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Economic Analysis

RBI expected to cut policy rates next month as
India stands to benefit from falling oil prices

Sumedh Deorukhkar / Le Xia

India’s benchmark CPI inflation rose at a slower-than-expected pace last month at 5.0% y/y (Consensus:
5.3%), after easing to 8 year low of 4.4% in November 2014 (Table-1). The pick-up was mainly led by an
unfavorable base effect and higher food inflation. This brings India’s full year 2014 CPI inflation to 7.2% yly
(BBVA est.: 7.3%) from 10.1% in 2013. Reassuringly, core CPI inflation corrected further to 5.2% y/y (5.5%
previously), reflecting weak consumer purchasing power; and underscores our expectations of a 25 bps
policy rate cut (benchmark repo rate at 8.0% currently) at RBI's next meeting on 3rd February.

Looking ahead, assuming oil prices remain stable, we project headline CPI inflation to average 6.0% yl/y for
full year 2015. Risks to inflation are broadly balanced, on the upside by - existing wage rigidities and an
unfavorable base effect; and on the downside by - well anchored inflation expectations, a benign commodity
price outlook and the government’s efforts to ease domestic supply side bottlenecks across food and energy.

As a net oil importer, India stands to benefit from the sharp fall global crude oil prices: We expect the
near 50% fall in international oil prices since June 2014 to — 1) foster a benign inflation environment in India,
2) lift real incomes of households, 3) reduce input costs for domestic industry, in turn abetting profitability and
investments, 4) aid external balance (about 31% of India’s total imports are oil imports), 5) provide scope for
the government to augment fiscal space through energy subsidy reforms (Figure—1), in turn boosting
productive spending; and 6) enhance room for RBI to exercise growth supportive rate cuts. The real income
effect is particularly pronounced for an energy intensive economy such as India whose share of oil
consumption in GDP is high at 7.5% (3.8% for the US). That said, domestic currency weakness alongside
successive hikes in excise duties on petroleum products have led to an incomplete pass-through of falling oil
prices to consumers (Average gasoline prices in India have fallen 14% since June 2014).

Estimating India’s trade balance sensitivity to falling oil prices. Our regression model (See Chart-2
footnote** for details) suggests a 0.46 percentage point improvement in India’s trade balance (as a percent
of GDP) following a 10% fall in the price of Brent crude.

Table 1 Figure 1
Headline CPI inflation picks up while Core eases Reforms, falling oil, to cut India’s subsidy burden
India CPI Inflation (USD bn)
% Change Y/Y Weight Dec/14 Nov/14 Oct/14 Sep/14 251
Consumer Price
20 ‘ , —
Index (CPI) 100 5.0 4.4 55 6.5 Assuming Indian basket crude oil price at

USD 70 per barrel and INR/US$ at 63

Food 50 5.1 3.6 5.7 7.6 15 1
Fuel 9 3.4 3.4 3.4 35 \
10 1

Clothing 5 6.5 6.9 7.4 7.6

Housing 10 7.8 7.9 8.1 8.1 5 4
Services 26 4.0 4.2 4.7 4.7
0 . .

FY14* FY15 FY16

Core CPI (Ex food

u |ndian Government's gross fuel subsidy burden
and fuel) 41 5.2 5.5 5.9 5.9

Source: BBVA Research, CEIC * Fiscal Year ending-March; ** Our trade balance sensitivity model
regresses oil imports on nominal effective exchange rate, Brent price
and aggregate imports; Source: BBVA Research, CEIC
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



