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As expected, RBI stands pat. Budget, inflation to prompt next rate cut
As expected, the Reserve Bank of India (RBI) on Tuesday (February 2) kept the repo rate unchanged at 6.75% with
the Union Budget on the anvil and while awaiting more data on the inflation trajectory. Since its last policy-rate cut,
some room for monetary easing has opened up as global growth weakened leading to a sharp decline in crude oil
and commodity prices which supported lower inflation. But the RBI also wants to tame consumer price inflation (CPI)
to 5% by March 2017 – or a clear percentage point lower than its March 2016 target. This will be a tough ask if the
Seventh Pay Commission recommendations are implemented and the monsoon remains inadequate. A noninflationary Budget will also be a factor in future rate cut decisions.
Our view:
■ We expect the RBI to slice the repo rate by 25 basis points after the Budget. The RBI policy stance remains
accommodative, but before wielding the knife, it will wait for clarity on both fiscal policy and inflation.
■

For fiscal 2017, we expect CPI to stay soft at 5% average -- unchanged from fiscal 2016 if India is blessed
with a normal monsoon. While the upward push to inflation from a low-base effect has played out, food price
movement will be the key monitorable in the coming months. A normal monsoon in 2016 is therefore critical for
keeping a lid on food inflation. Given the excess capacity in industry, weak demand and soft commodity and oil
prices, the impending Seventh Pay Commission payouts are unlikely to swing inflation away from the RBI’s glide
path.

■

Policy transmission is an area of concern and lately tighter liquidity conditions have hindered further
decline in market-driven interest rates. The 10-year benchmark government security yield remains elevated
reflecting hardly any impact of monetary easing. The yield at around 7.7% average in January 2016, remains
unchanged from a year ago. Downward rigidity in bank base rates is the other big worry. We believe fiscal 2017
should see faster rate cut transmission as average borrowing cost of banks comes down and they begin to fix
their lending rates based on marginal cost of funds.

■

Non-inflationary fiscal policy will be a key trigger for rate cut. The Budget for fiscal 2017, to be revealed on
February 29, will have to continue to support fiscal consolidation by controlling spending while keeping focus on
structural reforms that boost growth in the medium term. These could include, among other things, policies that
push agriculture production (and therefore lower food inflation) and those that improve ease of doing businesses
and help attract foreign capital, in addition to encouraging domestic businesses to invest. Policies that push
supply in services sectors such as education and health, where the inflation is high and stubborn, will also create
grounds for a rate cut.

■

Divergent monetary policies across the world could trigger capital volatility. But a low current account
deficit and improving macroeconomic conditions are likely to attract higher inflows relative to last year.
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(1) Inflation to slide down the intended glide path making room for rate cuts
The RBI’s target of 6% CPI inflation by March 2016 looks attainable, but meeting the next year’s target of 5% inflation
by March 2017 could be a tall order if monsoon plays truant. We expect CPI to stay soft at 5%, unchanged from
fiscal 2016, assuming a normal monsoon, softer oil and commodity prices and only a mild pick-up in domestic
demand.
Key monitorables for food inflation in 2016 are; 1) the impact of lagged sowing of Rabi output; 2) global food prices;
and, 3) the monsoon. The El Niño occurrence has spawned weather changes across the world in the last few months.
The Australian Bureau of Meteorology believes the event has peaked in recent weeks and ocean temperatures
suggest this has been one of the three strongest El Niño events in the past 50 years. El Niño conditions are expected
to ebb in the coming months and weather patterns should return to normal by the first quarter of next fiscal. In India,
wheat production is expected decline for the second consecutive year in 2016 due to an unusually warm winter in
central and northern India and pest infestation. In case temperatures rise further by February and March -- which is
the harvest season -- production levels could fall further and below the governments' target. Rabi sowing so far has
lagged considerably – it is 3% below last year’s level as of January 28, 2016, with the worst-affected crops being
rice (sowing down 7%), wheat (down 4.4%), and pulses and oilseeds (each down 2.7%). Next fiscal, the benefit from
falling global food prices could also somewhat reduce. And for the first time in four years, global food prices are
expected to rise. But the pick-up seen is a mild 1.5% as per World Bank estimates, compared with a 15% drop in
2015.

(2) Tighter liquidity, slow rate cut transmission hampering monetary policy effectiveness
In this rate-cutting cycle that began on January 2015, the RBI has brought down the repo rate by 125 bps. But while
market-driven interest rates such as those on commercial papers and certificates of deposits had been falling sharply
until November, tighter liquidity conditions have lately pushed them up. At the same time, the base lending rates of
banks have come down only by about 60 basis points, limiting the boost to consumption from lower interest rates.
Also, tighter liquidity – the average daily net injection in January was Rs 190 billion – and prospects of increase in
issuance of state debt (as per the UDAY program for discoms) has kept the 10-year benchmark yield at elevated
levels of around 7.7% average in January 2016 – or unchanged from a year ago. This is mainly a result of increased
supply of government bonds (this year states will be issuing bonds as discom losses are transferred to the states),
larger government cash balances with the RBI, faster growth in currency with public (12% on-year) and higher
seasonal demand for bank credit (10.8% on-year). Daily data compiled by the RBI shows that government’s daily
average cash balances during January rose to Rs 977 billion from Rs 761 billion in December. By the month-end,
the cash balance with the RBI was higher at Rs 1.4 trillion.
Figure 2: Tighter liquidity restricting further plunge in
borrowing costs

Figure 1: 10-year G-Sec yields firm despite monetary
policy easing
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Bank credit growth to improve in 2016-17
■

Figure 3: Credit growth (y-o-y)
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Figure 4: Commercial paper issuances rise
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Deposits growth also to pick up slightly in Figure 5: Deposit growth, y-o-y
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CD ratio to increase further in 2016-17 as credit
growth improves
Credit-deposit (CD) ratio stood at 76.3% as on
January 8, 2016, up by 40 bps compared with January
9, 2015, led by higher credit growth. However,
incremental CD ratio has improved to 80% as on
January 8, 2016 vis-à-vis 62% as on October 30, 2015
on account of higher credit growth.
■
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Figure 6: Trend in CD ratio

77% in 2015-16.
■

reasonably faster, the CD ratio is expected to be in the
range of 77-79%.

Asset quality to remain weak
■

Gross non-performing assets (GNPAs), at 4.3% of

September 2015, public sector banks (PSBs) reported
GNPAs of 5.7% (95 bps higher y-o-y). The asset
quality of private sector banks, was relatively robust,
with GNPAs of 2.1%, however, there are signs of high
slippages even in portfolio of private banks.
In 2015-16, GNPAs is estimated to inch up to 4.6% on
account of lower sales to asset reconstruction
companies (ARCs) and high slippages mainly from
restructured standard accounts. Conversion of debt to
equity

by

banks

through

the

strategic

debt

restructuring route and restructuring under the 5/25
scheme is expected to limit GNPA increase.
■

In 2015-16, CRISIL expects sales to ARCs to be Rs
60 billion compared with an estimated sale of Rs 160170 billion in 2014-15 due to regulatory policy changes
requiring ARC’s to put in more capital

4

Credit-deposit ratio

Source: RBI, CRISIL Research

Figure 7: Trend in asset quality
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Our Capabilities
Making Markets Function Better
Economy and Industry Research

▪
▪
▪
▪

Largest team of economy and industry research analysts in India
Acknowledged premium, high quality research provider with track record spanning two decades
95% of India’s commercial banking industry by asset base uses our industry research for credit decisions
Coverage on 86 industries: We provide analysis and forecast on key industry parameters including
demand, supply, prices, investments and profitability, along with insightful opinions on emerging trends
and impact of key events

▪

Research on sectors and clusters dominated by small and medium enterprises covering analysis of relative
attractiveness, growth prospects and financial performance

▪

High-end customised research for many leading Indian and global corporates in areas such as market
sizing, demand forecasting, project feasibility and entry strategy

Funds and Fixed Income Research

▪
▪
▪
▪

Largest and most comprehensive database on India’s debt market, covering more than 18,000 securities

▪

Ranking of Indian mutual fund schemes covering 73% of assets under management and Rs.7.2 trillion
(USD 120 billion) by value

▪

Business review consultants to The Employees’ Provident Fund Organisation (EPFO) and The National
Pension System (NPS) Trust in monitoring performance of their fund managers

Largest provider of fixed income valuations in India
Provide valuation for more than Rs.70 trillion (USD 1,167billion) of Indian debt securities
Sole provider of fixed income and hybrid indices to mutual funds and insurance companies; we maintain
38 standard indices and over 100 customised indices

Equity and Company Research

▪
▪

Largest independent equity research house in India,; coverage exceeds 140 companies

▪

Assigned the first IPO grade in India; graded more than 100 IPOs till date

First research house to release exchange-commissioned equity research reports in India; covered 1,488
firms listed and traded on the National Stock Exchange

Executive Training

▪

Conducted 1000+ training programs on a wide spectrum of topics including credit, risk, retail finance,
treasury, and corporate advisory; trained 20,000 more than professionals till date

▪

Training programs being conducted in India, Sri Lanka and Bangladesh through an extensive network of
well-qualified financial professionals
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