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After a cumulative 125 basis points cut in the repo rate by RBI during past 12 months, market participants
are now bracing for a pause. Slowing economic conditions definitely demands further fall in the interest
rates but growing concerns over fiscal prudence and rise in food inflation is pouring water on such
possibility. On growth front, Indian government downwardly revised GDP estimates for the current fiscal
year. GDP projection for FY2015‐16 is lowered to 7.2% from 7.3% reported earlier. Few quarters back, the
Finance ministry expected the economy to grow around 8%. Growth numbers for the previous fiscal year
(FY2014‐15) has also been lowered to 6.6% from the earlier estimate of 6.9%.
India GDP growth
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On inflation side, retail inflation during December has moved higher towards 5.61%, when compared with
the reading of 5.41% and 5% during November and October respectively. Erratic monsoon has adversely
impacted the output of grains, pulses and other crops and in the process led to higher food prices. RBI’s
focus is accentuated on maintaining retail inflation around 5% by the end of March 2017. Further spike in
consumer inflation can dampen the prospects of another cut in the interest rates. There are also concerns
over the progress of fiscal consolidation. There is skepticism on whether the incumbent regime will be able
to meet the fiscal deficit of 3.9% by the end of this fiscal year. Fiscal deficit for the April‐December 2015
period stands at 87.9% of FY2015‐16 target. Recent hike in salaries and pensions of Central government
employees can impair the plans of attaining budgetary targets.
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RBI Monetary Policy Preview – Brace for a Pause
Meanwhile, trajectory in oil prices has worked in the favor of Indian economy. Considering India’s
dependence on oil imports, falling energy prices has proved as a boon for the nation’s current account
balance. In the latest, India’s current account deficit narrowed to 1.6% of GDP during the second quarter of
the FY2015‐16, when compared with the reading of 2.2% the same quarter last year. Nevertheless, India’s
trade deficit rose to US$11.7bn in December 2015, compared to US$9.1bn a year ago, as merchandise
exports during December fell for the 13th successive month on account of weak global demand and
competition from depreciating emerging market currencies. Exports fell 14.75% on yoy basis to US$22.3bn,
while imports were reported at US$33.96bn.
RBI will also review the developments in the global economy before taking a call on the interest rate
trajectory. The prevalent environment remains challenging, given the transition in Chinese economy and its
repercussions on the financial markets. Markets are also concerned about the possibility of a further hike
in US interest rates. Fed’s recent policy statement was not as dovish as market participants were expecting,
considering the fragile global economic landscape and tumbling equities. Fed stated that it is closely
monitoring global economic developments but it reiterated moderately optimistic outlook on US economy,
elaborating that rate hike will be gradual and data‐driven. This implies that the central bank will persist
with the process of policy normalization. Several economists expect Fed to hike rates twice this year, well
below the four rate hikes projected during December policy meeting.
India 10 year sovereign yields
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In the credit markets, Indian sovereign bonds have scaled higher after RBI’s last monetary policy review,
with yields on 10‐year benchmark (G‐Sec 7.72% 2025) moving above 7.8% levels, when compared with the
levels of 7.72% on December 1st 2015. There are concerns over persistent foreign capital outflows, as risk
aversion prevails given the weakness in world financial markets and bleak economic backdrop. The
repercussions are palpable in the Indian capital markets, with foreign capital outflows in equities during
January this year amounting to US$1.65bn. To counter this, Government of India conducted auction of
unutilized limits of Rs7,500 crores in debt markets for long‐term foreign investors.
It seems likely that India’s central bank will opt to maintain status quo on the interest rates, restricted by
threat of further rise in food prices, concerns over the progress of fiscal consolidation and challenging
global economic backdrop. However, RBI will continue to maintain liquidity in the monetary system
through open market operations.
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