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Central Bank Watch: Room for another cut, but not back-to-back! 
 

 In line with our expectations, the RBI cut the repo rate by 25 bps to 6.0% 

 The Monetary Policy Committee (MPC) voted 4:2 in favour of the 25 bps rate cut 

 The stance of the policy was kept unchanged as neutral 

 The RBI revised down its projections for both growth and inflation 

 In order to ease liquidity pressures, the RBI announced an increase in the FALLCR 

 
The MPC highlighted that “the output gap remains negative and the domestic economy is facing 

headwinds, especially on the global front. The need is to strengthen domestic growth impulses by spurring 

private investment which has remained sluggish”. This suggests that there could be more rate cuts in the 

offing. Current RBI projections on growth and inflation also suggest that there is room for further easing.  

 

However, the MPC is likely to wait for further clarity on monsoon and its impact on food prices, the fiscal 

math of the new government, and the evolving dynamics in the global crude market before making its next 

move. Therefore, we expect the RBI to stay on hold in its June meeting. A rate cut in August 

would hinge on how the above mentioned risks unfold. For the bond market, unless there is a 

liquidity surplus in the system, yields could continue to edge up (September estimate of 7.75% 

for the 10-year benchmark yield). 

 

Downward revisions for both growth and inflation estimates  

 
On inflation, the MPC statement highlighted lower than expected trends for food and fuel, and 

moderation in inflation expectations of households.  

CPI estimates for H1-FY20 were thus revised down to 2.9%-3.0% from the earlier range of 3.2%-3.4%. 

For H2-FY20, the MPC now expects a range of 3.5%-3.8% compared to earlier outlined number of 3.9% 

for 3Q-FY20.  

Our inflation estimates on average are broadly in line with the RBI’s forecasts.  

On growth, the RBI in the February policy had projected a figure of 7.4% for FY20 with a range 

of 7.2%-7.4% for H1, and 7.5% for Q3.  

Now the RBI expects GDP growth at 7.2% (20 bps downward revision) with a range of 6.8%-7.1% for 

H1-FY20 and 7.3%-7.4% for H2-FY20.   

In its policy statement, the RBI mentioned that there are some signs of domestic investment 

activity weakening and that the moderation of growth in the global economy could also impact 

India.  
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We expect GDP growth to come in at 7.0-7.2% in FY20, supported by gradual improvement in 

private consumption and some traction in investment activity post elections. That said, risks 

from oil prices, global slowdown, monsoons could create a downside to our forecasts. 

 

Bond Market implications 
After the policy announcement, the benchmark 10-year bond yield has gone up from an intra-

day low of 7.23% to 7.34%, despite the rate cut. Markets were perhaps anticipating a relatively 

high degree of dovishness from the policy statement (some participants were even anticipating 

a 50 bps rate cut) which hasn’t materialised.  

Going forward, a number of upside risks to inflation mentioned by the RBI, if they 

materialise, could mean further upward pressure on yields. 

 One, with some probability of El Niño effects in 2019, there is the risk of an abrupt 

reversal in vegetable prices, especially during the summer months.  

 Two, uncertainty around the sustainability of the current softening in fuel inflation. The 

outlook for oil prices continues to be hazy. Should there be a swift resolution of trade 

tensions, a pick-up in global demand is likely to push up oil prices.  

 Three, inflation excluding food and fuel has remained elevated over the past twelve 

months with some pick up in prices in February.  

 Four, financial markets remain volatile reflecting in part global growth and trade 

uncertainty, which may influence the inflation outlook.  

 Lastly, the fiscal situation at the general government level requires careful monitoring. 

 

In our base case, given these risks, we do not expect another back-to-back rate cut by the RBI. 

While there is still a reasonable chance of another 25 bps rate cut this year, the MPC is likely 

to adopt a data dependent approach and wait for clarity to emerge on monsoon and its impact 

on food prices especially during the summer months, full year budget after the new government 

comes into power, and global crude oil prices (if there is any reversal from the current levels or 

not).  

Thus the next move could come in August (not in the June policy) assuming the government 

does not materially shift away from the fiscal deficit numbers outlined during the interim 

budget and that there is not a substantial shift in the food price trajectory because of sub-par 

monsoon. For bond yields, this means a marginal uptick as the new borrowing calendar kicks 

off. Unless the liquidity moves to a surplus territory, 7.25% could be the bottom for the 

benchmark 10-year yield in the short term. 

 

Meanwhile, the focus of the RBI is likely to be on the transmission of the past two rate cuts. That 

is liquidity management is likely to be the key area of attention. In this regard, the RBI could 

resort to further Dollar/INR swaps along with OMOs to manage liquidity conditions. This 

would imply further lowering of forward premia. Although for now, forward premia have 

gone up, temporarily, due to excess dollar liquidity in the system. 
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Regulatory changes 

 
In line with its focus on liquidity, the RBI permitted banks to use an additional 2% of 

government securities as FALLCR in order to meet their LCR requirements. The Facility to Avail 

Liquidity for Liquidity Coverage Ratio (FALLCR) was increased from the existing 13% to 15% 

of banks’ net demand and time liabilities (NDTL) and will be implemented in a phased manner 

between April 2019 to April 2020. This essentially implies that banks can now dip into 

government bonds held under SLR to the extent of 17% of NDTL (total HQLA carve out from 

SLR) for meeting LCR requirements. This is likely to ease up liquidity pressure in the banking 

system and consequently provide some push to credit growth. 

Currently, government securities under the MSF (2% of NDTL) and FALLCR at 13% of NDTL 

within the mandated SLR could be used for computing LCR. 
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Source: RBI, CEIC, Reuters, and HDFC Bank 
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