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In a surprise move, the RBI governor announced a repo rate hike of 40
basis points (bps) to 4.4% in an unscheduled policy statement today.

Consequently, the standing deposit facility (SDF) rate stands adjusted
to 4.15%; and the marginal standing facility (MSF) rate and the bank rate
to 4.65%.

Counterintuitively, the RBI decided to keep the policy stance as
"accommodative while focusing on withdrawal of accommodation" even
as it started on a rate hike path.

To continue to withdraw surplus liquidity, the RBI raised the Cash
Reserve Ratio (CRR) by 50 bps to 4.5%, effective May 21, 2022.

As per the RBI, the current liquidity in the banking system stood at over
Rs 7 lakh crore in April. The increase in CRR is expected to withdraw
liquidity of around Rs 87,000 crores.

Today's statement was hawkish with a clear focus on containing upside
risks to inflation.

The central bank assessed that the risks to the near-term inflation
outlook are rapidly materializing, and it expects inflation to rule at
elevated levels, warranting steps to anchor inflation expectations and
contain second-round effects.

The governor also noted that even as economic activity gains traction,
growth continues to face headwinds from global spill overs.

The central bank believes that the Indian economy appears capable of
weathering the deterioration in geopolitical conditions, though it is
prudent to continuously monitor the balance of risks.

The RBI's growth and inflation projections for FY23 remained at 7.2%
YoY and 5.7% YoY, respectively, as no revision was announced today.
These could see some revision in the June policy meeting.

The Governor reiterated that the RBI would ensure adequate liquidity in
the system to meet the productive requirements of the economy while
focusing on a careful and calibrated withdrawal of pandemic-related
extraordinary accommodation.

We expect the RBI to hike the policy rate in the June meeting by 25-
40bps in line with our expectation of front loading of rate hikes.
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The RBI embarks on a policy tightening cycle

In a surprise move, the RBI governor announced a repo rate
hike of 40bps to 4.4% in an unscheduled policy statement
today. The RBI’s surprise move came just ahead of the US
Fed meeting later today which is expected to announce a
further rate hike (25 bps was announced in the last meeting).
The Monetary Policy Committee (MPC) decided to hold an
off-cycle meeting to reassess the evolving inflation-growth
dynamics and the impact of the developments after the
MPC's April meeting. Based on its assessment of the
macroeconomic situation and the outlook, the MPC voted
unanimously to increase the policy repo rate by 40 bps to
4.40%, with immediate effect. Consequently, the standing
deposit facility (SDF) rate stands adjusted to 4.15%; and the
marginal standing facility (MSF) rate and the bank rate to
4.65%. To continue to withdraw surplus liquidity, the RBI
raised the Cash Reserve Ratio (CRR) by 50 bps to 4.5%,
effective May 21, 2022. The current liquidity in the banking
system stood at over Rs 7 lakh crores in April. The increase
in CRR is expected to withdraw liquidity to the tune of Rs
87,000 crores. Counterintuitively, the MPC decided to keep
its policy stance as "accommodative while focusing on
withdrawal of accommodation" to ensure that inflation
remains within the target going forward while supporting
growth. The Governor reiterated that the RBI would ensure
adequate liquidity in the system to meet the productive
requirements of the economy while focusing on a careful and
calibrated withdrawal of the pandemic-related extraordinary
accommodation, keeping in mind inflation-growth dynamics.
After the RBI's announcement today, the 10-year G-Sec
yield rose to 7.38% from the previous close of 7.12%.

RBI focusing on containing upside risks to inflation

The Governor’s statement was hawkish today with a clear
focus on containing upside risks to inflation. In its April
meeting, the RBI had revised the forward guidance
indicating a focus on withdrawal from ultra-accommodation
and a shift from prioritizing economic growth to focusing on
containing inflationary pressures. Today, the RBI governor
noted significant upside risks to the inflation trajectory set out
in the April statement of the MPC, including elevated
geopolitical tensions, high global commodity prices, and
supply chain disruptions. He stated that "there is the
collateral risk that if inflation remains elevated at these levels
for too long, it can de-anchor inflation expectations which, in
turn, can become self-fulfilling and detrimental to growth and
financial stability". The MPC assessed that the risks to the
near-term inflation outlook are rapidly materializing, and it
expects inflation to rule at elevated levels. It judged that the
inflation outlook warrants an appropriate and timely
response through resolute and calibrated steps to ensure
that the second-round effects of supply-side shocks on the
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economy are contained, and long-term inflation expectations
are kept anchored.

We had noted in our April India Economic Monitor report that
the RBI's plan to withdraw liquidity in a gradual manner
would face a huge challenge from the building up of
inflationary pressures. In March, India's CPI inflation
accelerated to a 17-month high of 6.95% YoY, led by food
prices and core inflation, remaining above the RBI's upper
threshold for a third straight month. Among the nine sub-
groups noted in the table below, all except the housing and
pan/tobacco categories reported inflation higher than their
respective pre-COVID averages. There are also signs that
the inflation pressures are becoming broad-based. Looking
closely at 299 items within the CPI basket, the share of items
with inflation above 6% has gone up to 56% by Mar '22 from
45% in Sep '21 and 32% in Feb '21. Considering a higher
than previously anticipated momentum in prices, we project
the FY23 inflation of ~6.0% YoY (with upside risks), higher
than the RBI's projection of 5.7% YoY. Given high
uncertainty, the RBI is likely to continue to assess incoming
data for the next policy actions. We continue to see the risk
that if inflation does not materially ease after the expected
peak in Q1-FY23, the RBI will be forced to tighten monetary
policy even more than presently anticipated.

Inflation for most major sub-groups running above pre-
COVID averages

CPI Inflation, YoY%

Pre-COVID

Weights . Oct21 Nov-21
average

Jan-22 Feb-22 Mar-22

CPI (headline) 566  6.01
CPI-Urban 420 504 554 590 591
CPI- Rural 428 407 429 536 612
Core-CPI 54.1 475 624 621 612 601
Food and beverages 45,9 369 182 260 447 558
Pan, tobacco and intoxicant: 2.4- 427 405 316/ 245
Clothing & footwear 6.5 425 753 794 830 878
Housing 10.1 354 366 361 352
Fuel & light 6.8 437 1335 1095 932
Miscellaneous 283 444 683 675 665 655

Source: CMIE, Pre-COVID average is for FY16-FY20 period

On the economic outlook, the RBI did not provide any
revision to its April meeting forecast. Accordingly, the RBI's
growth and inflation projections for FY23 remain at 7.2%
YoY and 5.7% YoY, respectively. These could see some
revision in the June policy meeting. The MPC noted that
domestic economic activity is progressing broadly on the
lines anticipated in April. Contact-intensive services are
benefitting from pent-up demand, and investment activity is
showing signs of gaining traction. Export growth has
remained buoyant, and private consumption is regaining
traction. The outlook for the agriculture sector remains
positive, supported by a normal monsoon projection.



However, the Governor highlighted that even as economic
activity gains traction, growth continues to face headwinds
from global spill overs, including protracted geopolitical
tensions, elevated commodity prices, COVID-19 related
lockdowns in some major economies (China), slowing
external demand, and tightening global financial conditions
on the back of monetary policy normalization by major
central banks. The MPC assessed these risks to be evolving
in line with the April 2022 statement. The central bank noted
that the Indian economy appears capable of weathering the
deterioration in geopolitical conditions, though it is prudent
to continuously monitor the balance of risks. Large FX
reserves provide the central bank with significant policy
flexibility to respond to external shocks.
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DISCLAIMER

This research report/material (the “Report”) is for the personal information of the authorised recipient(s) and is not
for public distribution and should not be reproduced or redistributed to any other person or in any form without
DMI’s prior permission.

In the preparation of this Report, DMI has used information that is publicly available as well as data gathered from
third party sources. Information gathered and material used in this Report is believed to have been obtained from
reliable sources. DMI, however makes no warranty, representation or undertaking, whether expressed or implied,
that such information is accurate, complete or up to date or current as of the date of reading of the Report, nor
does it assume any legal liability, whether direct or indirect or responsibility for the accuracy, completeness,
currency or usefulness of any information in this Report. Additionally, no third party will assume any direct or
indirect liability. It is the responsibility of the user or recipient of this Report to make its/his/her own decisions or
enquiries about the accuracy, currency, reliability and correctness of information found in this Report.

Any statement expressed as recommendation in this Report is general in nature and should be construed strictly
as current opinion of DMI as of the date of the Report and may be subject to change from time to time without prior
intimation or notice. The readers of this Report should carefully read, understand and investigate or enquire (either
with or without professional advisors) into the risks arising out of or attached to taking any decisions based on the
information or opinions contained in this Report. DMI or its officers, directors, personnel and employees, including
persons involved in the preparation or issuance of this Report may have potential conflict of interest with respect
to any recommendation and related information and opinions.

Neither DMI nor any of its officers, directors, personnel and employees shall be liable for any loss, claim, damage
of whatsoever any nature, including but not limited to, direct, indirect, punitive, special, exemplary, consequential,
as also any loss of profit in any way arising from the use of this Report or the information therein or reliance of
opinions contained in this Report, in any manner.

No part of this Report may be duplicated or copied in whole or in part in any form and or redistributed without the
prior written consent of DMI. Any reproduction, adaptation, distribution or dissemination of the information available
in this Report for commercial purpose or use is strictly prohibited unless prior written authorization is obtained from
DMI. The Report has been prepared in India and the Report shall be subject only to Indian laws. Any foreign
reader(s) or foreign recipient(s) of this Report are requested to kindly take note of this fact. Any disputes relating
to the Report shall be subject to jurisdiction of Republic of India only.




