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Drying liquidity, rising crude prices weigh down financial conditions
e Domestic financial conditions were tighter in September relative to the previous month, CRISIL’s Financial
Conditions Index (FCI) shows

e The index value moderated to 0.2 in September compared with 0.5 the previous month. A higher index value
indicates easier financial conditions, and vice versa

Reducing domestic systemic liquidity exerted pressure on domestic interest rates in September, particularly in
the money market. The global environment was unsupportive as well with a sharp rise in crude oil prices and
United States (US) Treasury yields spurring Foreign Portfolio Investor (FPI) outflows

e However, India’s inclusion in the JP Morgan Global Bond Index, and easing domestic inflation were positive
cues for investor sentiment. But September saw net capital outflows as adverse global factors offset them

e Markets may not see easing from monetary policy this year as the Reserve Bank of India (RBI) remains
committed to aligning inflation to the 4% target. While we expect the RBI to keep the policy rates unchanged
this fiscal, the central bank may use liquidity tools to keep the rates consistent with its stance of withdrawal of

accommodation. Open market sales of government securities (G-secs) will rein in liquidity and may put
pressure on yields.

e The global environment remains a source of volatility. Crude oil prices face risks from geopolitical tensions
even as slowing global demand should work towards cooling prices. The spectre of market accidents looms in

major economies that see higher interest rates for a longer period, thereby inducing sporadic episodes of
volatility.

Financial conditions on atightening trend in the past three months
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Note: Higher value indicates easier financial conditions, and vice versa. Index within dotted lines (1 standard deviation) represents conditions within the comfort
zone.

Source: CRISIL
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Factors that tightened financial conditions

e Surging crude oil prices: Reacting to extension of supply cuts by major global oil producers, brent crude oil
prices rose to $94/barrel average in September from $86.2/bbl in August. A net oil importer, higher oil prices
typically impact investor sentiments and in September this phenomenon put pressure on FPI flows, rupee and
G-sec yields

e Rising US interest rates: In September, the 10-year US Treasury yield rose 21 bps on-month. In addition to
safe haven investments, investors in the US bond market are factoring in a prolonged period of tight monetary
policy by major central banks. While the US Federal Reserve kept policy rates unchanged in September, it
reduced the number of rate cuts expected next year.

e FPI outflows: Higher crude oil prices, rising US interest rates turned FPIs net sellers in India for the first time in
seven months. September saw $1.7 billion net outflows, compared with $2.2 billion net inflows the previous
month. Outflows were primarily from Indian equities (-$1.8 billion in September versus $1.5 billion the previous
month) while debt saw net inflows ($0.1 billion vs $0.9 billion) owing to India’s inclusion in the JP Morgan Bond
Index

e Rupee depreciation: The rupee averaged $83 per US dollar, 0.3% weaker on-month, driven by FPI outflows
and stronger dollar — the US dollar index reached a 12-month high in September. However, the rupee did not
depreciate to the same extent as the 1.45% increase seen in the US dollar this month. India’s narrower trade
deficit on-month along with the RBI’s intervention in the foreign exchange (forex) market may have controlled
the rupee’s depreciation.

e Reducing domestic liquidity: Systemic liquidity moved into the deficit zone after being in surplus for six
consecutive months. Given the deficit in systemic liquidity, the RBI net-injected Rs 0.2 lakh crore (0.1% of
NDTL') on average in September compared to a net absorption of Rs 1.2 lakh crore (0.6% of NDTL) in August.

The RBI’'s temporary imposition of incremental cash reserve ratio (I-CRR) during August-September reduced
liquidity. Its other interventions such as open market sale of G-secs and buying rupees in the forex market also
drained liquidity. Advanced tax outflows played a significant role in straining liquidity in September. Other
macroeconomic factors such as credit growth outpacing deposits, and a reduction in government spending in
September also played a role

Consequently, the RBI began withdrawing the I-CRR in September, and the scheme ended on October 7. With
proactive liquidity management by the central bank, systemic liquidity has stayed in the neutral zone this fiscal
(+/-0.5% of NDTL) (refer to the table on page 5).

e Pressure on money market rates: The deficit in liquidity drove money market rates higher. The interbank call
money rate rose 10 bps, remaining above the repo rate. The 91-day T-bill rate rose 5 bps, the 6-month CP rate
rose 12 bps and the 6-month CD rate remained stable, inching up just 1 bp. Trading volumes in commercial
paper (CPs) and certificates of deposit (CDs) declined ~20.85% and ~29.65%, respectively, owing to liquidity
crunch in the money market.

What lent support

¢ India’s inclusion in global bond index: In September, JP Morgan announced that it would include Indian
government bonds in its emerging markets index. While the actual inclusion is slated for July 2024, the
announcement created positive sentiments, bringing with it FPI inflows to Indian debt despite adverse global
cues. This provided some support to yields.

1 Net demand and time liabilities
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Yet, yields were volatile in September. The benchmark 10-year G-sec closed the month at 7.21% in September
as opposed to 7.17% in August, mirroring the trend in US Treasury yields. Rising crude oil prices was another
major factor that led to rise in yields. On average though, 10-year G-sec yields were lower at 7.17% in
September as compared to 7.19% in August.

e Rising equities: Indian equity markets rose in September owing to positive macroeconomic data. First quarter
GDP data which was released at the end of August, showed strong growth of 7.8%. Additionally, domestic
consumer price index-linked (CPI) inflation eased from its peak of 7.4% in July, to 6.8% in September. Robust
GST collections also contributed to the gains. This helped buoy sentiments, with participation from retail buyers
staying strong. Despite FPI outflows from equities, domestic SIP2 contribution was increased in September.

e Accelerating bank credit growth: Bank credit growth accelerated to 15.3%?3 in September from 14.9% in
August. Sectoral data available till August indicates strongest offtake to services (20.7% on-year in August),
followed by personal loans (18.3%), agriculture and allied activities (16.6%) and industry (6.1%).

e Stable lending rates: Bank lending rates remained stable in September. A nominal rise was seen in the 6-
month MCLR and auto loans, while housing loan rate was unchanged (refer to table on page 5).

Transmission is almost complete to housing loan rates which have risen 245 bps since April 2022 compared to
a 250-bps hike in the repo rate. Transmission to other lending rates, however, remains incomplete. The 6-
month MCLR has risen 158 bps, while the auto loan rate has risen 162 bps.

That said, the growing deposit pool may be reducing banks’ need to raise lending rates further. Banks have
raised deposit rates by an average 173 bps since April 2022, which is gradually attracting more deposits.
Deposit growth stood at 12.3%* in September compared with 9.8% in April 2022.

Global risks, vigilant monetary policy may maintain pressure on financial
conditions

Financial markets are facing three pressure points at present: (1) geopolitical tensions, (2) US rates remaining
higher for longer period, and (3) rangebound domestic liquidity.

The recent emergence of conflict in the Middle East is impacting Indian markets through rising crude oil prices.
Brent crude prices are back above $90 per barrel in the third week of October after falling to ~$84 in the first week.
They remain vulnerable to supply disruptions, even as slowing global growth is expected to ease pressure in the
second half of this fiscal. FPIs flows may be influenced by the impact of crude oil prices on India’s current account
deficit and rupee movement.

At the same time, rising global interest rates and tighter global financial conditions are risks to foreign capital flows.
The 10-year US Treasury yield crossed 4.8% so far in October — the first time since 2007. S&P Global expects one
more Fed rate hike in November 2023, and a cut only in April-June 2024.

On the domestic front, the war with inflation is far from over. While CPI inflation eased to 5% in September, it
remains above the 4% target of the RBI's Monetary Policy Committee (MPC) and faces risks from uneven
monsoon, tight global food supplies and crude prices. RBI expects consumer inflation at 5.7% in the third quarter-
closer to the upper limit of the tolerance band.

We expect the MPC to keep rates unchanged for the remainder of this fiscal, given inflation risks, but incomplete
transmission of past rate hikes. The RBI may use liquidity tools rather than policy rates to manage monetary

2 Systematic Investment Plans
3 excluding the impact of HDFC merger
4 Excluding impact of bank merger
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conditions consistent with its stance of withdrawal of accommodation. The RBI has continued open market sales of
G-secs in October, thus putting pressure on G-sec yields. Volatile global financial conditions will further keep the

RBI vigilant.

All these suggest monetary conditions may take longer to ease and support financial conditions. The impact of

adverse macroeconomic cues can also influence market sentiment. Nevertheless, India’s encouraging macros vis-
a-vis other major economies could keep investors interested in the domestic markets.

Table: Financial conditions across market segments
Pre-pandemic Past 3 years' annual Current fiscal
average average
FY16-20 FY21 FY22 FY23 Apr-2023 May-23 Jun-23 Jul-23  Aug-2023 Sep-23|
Policy rate Repo rate (%) 6.3 4.0 4.0 5.5
Repo rate, inflation-adjusted (%) 2.0 -2.2 -1.5
I . Net absorption(-)/injection(+) under LAF
Liquidity conditions (% of NDTL) 05 30 39
Money market Call money rate (%) 6.2 34 33
91 day T-bill (%) 6.5 B3] 35
CP 6-month rate (%) 7.6 4.4 4.3
10-year G-sec (%) 7.2 6.0 6.3
Term premium (%) 1.0
Debt market AAA bond spread' (%) 0.6
AA bond spread” (%) 2.0
MCLR (6 month) (%) 8.3 7.1
Lending rates Auto loan rate (%) 9.6 8.0 7.7
Housing loan rate (%) 9.1 7.1
Credit availability  |Bank credit growth (y-0-y,%) 9.7
Money supply M3 growth (y-0-y %) 9.7
. Sensex (%*) 8.7
Equity market NSE VIX 15.6
Forex market Rs/$ (m-0-m, %) 0.2
Foreign capital Net FPI ($ bn) 0.6
S&P 500 (%*) 8.9
Global conditions |10-year US Treasury yield (%) 2.3
Brent ($/barrel) 57.4
Easier than pre-pandemic five-year average
Close to pre-pandemic five-year average
_ Worse than pre-pandemic five-year average
Note: "Spread over the repo rate; term premium is 10-year G-sec’s spread over the repo rate; 'spread over 10-year G-sec; "spread over five-year G-sec; *% change with respect to a two-year
moving average; a positive % rupee change implies depreciation against the US dollar and vice versa
Source: RBI, National Securities Depository Ltd, US Department of the Treasury, CEIC, CRISIL

Research



Analytical contacts

Dharmakirti Joshi
Chief Economist, CRISIL Limited
dharmakirti.joshi@crisil.com

Pankhuri Tandon
Senior Economist
pankhuri.tandon@crisil.com

Media contacts

Aveek Datta

Media Relations
CRISIL Limited

M: +91 99204 93912
aveek.datta@crisil.com

Dipti Deshpande
Principal Economist
dipti.deshpande@crisil.com

Sharvari Rajadhyaksha
Economic Analyst
sharvari.rajadhyaksha@crisil.com

Riddhi Savla

Media Relations
CRISIL Limited

M: +91 98199 57423
riddhi.savlal@crisil.com

Roma Gurnani
Media Relations
CRISIL Limited

M: +91 78754 32131

roma.gurnani@ext-crisil.com

About CRISIL Market Intelligence & Analytics

CRISIL Market Intelligence & Analytics, a division of CRISIL, provides independent research, consulting, risk solutions, and data &
analytics. Our informed insights and opinions on the economy, industry, capital markets and companies drive impactful decisions for
clients across diverse sectors and geographies.

Our strong benchmarking capabilities, granular grasp of sectors, proprietary analytical frameworks and risk management solutions backed
by deep understanding of technology integration, make us the partner of choice for public & private organisations, multi-lateral agencies,
investors and governments for over three decades.

About CRISIL Limited
CRISIL is a leading, agile and innovative global analytics company driven by its mission of making markets function better.

Itis 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 through businesses that
operate from India, the US, the UK, Argentina, Poland, China, Hong Kong, UAE and Singapore.

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.

For more information, visit www.crisil.com

CRISIL Privacy Notice

CRISIL respects your privacy. We may use your personal information, such as your name, location, contact number and email id to fulfil
your request, 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/privacy.

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

Argentina | Australia | China | Hong Kong | India | Japan | Poland | Singapore | Switzerland | UAE | UK | USA
CRISIL Limited: CRISIL House, Central Avenue, Hiranandani Business Park, Powai, Mumbai — 400076. India

Phone: + 91 22 3342 3000 | Fax: + 91 22 3342 3001 | www.crisil.com

in/company/crisit  E@cRisILLimited  F /CRISILLimited

& /user/CRISILLimited (@ /lifeatcrisil

CRISIL

An S&P Global Company


http://www.crisil.com/
http://www.crisil.com/
mailto:aveek.datta@crisil.com
mailto:riddhi.savla1@crisil.com
mailto:dharmakirti.joshi@crisil.com
mailto:dipti.deshpande@crisil.com
mailto:pankhuri.tandon@crisil.com

