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In line with the expectations, the Monetary Policy Committee (MPC) of the Reserve Bank of India (RBI) has
unanimously decided to maintain the benchmark repo rate at 6.5% during the October bi-monthly policy meeting.
Concurrently, the MPC has upheld its stance at 'withdrawal of accommodation' with a 5:1 majority. Notably, the
policy's wording had a hawkish undertone as the governor sounded cautious about inflation and indicated the RBI's
intention to keep the liquidity conditions tight.

Considering the prevailing circumstances, the decision to maintain the status quo seems reasonable. The surge in
inflationary pressures due to price volatility in the food basket has pushed inflation prints above the RBI's upper
target band in July and August. However, the uptick is likely to be transitory as the vegetable prices corrected
partially in August, and the trend also continued in September. Having said that, some components of the less
volatile part of the food basket, like pulses, cereals, and spices, continue to exhibit double-digit price growth.

The domestic growth conditions remained resilient in the first quarter, led by robust consumption demand and
public capital expenditure (capex). However, downside risks to domestic demand, especially in the rural parts,
remain high due to a skewed distribution of monsoon and higher inflationary prints. External headwinds will also
keep export demand muted as global trade is expected to slow. The transmission of the previous policy rate hikes
is not yet complete. Hence, the RBI has adopted a prudent wait-and-watch approach to systematically assess the
evolving economic trends before announcing a change in policy rate and stance.

Growth Projections Remains Unchanged Despite Headwinds

On the demand front, urban consumption continued to perform well while rural demand is showing signs of revival.
The Q1 FY24 GDP figures indicate a robust growth rate of 7.8%, up from the 6.1% recorded in Q4 FY23. Notably,
private consumption expenditure has exhibited a strong expansion of 6%, marking a substantial improvement from
the modest 2.8% growth observed in the previous quarter. The RBI retained its GDP forecast for FY24 at 6.5% as
aggregate demand conditions and public capex continue to remain buoyant. Deleveraged corporate balance sheets
and rising capacity utilisation in the manufacturing sector lay the ground for a pick-up in private investment. India’s
manufacturing PMI continues to remain in an expansionary zone despite some easing as per the latest data. Even
services export continues to perform well.
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Note: CareEdge Economic Meter (CEM) is a composite index covering 18 high-frequency economic indicators to track the state
of the economy on a real-time basis.
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RBI's Hawkish Pause Continues

However, downside risk to domestic demand emerged with the uneven progress of monsoon, higher borrowing
costs, and high food inflation. External headwinds from slowing global demand, coupled with volatility in the
financial market and evolving geopolitical conditions across the globe, continue to pose a risk to the overall outlook.
However, the RBI sounded confident that India is in a much better place to manage volatility given the comfortable
foreign exchange reserves.

Even though the repo rate has been hiked by 250 bps since May 2022, the weighted average lending rate of
scheduled commercial banks have risen by 108 bps and 196 bps for outstanding and fresh rupee loan, respectively.
Due to a lag in monetary policy transmission, the impact of the previous policy rate hikes is yet to be fully visible
in the economy. As new economic headwinds have emerged, a fresh rate hike was not warranted.

RBI's Growth Outlook (%)

FY24 Q2 FY24 Q3 FY24 Q4 FY24 Q1 FY25
Oct-23 6.5 6.5 6.0 5.7 6.6
Earlier (Aug-23) 6.5 6.5 6.0 5.7 6.6

RBI Remains Cautious about Inflation

In August, India's retail inflation moderated to 6.8% from a high of 7.4% in July. This moderation was primarily
attributed to decreased vegetable prices, which had surged in July as erratic rainfall affected the harvest. However,
with the arrival of a fresh harvest, vegetable prices continue to soften in September. The government's supply-side
interventions in the form of ban on export of non-basmati rice and ban on wheat exports; and recent reduction in
LPG cylinder prices will help stem inflationary pressures. The RBI also took comfort from the fact that core inflation
has softened, and the household inflationary expectations continue to moderate, entering single-digit value for the
first time since the pandemic. However, there are upside risks to inflation stemming from lower progress in kharif
sowing of pulses and onion, a fall in crop yield due to weather-related disruptions, and global volatility in energy
prices. The governor has emphasized that uncertainties cloud the overall inflation outlook as he reiterated that the
MPC's inflation target is 4%, not the upper tolerance band of 6%. Thus, the RBI will maintain a close watch on the
evolving inflation dynamic.

RBI's Growth Outlook (%)

FY24 Q2 FY24 Q3 FY24 Q4 FY24 Q1 FY25
Oct-23 5.4 6.4 5.6 5.2 5.2
Earlier (Aug-23) 5.4 6.2 5.7 5.2 5.2

Given the recent spike in food inflation in July and August, the RBI has revised up its Q2 FY24 projection to 6.4%
from its earlier projection of 6.2%. This implies that inflation in September at around 5% which is below the market
expectation. At the same time, the RBI predicts inflation to moderate in the months ahead as it has reduced its Q3
FY24 projection to 5.6% from its earlier projection of 5.7%. The full-year projection of inflation was retained at
5.4%.
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RBI opts for OMO Sale Keep Liquidity Conditions Tight

The governor hinted that the RBI could opt for an open market operation (OMO) sales auction of government
securities to mop up any build-up of excess liquidity. The RBI has been conducting OMO sales in the secondary
market over the past month, with net sales amounting to INR 62 bn in September.

Banking System Liquidity in Deficit
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The RBI had implemented an incremental cash reserve ratio (I-CRR) in the last MPC meeting, resulting in the
withdrawal of liquidity amounting to Rs 1.1 trillion from the banking system. Despite the gradual withdrawal of the
I-CRR, systemic liquidity continued to stay in the deficit since mid-September due to quarterly tax outflows and
GST payments. The advance tax payments have resulted in a rise in the government’s cash balance with the RBI,
which is estimated at around Rs 2.7 trillion. A pickup in government spending in the second half and the withdrawal
of I-CRR can increase systemic liquidity. However, a pickup in currency demand ahead of the festive season can
counteract any increase in systemic liquidity.

The governor has said that the banks with surplus liquidity prefer standing deposit facilities (SDF) despite having
a relatively less attractive rate of 6.25%. As a result, the banks with a liquidity deficit are borrowing at MSF (6.75%)
as the interbank call market remains tight. This has resulted in a skewed distribution of liquidity in the banking
system. To cool the money market rates that are trading near the MSF rates instead of repo, RBI has advised banks
having surplus funds to lend them in the interbank call market rather than passively parking funds in the SDF.

We expect the RBI to keep liquidity conditions tight while ensuring ample liquidity is available to support the credit
demand. Tighter liquidity conditions can stem the prevailing inflationary pressures and the depreciating pressures
on the Indian rupee. The firming up of US yields has resulted in dollar appreciation and increased pressures on the
Indian rupee. OMO sales can push up yields on benchmark government securities, thereby narrowing the interest
rate differentials with the developed market yields.
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Way Forward

While the moderation observed in core inflation provides a certain degree of reassurance, the upside risks to
inflation are not eliminated. The persisting uncertainties stemming from an uneven monsoon, poor sowing of certain
crops, and a surge in global energy prices can contribute to elevated upside risks to inflation. As a result, the RBI
is poised to maintain vigilance over the evolving inflationary scenarios. The economic growth has held up well so
far. However, the potential risks to economic growth have heightened since the last policy, owing to a combination
of both domestic and global challenges. At this juncture, the RBI is looking to simultaneously support economic
growth and maintain a sharp vigil on the inflationary dynamics.

We expect the RBI to keep liquidity conditions tight going ahead. Consequently, the likelihood of a rate cut is now
expected in the second half of the next fiscal when inflation edges closer to the 4% target.
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