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India: Weak growth paves way for bigger
rate cut

The Reserve Bank of India’s Governor Shaktikanta Das is determined to
ease for as long as it takes, particularly now that weak investment has
pushed GDP growth lower. We expect a bigger, 40 basis point rate cut
this week (consensus 25bp) and we're cutting our full-year growth
forecast
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Stimulus so far failed

Has stimulus failed to revive the Indian economy? It seems so, judging from headline GDP growth,
which slipped further to more than a six-year low of 4.5% year-on-year in 3Q19 from 5.0% in 2Q,
marking the seventh consecutive quarter of slowing growth.
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Fiscal stimulus was evident from a near-doubling of government spending growth (15.6% YoY vs.
8.8% in 2Q) and also from a pick-up in private consumption growth (5.1% vs. 3.1%). Even so, a
large part of the fiscal stimulus was pumped in the last quarter itself, and we have yet to see the
full impact of that. This left investment as the main drag on GDP growth, subtracting one full
percentage point from the GDP total, which tells us that aggressive RBI easing (by 110 basis point
rate cuts through August) hasn't worked either.

On the supply side, there was a slowdown across all key industrial sectors (mining, manufacturing,
and utilities) and also as in construction activity. Agriculture and services growth rates, 2.1% and
6.8%, respectively, were little changed from the previous quarter.

Where is stimulus?

Sources of GDP growth
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More is on the way

At 4.8%, growth in the first half of the current fiscal year (FY2019 started in April) has made the
government's 7% full-year growth forecast utterly unrealistic. The central bank's (Reserve Bank of
India, or RBI) forecast of 6.1%, revised in October from 6.9% (and likely to be nudged down again
this week), is also far out of reach now. Dismal data, coupled with reduced hope of any recovery in
the remainder of the fiscal year, leads us to cut our FY2019 forecast by half a percentage point to
5.1%.

The stimulus tap should remain open and we don't have to wait too long.

The RBI's Monetary Policy Committee is meeting this week and it will announce the decision on
Thursday, 5 December. There is little doubt that it will ease again. And don't be surprised if it's
another big rate cut, perhaps equal to the 35bp cut at the August meeting, or even more. We think
a 40bp cut is probable, taking the repurchase rate to 4.75% and reverse repurchase rate to 4.50%.
We don't anticipate any change to the 4% reserve requirement ratio for banks.

An extended RBI easing cycle

Will that be all the RBI easing in the current cycle? If historic lows in the policy rates are any guide
- 4.50% for repo rate and 3.25% for the reverse repo rate at the height of the 2009 global financial
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crisis - we could see these levels again given the current state of the economy and dull outlook
ahead. However, it may take a continued slide in growth over coming quarters, which is not our
baseline, as growth will likely get some lift from here, at least from a favourable base.

What about inflation, which has surpassed the RBI's 4% target (mid-point of 2-6% range) for three
months through November? Again, looking back in time, inflation hasn't been a hurdle to RBI
easing, even when it was running in double-digits. We think the same is true this time around.
Therefore, with growth outweighing inflation as the policy driver, we expect the RBI to extend the
easing cycle into 2020 with one more 25bp rate cut in February, possibly marking an end of the
current cycle.

Against such a backdrop, the Indian rupee's weakening seems to be far from over. We revise our
end-2019 USD/INR forecast to 72.50 from 72.00 and now see the pair re-testing 73.00 by March
2020 (spot 71.72).

Inflation hasn't been a hurdle for RBI easing
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Will it help?

The question is, what good will that do for the economy? Besides the cyclical element, we believe
structural bottlenecks are reasserting themselves in dragging down growth.

We think the economy needs more than fiscal or monetary stimulus. Accelerated economic and
banking sector reforms and strong infrastructure investment are needed to regain the 7-8%
growth potential". Absent this, Prime Minister Narendra Modi's vision of boosting India to be a $5
trillion economy in five years (over his second term) will be something of a pipe dream.
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