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Highlights of the RBI’s Fourth Bi-monthly Monetary Policy Statement for 2014-15 – September 2014 
  

 In line with expectations, benchmark Repo rate maintained by the Reserve Bank of India (RBI) at 8.0%. Accordingly, the Marginal Standing 
Facility (MSF) and Reverse Repo rates kept unchanged at 9.0% and 7.0%, respectively.  

 Statutory Liquidity Ratio (SLR) retained at 22.0% of Banks’ net demand and time liabilities (NDTL). However, Banks will be allowed to 
include Government securities (G-sec) they held upto 5% of their NDTL (in addition to the MSF) within the mandatory SLR as Level 1 High 
Quality Liquid Assets (HQLA) under the Liquidity Coverage Ratio (LCR), through a special facility at a rate higher than the MSF rate. 

 Export credit refinance (ECR) facility cut to 15% of eligible export credit outstanding from 32% with effect from Oct 10, 2014, in line with 
Dr. Patel Committee’s recommendation to move away from sector specific refinance, and with recent decline in recourse to 10% of limit. 

 Cash Reserve Ratio (CRR) retained at 4.0% of NDTL, as anticipated. Moreover, magnitude of liquidity provision under overnight repos 
retained at 0.25% of Bank-wise NDTL and 7-day & 14-day term repos of upto 0.75% of NDTL of the Banking system. The RBI would 
continue with daily one-day term repos and reverse repos to smoothen liquidity.  

 Some upside risks to inflation receding with softening crude oil prices and stable exchange rate, although risks from food prices remain as 
effect of monsoon dynamics unfold and those from geo-political developments could rapidly materialise. RBI to look through base effects, 
which would temper inflation in the next few months followed by an expected reversal at the end of 2014. 

 Balance of risks to medium term objective of CPI inflation at 6% by January 2015 remain to the upside, albeit somewhat lower than at the 
time of the last policy statement, continuing to warrant policy preparedness to contain pressures should such risks materialise. Future 
policy stance to be influenced by the RBI’s projections of inflation relative to 6% medium-term target, while contingent on incoming data. 

 Projection for GDP growth for 2014-15 retained at 5.5% within a likely range of 5.0-6.0% (as set out in August 2014). However, the 
quarterly growth may slow mildly in Q2FY15 and Q3FY15, before recovering in Q4FY15.  

Outlook 

While the forecasted decline in kharif output would keep food prices firm, moderating commodity prices have improved the likelihood that 
CPI inflation would be contained below the RBI’s interim target of 8% in January 2015. However, a further reduction in CPI inflation below the 
eventual target of 6% by January 2016 requires a virtuous interplay of various global and domestic factors as well as some tough Government 
decisions in the coming months. Moreover, the commencement of an interest rate tightening cycle by the US Federal Reserve may result in 
exchange rate volatility despite the recent stability in India’s external sector indicators, adding to the RBI’s policy concerns. At present, we 
expect the Central Bank to stick to a firm anti-inflationary stance over the remainder of FY15, to rein in expectations and impart credibility to 
its inflation targets, and subsequently embark on a rate easing cycle in Q1FY16, with Repo rate cuts of upto 50 basis points, if the monsoon 
forecast for 2015 is normal and exchange rate volatility remains contained. 
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Repo Rate unchanged; permission to Banks to include G-sec upto 5% of NDTL within SLR would aid their transition to Basel-III LCR norms  

 
In line with our expectations, the RBI maintained the Repo rate at 8.0% as it 
remains cognisant of upside risks to the medium-term objective of CPI inflation 
sub-6% as on Jan 2016. The status quo for major policy rates (Repo, Reverse 
Repo, MSF, CRR and SLR) in today's policy is likely to remain the norm in FY15. 
 
In a move that would benefit Banks without diluting macro-prudential norms, 
Banks have been permitted to include upto 5% of NDTL within mandatory SLR 
(which has been retained at 22%) in the calculation of Level 1 HQLA under the 
LCR, through a special facility at a rate higher than the MSF rate (detailed 
guidelines to be issued by mid-Nov 2014). This would benefit Banks, which are 
to maintain a 60% LCR pursuant to Basel-III norms, from January 1, 2015 and 
increase the same by 10% each year to 100% coverage by January 2019. 
 
Systemic liquidity conditions were tight in the first half of Q2FY15 on account of 
delayed Government expenditure. With a pickup in the latter, healthy deposit 
growth and decline in credit growth, liquidity conditions eased in September 
2014. Some of the reasons for the decline in credit growth (to 11% in Sept 2014 
adjusting for base effects) include higher financing though sources such as 
commercial paper, foreign direct investment, external commercial borrowings 
etc.; sale of stressed loans to asset reconstruction companies; repayment of 
loans by entities following receipt of payments from Government; and lower 
borrowings by oil marketing companies. However, the RBI cautioned that 
Corporates should be wary of the prevailing exchange rate stability and ensure 
hedging of forex liabilities.  
 
Recourse to liquidity from the RBI (through LAF, term repo and MSF) declined 
from Rs. 870 billion in July 2014 to Rs. 795 billion in August 2014 and further to 
~Rs. 450 billion in September 2014. The RBI has frequently conducted overnight 
variable rate Reverse Repo auctions in the current month to drain excess 
liquidity. In the Fourth Bi-Monthly Monetary Policy Statement, the RBI 
maintained the limit for liquidity to be provided under 7-day and 14-day term 
repos at 0.75% of NDTL of the banking system, and overnight liquidity under the 
LAF at 0.25% of Bank-wise NDTL. The RBI would continue with daily one-day 
term repos and reverse repos to smoothen liquidity. Liquidity conditions may 
tighten from current levels as the investment cycle and credit demand in the 
economy record some improvement towards Q4FY15, particularly with 
considerable borrowings expected to be raised by the State Governments’, and 
to a lesser extent, Government of India in the remainder of this fiscal.   

 
Chart 1: Movement in Key Rates 

 
Source: RBI; ICRA Research 
 
Chart 2: Liquidity Indicators 

 
Source: RBI; ICRA Research* Net Repo includes term repo 
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Upside risks to the disinflationary path of taking CPI to 6.0% by Jan 2016 to keep RBI’s monetary stance cautious

 
CPI inflation has eased from 8.6% in April 2014 to 7.8% in August 2014, a level 
consistent with the January 2015 target of 8.0%. Moreover, headline inflation 
may dip further on account of a favourable base effect until November 2014, 
before recording a reversal towards the end of 2014; the RBI has indicated that 
it would look through such base effects.  
 
In terms of near term risk factors, the Central Bank highlighted that moderating 
crude oil prices and relative stability in the exchange rate have reduced the 
upside risks to inflation. For instance, the process of upward adjustment in retail 
diesel prices is complete (at current global crude oil price levels). However, it 
indicated that risks from food prices remain as the effect of monsoon dynamics 
unfold. The First Advance Estimates of crop production indicate a y-o-y decline 
in production of various kharif crops, on account of a shortfall in area and 
adverse impact of erratic rainfall on yields. In particular, considerable fall in 
output of coarse cereals, pulses and oilseeds, for which import dependence is 
high and/or no buffer stocks are maintained, would keep food prices firm in the 
near term. Moreover, the RBI cautioned that risks from geo-political 
developments could rapidly materialise. 
 
In its Monetary Policy Report, the RBI highlighted that its model-based 
projection of CPI inflation for January 2016 suggest that inflation will gradually 
ease to 7.0% in Q4FY16. However, the Central Bank indicated in the Monetary 
Policy Statement that while the balance of risks to the medium term objective 
(6% CPI inflation by January 2016) remains to the upside, it is somewhat lower 
than at the time of the last policy statement in August 2014. The lingering risks 
continue to warrant policy preparedness to contain risks in the event that they 
materialise. The RBI indicated that its future policy stance would be influenced 
by the projections of inflation relative to the medium term objective, while 
being contingent on available data.   
 
In ICRA’s view, a reduction in CPI inflation below the medium-term objective of 
6% by January 2016 remains uncertain, and would depend upon various global 
(commodity prices, INR strength) and domestic factors (monsoon dynamics, 
revision in minimum support prices) as well as Government decisions (measures 
to ease supply-side issues) in coming months. 
 
 
 

 
Chart 3: Composition of CPI Inflation (y-o-y)      

 
Source: CSO; ICRA Research 
 
 
Chart 4: Headline and Core CPI Inflation (y-o-y)      

 
Source: CSO; ICRA Research 
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Projection for 2014-15 GDP growth retained at 5.5% within a likely range of 5.0-6.0% 

 
The RBI highlighted that domestic economic activity appears to have eased after 
the higher-than-expected 5.7% GDP growth in Q1FY15, which is in line with our 
assessment. While business sentiments remain positive, industrial growth has 
moderated in July 2014 and the pace of growth of various sub-sectors of the 
services sector remains variable. Moreover, the decline in kharif output would 
have some impact on the growth momentum in H2CY15. The RBI retained its 
projection for 2014-15 GDP growth at 5.5% within a likely range of 5.0-6.0%. 
However, it expects that quarterly growth may slow mildly in Q2FY15 and Q3FY15, 
before recovering in Q4FY15, highlighting that the key to a turnaround is a revival 
in investment activity supported by fiscal consolidation, stronger export 
performance and sustained disinflation.  
 
The Government has initiated various measures to boost growth including Cabinet 
decisions regarding FDI, launching of online clearances for environmental and 
forest approvals. However, with a slowdown in several advanced economies, 
export growth is likely to be muted in the remainder of the year, in our view. 
Moreover, continuing issues related to asset quality of Banks, land acquisition and 
availability of feedstock and raw materials as well as coal block allocations may 
prevent a sharp pickup in investment activity. The pace of resolution of various 
structural issues, simplification of business and taxation rules and fast-tracking of 
approvals would crucially impact the strength and sustainability of a capex revival 
in India. ICRA expects GDP growth of 5.3-5.5% in 2014-15 as compared to 4.7% in 
2013-14 and 5.7% in Q1FY15. 
 

Chart 5: Growth of GDP at factor cost, 2004-05 prices    

 
Source: CSO; ICRA Research 
 
 
 
 

 

Vulnerability of external sector limited; low growth of GoI’s tax revenues remains a concern for quality and extent of fiscal correction 

 
Available data lead the RBI to conclude that India’s current account deficit is likely 
to remain contained in Q2FY15 (ICRA exp: 1.8% of GDP), as compared to the 1.7% 
of GDP recorded in Q1FY15. Moreover, capital flows remain healthy in the current 
fiscal, which has helped to boost international reserves. Nevertheless, forex 
reserves dominated in US dollars have declined to an extent in recent weeks, on 
account of the appreciation of that currency across a wide range of currencies. 
Notably, the RBI highlighted concerns regarding a sudden correction in financial 
markets if investors misread the timing of a reversal in the US monetary stance, or 
if geopolitical tensions rise. 

While Government spending has picked up in recent weeks, clarity on measures 
to curtail expenditure, particularly subsidies, is awaited. The realization of the 
budgeted targets for non-tax receipts would be influenced by market conditions 
prevailing at the time of the telecom auction (reportedly scheduled for Feb 2015) 
and disinvestment issuances. In ICRA’s view, curtailing the fiscal deficit to 4.1% of 
GDP for 2014-15 remains challenging, given the optimistic assumptions for net 
tax revenue growth (20%) against the actual performance upto July 2014. 
Missing the targeted tax growth would have considerable implications for the 
extent and quality of fiscal correction.  
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