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Reserve Bank of India surprises with pre-emptive rate hike

® RBI's MPC unanimously voted to raise interest rates
B Pre-emptive move to tame inflationary pressure

= PMI data will provide clues as to growth momentum
and timing of future hikes

The Reserve Bank of India raised the policy rate for
the first time in nearly four-and-a-half years at the
Monetary  Policy Committee’s June  meeting,
confounding many analysts that were expecting the
central bank to hold off a rate hike until August.

The decision was unanimous among the MPC’s six
members, but the committee kept its future policy
stance as ‘neutral’, allowing the RBI some flexibility
regarding the next policy direction. Future action will
depend on how inflation developments play out in
coming months. The rate increase came in the wake of
similar decisions made by central banks in Indonesia
and the Philippines.

Rate hike

Increasing concerns about rising inflation was seen as
the main driver of the RBI’s decision to raise its policy
rate by 25 basis points to 6.25%. While headline
inflation has eased from last December’s peak, core
inflation was estimated to be hovering near the upper
band of the RBI's 2—6% target range.

More recently, anecdotal evidence from the May Nikkei
PMI surveys indicated that increased raw material
prices, particularly fuel costs, have lifted overall input
inflation for Indian companies.

The latest rate move can therefore be seen as an
attempt to preserve price stability and anchor inflation
expectations.

Data dependent

The PMI survey’s gauge of input prices can provide
some clues as to changes in monetary policy at the
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is consistent with the RBI tightening monetary policy.
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The fact that input costs had not reach the trigger point
for higher interest rates in May supported the view that
the policy action was a pre-emptive move. This also
explained to some extent the central bank’s decision to
continue maintaining a ‘neutral’ stance on the rate
cycle, indicating that future increases would rely on
how inflation develops in the months ahead.

The data in the next few months will therefore be
watched closely for clues as to the next policy move.
Unless price pressures, especially oil prices, come off
the boil in coming months, the chances of an August
rate hike cannot be ruled out. The June PMI surveys,
published in early July, will provide strong signals on
second quarter GDP growth and inflation trends.
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