
Brickwork Ratings expects RBI to hold repo rate at 4% in upcoming 

MPC with inflation still above MPC’s comfort zone 

Brickwork Ratings, Mumbai, 28 September 2020: The economic damage caused by the 

lockdown imposed to contain Covid-19 spread manifested itself in the form of the sharpest 

contraction in the Q1 GDP estimates released on 31 August by the Ministry of Statistics and 

Programme Implementation (MOSPI). The GVA and GDP contracted by 22.8% and 23.9%, 

respectively, in Q1FY21. The contraction is the highest among the G-20 countries and 

emerging market economies.  

The massive supply disruptions and severe demand compression caused by the harshest 

lockdown thus far can be revived only by lifting restrictions on economic activities. Both the 

RBI and government have announced measures such as a reduction in the policy rate, 

ensuring adequate liquidity, restructuring loans, providing a moratorium on loan 

repayments and regulatory forbearance, mainly to improve the supply situation as 

restrictions are relaxed.  These measures have helped the financial sector to manage stress 

to some extent, but industries are still facing labour, financial and other constraints.  

Moreover, the measures to augment demand through fiscal stimulus have been niggardly, 

and further action is needed from the government to augment aggregate demand. The 

policy response thus far has not helped revive demand, which may hopefully improve 

gradually if the pandemic situation subsides.  

The reduction in the policy rate has not transmitted fully to the credit market, and credit 

growth remains negative, at -1.5% (April to August), in spite of a 115-point cut in the repo 

rate since the pandemic began. The contraction would have been much steeper had there 

been no credit disbursement through the Emergency Credit Line Guarantee Scheme (ECLGS). 

Under this scheme, public and private sector banks have already disbursed loans worth over 

Rs 1 lakh crore to MSMEs. Although the transmission of the rate cut is slowly percolating, it 

is not adequate. Since March 2020, the transmission of rate cuts in terms of a fall in SBI’s 

MCLR has been by 85 basis points until August 2020, as against the repo rate cut of 115 basis 

points. Banks, particularly public sector banks, continue to be risk averse, and they prefer to 

park their excess liquidity, (which is more than Rs 6.5 lakh crore on a daily basis) in the RBI’s 

reverse repo window at a rate of 3.35%. 



The RBI has no other way than to directly or indirectly monetise the deficit through OMOs or 

market borrowings. The compressed fiscal space restricts the government to provide large 

fiscal stimulus. The prospect of a quick turnaround does not look bright as most 

metropolitan areas, which are growth canters, continue to be under partial lockdowns, and 

some activities are yet to be opened-up for business, constraining economic activities. 

Transport, tourism and hospitality will take a long time to revive. Even manufacturing in the 

major urban centers will take time to reach full capacity utilisation as these await the return 

of migrant labour. 

Our assessment of healthy agricultural progress is in line with the MOSPI’s estimates as the 

agriculture sector reported positive growth of 3.4% in Q1FY21. We expect the agriculture 

sector to register improved growth of 4.5% in FY21 as the rural segment remains largely 

unaffected by the current uncertainty. Amid prospects for better kharif crop harvests owing 

to healthy progress of the monsoon so far, we expect food inflation to soften in the coming 

months. CPI inflation remained above the RBI MPC’s median target for the last eleven 

months, which is likely to ease, given the demand compression. We expect inflation to 

remain below 6% in Q3FY21 as food inflation is likely to lower in the wake of abundant 

harvests. 

The pandemic is still evolving, and credit offtake, even at a low rate of interest, looks sticky.  

With uncertainty regarding the pandemic looming large, the RBI may not provide a GDP 

forecast for FY21 in the upcoming MPC meeting. As in the previous statements, the RBI may 

continue to talk about economic contraction without quantifying the magnitude. Given the 

continued surge in Covid-19 cases in the country’s major hubs, which is hindering the 

recovery process, we expect the Q2FY21 GDP to shrink by ~13.5%. With the expectation of a 

continued contraction in the GDP for Q2 and Q3, coupled with the prevailing uncertainty 

over the pandemic peak in the absence of a vaccine, we expect the full-year GDP to contract 

by 9.5% for FY21. 

With the current level of inflation and prevailing uncertainty over the growth outlook, BWR 

expects the RBI MPC to adopt a wait-and-watch approach and hold the repo rate at 4%, 

and continue with its accommodative monetary policy stance in its October meeting.  
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