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The development

e The Reserve Bank of India’s (RBI's) Monetary Policy Committee (MPC), at the end of its review meeting today,
raised policy rates by 25 basis points (bps). The move comes close on the heels of a 25 bps hike effected in June.
With this, the repo rate stands at 6.50%, the reverse repo at 6.25%, and the marginal standing facility rate at
6.75%. Five of the six members of the MPC supported the resolution.

e The decision to hike is based on two factors: i) a sustained and broad-based rise in core inflation (headline
excluding food and fuel), reflecting strong demand conditions and ii) future upside risks to overall inflation

- Both headline and core inflation have inched up since the last policy meet. While overall CPI inflation reached
5% on-year in June, core inflation touched 6%. Along with this, inflation expectations have continued to surge.
“The June round of the Reserve Bank’s survey of households reported a further uptick of 20 basis points in
inflation expectations for both three-month and one-year ahead horizons as compared with the last round,”
the RBI noted. The virtual closing of output gap, as pointed out by RBI, entails rising cost push pressures
ahead.

- Given the government’s decision to fix the minimum support prices (MSPs) at a minimum 150% of the cost of
production for all kharif crops for sowing season 2018-19, the MPC revised up the CPI inflation forecast for
the second half of fiscal 2019 by 10 bps to 4.8%. But it also cited uncertainty on the exact impact, which would
depend on the efficacy of the government’s procurement operations. The GDP forecast for fiscal 2019 was
left unchanged at 7.4%.

- Despite the rate hike, the MPC maintained its neutral monetary policy stance, with a focus on keeping
medium-term inflation at 4%. The neutral stance implies it has kept options open given the uncertainty on the
inflation trajectory. The MPC will therefore remain vigilant on this front.

Our view

Today’s rate hike was largely a pre-emptive move, in anticipation of the upside risks to inflation. Both headline and
core inflation have firmed up since the last policy meet. Even though crude oil prices have stabilised in the last few
weeks, future remains uncertain. Food inflation, which has remained benign so far, faces upside risk from
implementation of MSP hikes. Other factors are implementation of Pay Commission hikes at the state level and
increased corporate pricing power amid improving demand conditions leading to a greater pass through of the input
cost. The latest corporate results do point to improvement in growth/ demand conditions.

The good part on the fuel front is that Brent crude has come off its highs and is hovering below the levels seen during
the June monetary policy review. That said, oil prices are significantly elevated compared with last year. CRISIL
Research expects a 22% on-year jump in crude prices this fiscal. Even though the weightage of fuel in CPI is low,
the first-round impact reflects immediately given the deregulation of petrol and diesel prices. The worry is now about
the second-round impact, i.e. the broad-based increase in inflation under healthy demand conditions.

The neutral stance notwithstanding, CRISIL believes the RBI will be on hold hereon unless higher-than-
anticipated upside risks to inflation from crude oil, stronger demand conditions and food prices materialise.
Upcoming domestic and global data holds the key to further moves.
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Our view on the banking sector

Credit growth picking up

Bank credit continues to grow in double-digits, and logged 12.4% on-year as of July 20, 2018. However, growth was
still not broad-based as industrial credit growth remains anaemic. As of June, 2018, industrial credit (which accounts
for 34% of gross bank credit) grew 1% on-year, while the services sector (which accounts for 26% of gross bank
credit) and retail segment (which accounts for 25% of gross credit) logged double-digit growth of 23% and 18% on-
year, respectively.

Deposit growth remains weak, at 8.2% on-year as of July 6, 2018, as the impact of demonetisation wears off.

CRISIL Research expects bank credit growth to accelerate to 11-12% on-year in fiscal 2019, supported by an
improvement in economic growth, increase in working capital requirement due to rise in commodity prices and
resolution of big-ticket stressed assets, while deposit growth is expected to be 7-7.5%.
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Gross NPAs to peak out in the second half of fiscal 2019; timely resolution of IBC critical

Banking industry saw slippages of Rs 5 trillion in fiscal 2018. About a fifth of the slippages were due to withdrawal of
various structuring schemes by the RBI in February 2018, after the Insolvency and Bankruptcy Code (IBC) process
came into force. As a result, system gross non-performing assets (NPAS) ratio increased to 11.6% of advances as
on March 31, 2018, compared with 9.3% of advances as on March 31, 2017.

CRISIL Research expects moderation in slippages, better recoveries from NPAs, and improved provision coverage
in fiscal 2019. Systemic gross NPA ratio are projected to peak out in the second half of fiscal 2019 at around 12%
and then start reducing.
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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.
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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.
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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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