
 
 

 
 

Highlights of the RBI’s Fourth Bi-monthly Monetary Policy Statement for 2016-17 – October 2016 

 The Monetary Policy Committee (MPC) of the Reserve Bank of India (RBI) reduced the policy Repo rate under the Liquidity Adjustment 
Facility (LAF) by 25 basis points (bps) to 6.25%. All six members of the Committee voted in favour of the rate cut. 

 Consequently, the Reverse Repo Rate, Marginal Standing Facility (MSF) Rate and the Bank Rate stood reduced at 5.75%, 6.75% and 6.75%, 
respectively.  

 The Cash Reserve Ratio (CRR) was kept unchanged at 4.0% of Net Demand and Time Liabilities (NDTL).  

 The Statutory Liquidity Ratio (SLR) has already been brought down by 25 bps to 20.75% in October 2016, as per the RBI’s earlier 
notification to reduce the SLR in phases to 20.5% by January 2017. 

 The MPC views risks to the interim CPI inflation target of 5.0% by March 2016 as tilted to the upside, on account of factors such as 
revision in government pay scales and minimum support prices. However, it added that these risks are lower than what the RBI had 
gauged during the previous two policy reviews.  

 In line with the RBI’s last forecast, the MPC’s projection for gross value added (GVA) growth for FY2017 was articulated at 7.6%, with 
evenly balanced risks.  

 There was continuity in other parameters as well, such as the width of the rate corridor and the stance on neutral systemic liquidity. 

 

Outlook 

The MPC review marks a perceptible shift in the RBI's policy stance. For instance, the policy statement was silent on the future policy outlook, 
while clearly outlining the outlook for growth-inflation dynamics. A clear timeline to get to the 4% inflation target was also not indicated. 
Additionally, substantial emphasis was placed on global growth being subdued, and its impact on dampening domestic growth impulses. With 
the hint that real interest rates may need to be sub-150 bps in the global scenario of negative rates, further easing can’t be ruled out. 
However, the timing of future rate cuts remains uncertain, in our view.  

Bond yields have already moderated in the past month in anticipation of monetary easing, and in reaction to comfortable domestic liquidity 
and globally subdued rates. With a possible re-emergence of the seasonal tightness in systemic liquidity amidst the outflows with respect to 
the FCNR(B) deposits, we expect additional open market purchases of Government securities (G-sec) of Rs. 500-600 billion in Q3 FY2017, as 
the Central Bank remains committed to transitioning to a neutral structural liquidity deficit. Nevertheless, bond yields may not ease further 
from the prevailing levels. However, the Repo cut along with the modest reduction in various small savings rates, would nudge banks to lower 
their deposit and, in turn, lending rates. 
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New Governor and a six-member MPC determining the policy rate usher in a new era in monetary policy setting   

With a new Governor and a six-member MPC determining the policy rate 
required to achieve the inflation target, the RBI’s Fourth Bi-monthly Monetary 
Policy ushered in a new era in monetary policy setting. In their debut meeting, 
the six members of the newly-appointed MPC voted unanimously to reduce the 
repo rate by 25 bps, contrary to our expectation that a rate cut would be 
deferred to the December 2016 policy review. The proliferation in kharif 
sowing and measures taken by the government have improved the outlook for 
food inflation and created space for monetary easing. While the primary 
objective of the monetary policy is to maintain price stability, the objective of 
growth is also to be considered. Particular emphasis was placed on concerns 
regarding the global economy, which would weigh against the impending 
buoyancy in domestic economic impulses. 

The MPC deemed the rate cut to be consistent with the accommodative stance 
of monetary policy, the interim target of bringing CPI inflation to 5% by March 
2017 as well as the medium-term inflation target of 4% +/-2%. CPI inflation 
declined significantly to 5.0% in August 2016 from 6.1% in July 2016, benefitting 
from a favourable base effect, decline in food prices as well as moderation in 
fuel inflation, even as core inflation remains relatively sticky. Moreover, 
households’ inflation expectations have hardened in the RBI’s September 2016 
survey of inflation expectations. However, the MPC is of the view that the 
increase in kharif sowing and measures taken by the government have improved 
the outlook for food inflation and created space for monetary easing. 

The MPC views risks to the interim CPI inflation target as tilted to the upside, on 
account of factors such as revision in government pay scales as well as minimum 
support prices. However, it added the nuance that these risks are lower than 
what the RBI had gauged during the previous two policy reviews. Notably, no 
specific timeline was indicated within which inflation is to be brought to the 
midpoint of the medium term target of 4% +/-2%. ICRA expects CPI Inflation to 
track a U-shaped trend in the remainder of this fiscal, with continued volatility in 
monthly readings, albeit within the 2-6% inflation tolerance band. 

In line with the RBI’s last forecast, the MPC’s projection for GVA growth for 
FY2017 was articulated at 7.6%, with evenly balanced risks. The MPC described 
the outlook for agricultural growth as having brightened significantly at the end 
of the monsoon season, with an increase in the area sown under kharif crops 
and a record harvest being forecast by the First Advance Estimates of crop 
production. Lead indicators of the industrial and services sectors as well as 
investment are displaying somewhat mixed trends. On the other hand, global 

Chart 1: Movement in Key Rates  

 
Source: RBI; ICRA Research 
 
 
 
Chart 2: Composition of Combined CPI Inflation (y-o-y) 

 
Source: CSO; ICRA Research 
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growth concerns suggest that exports would not revive as an engine of 
economic growth in the current year. Subdued domestic demand has also led to 
a faster contraction in imports, complimenting the impact of lower net oil and 
gold imports on the current account deficit. ICRA continues to expect domestic 
consumption demand to lead to an uptick in growth of GVA at basic prices to 
7.7% in 2016-17 from 7.2% in 2015-16, similar to the Central Bank’s baseline 
projection.  

The RBI reiterated its stance on bringing overall systemic liquidity closer to a 
neutral level during the Fourth Bi-monthly Monetary Policy Review. In addition 
to the open market purchases of around Rs 1 trillion in the H1FY 2017, the RBI 
also used term Reverse Repo to absorb liquidity surplus. The range within 
which the call rates traded declined to 80 bps during Q2 FY2017 from 121 bps 
in Q1 FY2017. Easing liquidity lead to bond yields softening to multi-year lows. 
The 10-Year G-Sec has declined by more than 60 bps in Q2 FY2017. Episodic 
pressures were witnessed during the middle of September on account of 
advance tax outgo, subsequent to which systemic liquidity conditions reverted 
to a surplus.  

With a possible re-emergence of the seasonal tightness in systemic liquidity 
amidst the outflows with respect to the FCNR(B) deposits, we expect additional 
open market purchases of Government securities of Rs. 500-600 billion in Q3 
FY2017, as the Central Bank remains committed to transitioning to a neutral 
structural liquidity deficit. Accordingly, further softening from current levels is 
likely to be limited.  

During Q2 FY2017, monetary transmission remained largely subdued as the 
median base rate for banks, as per our estimates, stood largely unchanged at 
9.70% as on September 15, 2016. ICRA, however, estimates that banks’ 6-
month and 1-Year Marginal Cost of Funds-Based lending rate (MCLR) has 
reduced by 10 bps and 5 bps respectively in Q2 FY2017. The subdued 
profitability of the PSU banks, which had restricted transmission of past 
monetary easing, remains an area of concern. Nevertheless, the comfortable 
systemic liquidity, recent (albeit modest) reduction in various small savings 
rates and the increasing wedge between the MCLR and money market rates, 
does provide some room for banks to lower their lending rates. 

 

Chart 3: Growth in GDP and GVA at basic prices (constant 2011-12 prices) 

 
Source: CSO; ICRA research 
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Other Key Developments 

The RBI provided an update on the various other initiatives undertaken in the 
fields of banking, financial markets and payments & settlements as it 
continued to further strengthen the domestic financial system. 

Financial Markets 

1. Greater responsibility now lies with the custodian banks of FPIs (Foreign 
Portfolio Investors). All FPIs will be required to report their derivative 
transactions (conducted with any market-maker) to its custodian bank.  

2. Overseas parent or its central treasury is now permitted to hedge the 
currency risk arising out of current account exposures of the Indian 
subsidiary. 

3. Final guidelines for the introduction of interest rate options will be released 
by end of October 2016 

4. Start-ups will be allowed to raise External Commercial Borrowings (ECBs) of 
upto USD 3 million (or equivalent) per financial year in INR or in any 
convertible foreign currency or a combination of both. Detailed guidelines 
on the same will be released by end of October 2016. 

5. Import Data Processing and Monitoring System (IDPMS) – body that will 
provide end-to-end monitoring of import transactions (from shipment to 
final payment) will start functioning from October 10, 2016 onwards. 
 

Payment and Settlements 
1. An Acceptance Development Fund (ADF) will be setup in order to increase 

the adoption of electronic payments and planned expansion of card 
acceptance infrastructure in the country. Guidelines on the ADF framework 
will be issued by December 31, 2016. 

2. Guidelines for Pre-paid payment instruments  (PPI) will be taken up for a 
comprehensive review and the revised guidelines will be released by 
December 31, 2016 
 

Currency Management 
1. All operational aspects with respect to the security of remittance of 

currency notes/coins will be reviewed. 

 
 

Banking Structure 

Regulations Release Date 

Final guidelines on plans to impose Basel III capital framework regulations on All India Financial Institutions (AIFI) with effect from 
April 01, 2018 

End of October 2016 

Final guidelines on Large Exposure Framework End of October 2016 

Final Guidelines on Computing Capital for Counterparty Credit Risk and Exposures to Central Counterparties End of October 2016 

Draft guidelines on Interest Rate Risk in Banking book End of November 2016 

Detailed guidelines on proposal to treat 'Sustainable Debt' as standard exposure (for provisioning purposes) End of October 2016 

Operating guidelines for Small Finance Banks (SFBs)/Payment Banks (PBs) who had received in-principle approvals First week of October 2016 
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