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Monetary Policy: Weak Q2 GDP growth calls for another 25bps rate cut

We expect the RBI’s Monetary Policy Committee (MPC) to cut policy rates by another 25bps on December 5,
2019, marking the longest streak of consecutive rate cuts in the last two decades, thanks to a protracted
economic slowdown. GDP growth fell to six-and-a-half year low of 4.5% in Q2FY20 led by a sharp deterioration
in investment activity—a consequence of weak business confidence, low risk appetite and low capacity
utilisation. The third quarter is also not looking meaningfully better as signalled from several high frequency
indicators such as industrial production, merchandise trade performance, fuel consumption, amongst others.
Fiscal spending, the only saviour last quarter, is unexpected to sustain in the second half, with October already
witnessing some moderation, even as a low base may provide a statistical bump-up to GDP print. Inflation, on
the other hand, has been moving up, but it has been mainly due to a transitory spike in food inflation, even as
core inflation has continued to trend lower, signalling weak domestic demand.

While an unfavourable base may keep the headline inflation above the RBI’s 4% target in the near-term, we
expect the RBI to look through the base effect and remain focused on reviving growth and continue with monetary
easing. Transmission to the real economy, however, is expected to be gradual amid tight financial conditions.

¢ Expect another 25bps rate cut accompanied by retention of an accommodative stance: The RBI's Monetary
Policy Committee, in its fifth bi-monthly policy review meeting of this fiscal scheduled for December 5, 2019,
is expected to reduce the policy rates by another 25bps (repo rate to be reduced from 5.15% to 4.9%—just
15bps shy of the post-crisis lows of 2009). This would take the total quantum of rate cuts in 2019 thus far to
160bps—the highest seen in any year over the last two decades, except for 2009. The MPC is expected to retain
its monetary policy stance to ‘accommodative’, as it continues to remain focused on reversing growth slowdown,
accompanied with a reduction/increase in growth/inflation forecasts.

e Growth impulses remain weak: The Q2FY20 GDP print, if not for fiscal spending, would have come in at 3.1%,
signalling a broad-based slowdown. The third quarter has also started on a weak note as also witnessed from
several high frequency indicators—1) India’s import bill in October declined at the steepest pace in 39 months,
while exports growth has also remained negative for the third consecutive month. 2) Domestic passenger car
sales have declined for the 12t consecutive month with growth in the fiscal thus far (Apr-October 2019) at -
27%, even as the decline came off last month. 3) Output of India’s eight-core infrastructure sectors contracted
for the second consecutive month in October, falling by 5.8%—the steepest pace of decline in the new series.

e Spike in inflation to be transitory in nature: A surge in recent inflation prints has largely been a consequence
of higher food inflation (vegetables)—thanks to delayed harvesting following an excessive and prolonged
monsoon and consequent supply disruptions—and is expected to be transitory in nature. On the positive side, a
prolonged Southwest monsoon has increased soil moisture and reservoir levels, which augers well for the Rabi
season. Excluding vegetables, headline inflation declined by 10bps MoM to 3.1% in October. Core inflation (ex
food and fuel), on the other hand, has been trending downwards and is currently at the lowest level since the
start of the new series, signalling weak demand environment. This, in turn, is expected to keep the headline
inflation under check, even as an unfavourable base effect may impart upside pressure in the near-term.

e Weak growth underscores the need for further monetary easing: While inflation is expected to remain
elevated in the near-term owing to higher, albeit transitory, food inflation and an unfavourable base, any
recovery in growth is expected to be quite shallow and prolonged. Moreover, with fiscal pressures mounting for
the Centre as well as states, Government spending is unlikely to support growth for long, making it imperative
for the Central Bank to cut rates further. We expect another 25bps cut in the policy rates in the forthcoming
monetary policy review on December 5™. However, monetary transmission thus far has been weak (weighted
average lending rate on fresh loans down by 20bps by July 2019), and is likely to be so until financial conditions
remain tight, and supply of funds from weak economic growth and falling household savings are effectively
balanced by fiscal demands. Surplus liquidity and linking of floating rate loans with an external benchmark
should result in a gradual transmission of lower policy rates into the real economy.
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Figure 1: Policy rates reduced by 135bps since start of 2019; expect another 25bps cut on December 5%
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Figure 2: Whither Transmission? Repo -135bps; ‘New loan’ WALR -39bps, ‘Old loan’ WALR +5bps
Policy rate and lending rates (%)
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Figure 3: Q1FY20 GDP growth came in at a six-year low
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Disclaimer

This report is intended solely for information purposes. This report is under no circumstances intended to be used or
considered as financial or investment advice, a recommendation or an offer to sell, or a solicitation of any offer to buy
any securities or other form of financial asset. The Report has been prepared on best effort basis, relying upon
information obtained from various sources, but we do not guarantee the completeness, accuracy, timeliness or
projections of future conditions provided herein from the use of the said information. In no event, NSE, or any of its
officers, directors, employees, affiliates or other agents are responsible for any loss or damage arising out of this report.
All investments are subject to risk, which should be considered prior to making any investment decisions. Consult your
personal investment advisers before making an investment decision.
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