analytics and solutions, with a strong track record of growth, culture of
innovation and global footprint.

It has delivered independent opinions, actionable insights, and efficient solutions to over 100,000 customers.

It is majority owned by S&P Global Inc, a leading provider of transparent and independent ratings, benchmarks, analytics and
data to the capital and commodity markets worldwide.

About CRISIL Research

CRISIL Research is India's largest independent integrated research house. We provide insights, opinion and analysis on the
Indian economy, industry, capital markets and companies. We also conduct training programs to financial sector professionals on
a wide array of technical issues. We are India's most credible provider of economy and industry research. Our industry research
covers 86 sectors and is known for its rich insights and perspectives. Our analysis is supported by inputs from our large network
sources, including industry experts, industry associations and trade channels. We play a key role in India's fixed income markets.
We are the largest provider of valuation of fixed income securities to the mutual fund, insurance and banking industries in the
country. We are also the sole provider of debt and hybrid indices to India's mutual fund and life insurance industries. We pioneered
independent equity research in India, and are today the country's largest independent equity research house. Our defining trait is
the ability to convert information and data into expert judgments and forecasts with complete objectivity. We leverage our deep
understanding of the macro-economy and our extensive sector coverage to provide unique insights on micro-macro and cross-
sectoral linkages. Our talent pool comprises economists, sector experts, company analysts and information management
specialists.

CRISIL Privacy

CRISIL respects your privacy. We may use your contact information, such as your name, address, and email id to fulfil your
request and service your account and to provide you with additional information from CRISIL. For further information on CRISIL's
privacy policy please visit www.crisil.com.

Disclaimer

CRISIL Research, a division of CRISIL Limited (CRISIL) has taken due care and caution in preparing this Report based on the
information obtained by CRISIL from sources which it considers reliable (Data). However, CRISIL does not guarantee the
accuracy, adequacy or completeness of the Data / Report and is not responsible for any errors or omissions or for the results
obtained from the use of Data / Report. This Report is not a recommendation to invest / disinvest in any company covered in the
Report. CRISIL especially states that it has no financial liability whatsoever to the subscribers/ users/ transmitters/ distributors of
this Report. CRISIL Research operates independently of, and does not have access to information obtained by CRISIL’s Ratings
Division / CRISIL Risk and Infrastructure Solutions Limited (CRIS), which may, in their regular operations, obtain information of a
confidential nature. The views expressed in this Report are that of CRISIL Research and not of CRISIL’s Ratings Division / CRIS.
No part of this Report may be published / reproduced in any form without CRISIL’s prior written approval.
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