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e The Reserve Bank of India’s (RBI), Monetary Policy Committee (MPC) left the policy rates unchanged at its review
meeting on Wednesday. It maintained the repo rate at 6%, the reverse repo at 5.75%, and the marginal standing
facility rate at 6.25%. Five of the six committee members supported the decision, with one voting for a 25 basis
points (bps) hike.

e The MPC believes the Indian economy’s recovery is still nascent, and requires nurturing. Therefore, any rate
action needs to be taken with due caution and after weighing the data. The MPC flagged a slew of inflationary
pressures in the shape of crude oil prices, fiscal slippage, and any pass-through of higher minimum support prices
(MSPs) on crops to food inflation, which will need monitoring in the coming months.

« The MPC maintained its neutral monetary policy stance with a focus on maintaining medium-term inflation at 4%,
while supporting growth. However, it will stay vigilant on the evolving inflation scenario. The inflation forecast for
fiscal 2018 was upped ~20 bps, to 3.8% average after including the impact of house rent allowance. Inflation for
fiscal 2019 is forecast at ~5% average, with upside risks. This fiscal's forecast for gross value added (GVA) growth
was lowered 10 bps to 6.6% and set at 7.2% for fiscal 2019.

e The RBI has allowed a 180-day dispensation for classifying non-performing Goods and Services Tax-registered
(GST-registered) small and medium enterprise accounts as non-performing assets (NPAs), as against 90 days
currently. This would lower asset quality pressure for banks and ensure continued flow of credit to SMEs. The
harmonisation of benchmark rates may not help borrowers whose loans are still linked to the base rate, given the
upward bias in interest rates.

Our view

CRISIL Research believes the MPC’s stance is along expected lines. So far, inflation has stayed within the projected
trajectory despite an upside from the prices of oil, fruits and vegetables, and higher housing inflation. In fiscal 2019
too, the MPC expects inflation to be higher on an annual average basis, but sees significant moderation in the second
half. In light of this, CRISIL expects the repo rate to remain unchanged over the next six months unless
significant upside risks to the MPC’s inflation forecast materialise.

Rate hike pressures could mount in case of the following risks:

1. Fiscal actions exert higher influence on inflation: A fiscal deficit slippage of 0.3% of GDP each in fiscals
2018 and 2019 implies extra spending of Rs 1.2 trillion over what was targeted. Since most of this is revenue,
an inflationary impact cannot be discounted. Similarly, elements of the MSP announcement, such as setting
it at 1.5 times the cost of production, extension of MSP to all kharif crops, and assuring at least MSP is paid
to all farmers, together with rise in import duties, can feed inflation. The MPC awaits clarity on the quantum
of MSP increases and their likely rollout to assess the impact on inflation.

2. Firmer input prices translating into higher core inflation: Input prices are expected to see an uptick in
2018 -- CRISIL Research forecasts global crude oil prices to rise to $63-68/barrel from $54.1/barrel in 2017,
while the World Bank forecasts a near 2% increase in metal prices. Given improving domestic demand
conditions, manufacturers are likely to pass on higher input prices to consumers, which will show up in core
inflation. Already, core inflation has stayed elevated and, even after excluding the category of housing
inflation, core inflation has been edging up since November 2017.

3. Rising interest rate differential: Stronger recovery in the United States and expectation of three more Fed
rate hikes in 2018 have led US benchmark yields to steadily firm up, making them attractive. Particularly in
India, foreign capital inflows to the debt markets have slowed post October 2017. Though external factors do
not play an important role in the policy rate decisions of the MPC, such developments are not easy to ignore
in the present interconnected world.
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Banking sector view

Credit growth ticking up

Credit growth touched double digits for the first time since September, 2016, growing by 10.7% as of January 5,
2018. As of December 2017, industrial credit (which accounts for 36% of gross bank credit) grew 2%, while the
services sector (25% of gross bank credit) and the retail segment (25% of gross credit) expanded by double digits,
at 15% and 19%, respectively. Deposits growth has slowed to 3.9% as of January 5, 2018, taken against the high
base of the post-demonetisation surge in deposit growth. CRISIL Research expects banking credit to grow 9-10%,
supported by improved economic growth, domestic demand, and capital inflow for public sector banks, while deposit
growth will grow at 6-7% in fiscal 2018 as the impact of demonetisation subsides.

MCLR and deposit rates of banks Credit and deposit growth of banks
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Note: Average of one-year MCLRs (marginal cost of funds-based lending rate) of 10 banks considered. Deposit rate is the average of 1 to 2
years of maturity, considered for 10 banks.

Source : RBI, CRISIL Research

GNPAs to remain high

Gross non-performing assets (GNPAS) of the banking system have increased to ~9.6% as on March 31, 2017, from
7.5% as on March 31, 2016. The asset quality of banks further deteriorated in the second quarter of fiscal 2018, as
a result of which the GNPA increased to ~10.2% as of September 2017. We expect slippages to be lower in fiscal
2018, compared with the previous two fiscals. However, the GNPA is nevertheless expected to remain elevated and
touch 10.5% of advances by March 31, 2018, due to slower recoveries.
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About CRISIL Limited

CRISIL is a global, agile and innovative analytics company driven by its mission of making markets function better. We are India’s foremost
provider of ratings, data, research, analytics and solutions. A strong track record of growth, culture of innovation and global footprint sets us apart.
We have delivered independent opinions, actionable insights, and efficient solutions to over 100,000 customers.

We are 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 network of more than 5,000 primary 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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CRISIL respects your privacy. We use your contact information, such as your name, address, and email id, to fulfil your request and service your
account and to provide you with additional information from CRISIL and other parts of S&P Global Inc. and its subsidiaries (collectively, the
“Company”) you may find of interest.

For further information, or to let us know your preferences with respect to receiving marketing materials, please visit http://www.crisil.com/privacy.
You can view the Company’s Customer Privacy at https://www.spglobal.com/privacy.
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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.
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