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RBI hikes repo (25bp) and reverse repo rates (50bp) 

 Hikes repo rate by 25bp to 6.0%  

 Hikes reverse repo rate by 50bp to 5.0% 

 Keeps cash reserve ratio unchanged at 6.0% 

Inflation RBI’s priority in FY2011 

The Reserve Bank of India in its maiden mid quarter monetary policy review 
raised interest rates for the fifth time since mid March 2010 with an objective to 
control inflationary expectations. It raised the repo rate (the rate at which it lends 
to banks) and reverse repo (the rate at which it accepts surplus liquidity from 
banks) by 25bp and 50bp to 6.0% and 5.0%, respectively. Effectively, this reduced 
the Liquidity Adjustment Facility (LAF) corridor to 100bp after a reduction of 25bp 
in July 2010 policy as well. The Central Bank has maintained status quo on Cash 
Reserve Ratio (CRR) at 6.0%. 

Monetary Policy - Key takeaways  

 Inflation remains the dominant concern for hiking the rates. 

 Expectation of rate hike not disrupting growth. 

 GDP and IIP growth rates indicate that the recovery is consolidating and the 
economy is rapidly converging to its trend rate of growth. 

 Monetary tightening that has been carried out since October 2009 has taken 
the monetary situation close to normal. 

 Central fiscal deficit to be contained at targeted 5.5% on account of higher 
than expected realizations from 3G and BWA auctions coupled with buoyant 
tax revenues. 

The growth momentum in the Indian economy continued to be strong and was 
largely broad based, with IIP registering robust growth of 13.8% yoy in July 2010 
coupled with healthy credit growth of 19.4% yoy in August 2010. On the other 
hand, continuing food inflation (14.6% yoy) has kept the overall WPI (8.5% yoy as 
per 2004-05 series) above RBI’s tolerable levels. Thus, with the headline inflation 
clearly above the RBI’s target of 6.5% as well as sustained healthy uptick in credit 
growth in the last few months, we expect gradual monetary tightening to continue. 

Strong Industrial growth continues 

 

 Source: RBI, MOSPI,  Bloomberg, Angel Research 
 

Inflation tapering off 

 Source: MOSPI, Angel Research 
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Focus on anchoring inflationary expectations 

Until February 2010 (as per the 2004-05 WPI series), food and textiles contributed 
as much as 63% of the overall 9.7% WPI inflation on account of the drought-driven 
increase in the prices of food grains, sugar and cotton, among others. By August 
2010, their contribution to the 8.5% WPI, though still high at 46% was on a 
downward trend. Oil’s contribution to overall inflation increased to 18% from 13%. 
Contribution of other items (having 55% weightage in the WPI index) increased to 
37% in August 2010 due to the increased prices of coal, metals, electricity and 
wood products among others, indicating that inflation is becoming more broad-
based. Therefore, monetary tightening by the RBI to anchor inflation expectations is 
appropriate at this juncture.  
 
Over the next few months, we expect inflation to continue to moderate from the 
peak levels seen in the recent months. However, the RBI has noted certain upside 
risks to inflation such as: 

 International commodity prices, particularly oil, have started to increase again. 
In several commodities, the import option for India to contain domestic 
inflation is limited because of the higher international prices. 

 The revival in private consumption demand and the bridging of the output gap 
will add to inflationary pressures. 

 It is important to guard against the risks of hardening of inflation expectations 
conditioned by near double-digit headline WPI inflation. 

 

However, it should be noted that interest rates are well below peak levels, leaving 
ample scope for gradual monetary tightening, without adversely affecting the 
growth outlook. 

Exhibit 1: WPI (food v/s non-food) August 2010 

 
Inflation yoy (%) 

Weightage in 
WPI Index (%) 

% contribution 
to current WPI 

Food & textiles 10.8 36 46 

Oil 16.0 9 18 

Others 5.7 55 37 

Current WPI  8.5 
   

 Source: MOSPI, Angel Research; Note: Data as per 2004-05 series 

Exhibit 2: WPI (food v/s non-food) June 2010 

 
Inflation yoy (%) 

Weightage in  
WPI Index (%) 

 % contribution  
to current WPI  

Food & textiles 14.0 36 49 

Oil 17.1 9 16 

Others 6.7 55 35 

Current WPI  10.3 
   

 Source: MOSPI, Angel Research; Note: Data as per 2004-05 series 
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Liquidity management may also become important going ahead 

The liquidity situation has improved considerably compared to June-July 2010 
(when the banks had borrowed as much as Rs82,490cr through LAF from the RBI) 
as the government spending has started and the 3G and BWA money makes its 
way back into the system. In August 2010, banks on an average borrowed only 
around Rs1,100cr compared to borrowings of Rs45,700cr on an average in July 
2010. In the last 2-3 days, the banks have borrowed in excess of Rs15,000cr, 
which is mainly on account of advance tax payments by the corporates and will get 
balanced in the immediate short term.  

G-sec yields have also remained range-bound since the previous monetary review. 
They have fallen to 7.89% levels after touching a high of 8.08% on August 25, 
2010, and a low of 7.70% on July 27, 2010. 

In the past few months, capital inflows have been relatively strong. Going ahead, 
with the global central banks holding their rates steady, the rising interest rate 
differential along with India’s relatively stronger GDP growth outlook, capital 
inflows may increasingly exceed the large current account deficit. This could once 
again require the RBI to manage forex liquidity through sterilisation tools, as seen 
in CY2007 and also take into account risks of asset inflation going forward. 

Exhibit 3: Moderately tight liquidity situation 

 
 Source: RBI, Angel Research 

Exhibit 4: FII flows continue to remain strong 

 Source: Bloomberg, Angel Research;  Note: Data till September 14, 2010 
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Exhibit 5: TTM FII flows and S&P CNX Nifty 

 Source: Bloomberg, Angel Research 

 

Exhibit 6: Discount rates of various central banks 

 Source: Bloomberg, Angel Research  

 

Exhibit 7: Forex reserves position 

 Source: RBI, Bloomberg, Angel Research 
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Domestic interest rates to increase faster though unlikely to hurt 
growth momentum 

As on August 27, 2010, the yoy growth rate in credit stood at 19.4% compared to 
10% in October 2009. Looking at the inelasticity of credit demand in the last cycle, 
we believe calibrated monetary tightening over the next couple of years is unlikely 
to slow down economic growth or credit demand until it reaches an advanced 
stage (at least 250–300bp above the current level). 

At the same time, deposit growth has declined to 14.4% yoy compared to 20.5% 
yoy during the corresponding period last year. Though almost all the banks 
increased their retail fixed deposit rates (in most cases between 25-50bp) in 
August-September 2010, they continue to be unattractive for depositors, leading to 
a gap between savings and investments, which is being plugged by the high 
current account deficit at present. Accordingly, over the course of the year, we 
expect deposit and lending rates to be on an upward trajectory. That said, the 
potential increase in forex reserves going forward may provide much needed 
respite on the M1 front, improving the liquidity situation. Moreover, the increasing 
availability of foreign risk capital would also provide a thrust to investment-led 
credit demand and M3 growth. 

 
Exhibit 8: Deposits growth still lagging despite increase in FD rates 

 Source: RBI, Angel Research 

 
Banking sector outlook - Set to outperform 

We expect the banking sector to be amongst the strongest performers over the next 
two years, with at least 20% credit growth for the sector as a whole, driven by 
strong GDP prospects, reasonable (albeit rising) domestic interest rates and 
increasing risk capital inflows from abroad. In our view, the expected increase in 
interest rates will not affect the banking sector negatively, as it will be outweighed 
by the acceleration in core earnings growth on the back of improvement in credit 
growth and fee income coupled with a sharp reduction in NPA losses.  

Data from the last cycle indicates that the banking stocks gave negative returns, on 
an absolute basis, when the interest rates were falling post the Lehman crisis, since 
the interest rates were merely symptomatic of a declining economic environment 
when markets as a whole were falling. On the other hand, the banking sector gave 

-

5.0 

10.0 

15.0 

20.0 

25.0 

30.0 

35.0 

Ja
n-

08

M
ar

-0
8

M
a y

-0
8

Ju
l-0

8

Se
p-

08

N
ov

-0
8

Ja
n-

09

M
ar

-0
9

M
a y

-0
9

Ju
l-0

9

Se
p-

09

N
ov

-0
9

Ja
n-

10

M
ar

-1
0

M
a y

-1
0

Ju
l-1

0

Advances growth Deposits growth(%)



  

 
 

Mid-Quarter Monetary Policy Review

September 16, 2010 6

handsome returns during the up-cycle from 2003, even though the interest rates 
were rising - concomitant to strong GDP growth.  

Large banks better placed 

Rising interest rates however, affect individual banks relatively - banks that have 
locked in more funds than the sector’s average at low yields for a longer duration 
will experience lower profitability in terms of relatively higher MTM losses and 
pressure on NIMs. Mid-size banks outperformed towards the early part of the  
up-cycle when the interest rates had not started rising. However, once the interest 
rates bottomed in December 2003 following the one-year lag for deposit and loan 
re-pricing, from March 2005 the larger banks conclusively outperformed the mid-
size banks. During 1QFY2005–3QFY2008, large private banks registered 2.4 x 
increases in net interest income, while the PSU banks saw a mere 1.1x increase 
due to the negative impact of declining CASA market share in a rising interest rate 
environment. Stock returns reflected this, with private banks recording 311% 
increase in market capitalisation, while mid-size PSU banks registered a mere 
141% increase during the period. 
 

Exhibit 9: Banking stock returns over interest rate cycles 

    Net Interest Income    Stock Returns 

 Start date End Date Start date End Date 

Period 1: GDP up-cycle, impact of bottomed G-sec yields (Dec 2003) transmitted through bank P/Ls 

 1QFY2003 3QFY2005 1QFY2003 3QFY2005 

Large private banks 100 234 100 444 

Large PSU banks 100 149 100 325 

Mid-sized PSU banks 100 163 100 497 

     
Period 2: GDP up-cycle, 10-yr Gsec yields rise from ~ 5% to 8%     

 4QFY2005 2QFY2008 4QFY2005 2QFY2008 

Large private banks 100 236 100 311 

Large PSU banks 100 110 100 247 

Mid-sized PSU banks 100 109 100 141 

     
Period 3: 2008 global crisis, 10-yr Gsec yields fall from 9.5% to 5.5%     

 3QFY2008 3QFY2009 3QFY2008 3QFY2009 

Large private banks 100 118 100 53 

Large PSU banks 100 138 100 71 

Mid-sized PSU banks 100 140 100 46 

     
Period 4: GDP up-cycle, impact of bottomed G-sec yields transmitted through bank P/Ls     

 4QFY2009 1QFY2011 4QFY2009 Current 

Large private banks 100 118 100 278 

Large PSU banks 100 132 100 248 

Mid-sized PSU banks 100 162 100 292 

Source: C-line, Angel Research; Note: Excludes banks for which comparable data for the entire period was unavailable due to later listing, etc. 
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Hence, on a relative basis, we prefer banks with a high CASA ratio and  
lower-duration investment book given the rising interest rate scenario. Broadly, this 
combination is available in large banks, viz. HDFC Bank, ICICI Bank, Axis Bank 
and SBI. We expect these banks to outperform on account of their stronger core 
competitiveness and likelihood of credit and CASA market share gains, driven by 
strong capital adequacy and robust branch expansion. Generally, we expect  
mid-size banks to underperform on the net interest income front from 2HFY2011 
and expect stock returns to reflect the same. 

Taking into account valuations, our top picks are ICICI Bank among the large-cap 
banks and Federal Bank among the mid-caps. Amongst PSU banks, we like Union 
Bank and Indian Bank on account of their relatively better deposit franchise 
compared to peers. 
 

 
Exhibit 10: Recommendation summary 

Company Reco 
CMP 
(Rs)

Tgt. price 
(Rs)

Upside 
(%)

FY2012E 
P/ABV (x)

FY2012E 
Tgt P/ABV (x)

FY2012E 
P/E (x)

FY10-12E 
CAGR in EPS (%)

FY2012E
RoA (%)

FY2012E 
RoE (%)

AxisBk Accumulate 1,484 1,688 13.7 2.8 3.2 14.7 27.4 1.6 20.5

FedBk Buy 367 425 16.0 1.1 1.3 7.9 30.7 1.4 14.4

HDFCBk Accumulate 2,395 2,514 5.0 3.8 4.0 20.0 36.5 1.7 20.6

ICICIBk Buy 1,103 1,350 22.4 2.2 2.9 17.8 31.0 1.4 15.5

SIB Neutral 207 - - 1.2 - 7.2 17.4 1.0 17.9

YesBk Neutral 330 - - 2.6 - 16.6 18.7 1.3 17.1

BOI Neutral 486 - - 1.5 - 7.7 38.0 0.9 20.5

CorpBk Neutral 671 - - 1.2 - 6.4 13.4 1.0 20.5

DenaBk Neutral 112 - - 1.0 - 5.4 7.2 0.8 19.1

IndBk Accumulate 262 277 5.9 1.2 1.3 6.4 7.6 1.3 21.0

IOB Accumulate 139 151 9.0 1.0 1.1 6.9 24.9 0.7 14.8

OBC Neutral 456 - - 1.2 - 6.8 21.6 0.9 18.3

PNB Neutral 1,289 - - 1.8 - 8.7 9.5 1.2 22.0

SBI Neutral 3,100 - - 1.9 - 13.1 26.5 1.1 20.1

UcoBk Neutral 117 - - 1.1 - 4.8 15.1 0.8 25.5

UnionBk Accumulate 369 389 5.4 1.5 1.6 6.5 17.1 1.1 24.1
 

 Source: Company, Angel Research; Note: We have increased our target multiple for the  banks under coverage; Prices as on September 16, 2010 
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decision. Nothing in this document should be construed as investment or financial advice. Each recipient of this document should make 
such investigations as they deem necessary to arrive at an independent evaluation of an investment in the securities of the companies 
referred to in this document (including the merits and risks involved), and should consult their own advisors to determine the merits and 
risks of such an investment. 
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investment decisions that are inconsistent with or contradictory to the recommendations expressed herein. The views contained in this 
document are those of the analyst, and the company may or may not subscribe to all the views expressed within.  

Reports based on technical and derivative analysis center on studying charts of a stock's price movement, outstanding positions and 
trading volume, as opposed to focusing on a company's fundamentals and, as such, may not match with a report on a company's 
fundamentals. 

The information in this document has been printed on the basis of publicly available information, internal data and other reliable 
sources believed to be true, but we do not represent that it is accurate or complete and it should not be relied on as such, as this 
document is for general guidance only. Angel Broking Limited or any of its affiliates/ group companies shall not be in any way 
responsible for any loss or damage that may arise to any person from any inadvertent error in the information contained in this report. 
Angel Broking Limited has not independently verified all the information contained within this document. Accordingly, we cannot testify, 
nor make any representation or warranty, express or implied, to the accuracy, contents or data contained within this document. While 
Angel Broking Limited endeavours to update on a reasonable basis the information discussed in this material, there may be regulatory, 
compliance, or other reasons that prevent us from doing so. 
This document is being supplied to you solely for your information, and its contents, information or data may not be reproduced, 
redistributed or passed on, directly or indirectly. 

Angel Broking Limited and its affiliates may seek to provide or have engaged in providing corporate finance, investment banking or 
other advisory services in a merger or specific transaction to the companies referred to in this report, as on the date of this report or in 
the past.  

Neither Angel Broking Limited, nor its directors, employees or affiliates shall be liable for any loss or damage that may arise from or in 
connection with the use of this information.  

Note: Please refer to the important `Stock Holding Disclosure' report on the Angel website (Research Section). Also, please 
refer to the latest update on respective stocks for the disclosure status in respect of those stocks. Angel Broking Limited and 
its affiliates may have investment positions in the stocks recommended in this report. 

 
 
 
Ratings (Returns):  Buy (> 15%) Accumulate (5% to 15%)  Neutral (-5 to 5%) 
  Reduce (-5% to 15%) Sell (< -15%)   
 



  

 
 

Mid-Quarter Monetary Policy Review

September 16, 2010 9

 
Address: Acme Plaza, ‘A’ Wing, 3rd Floor, M.V. Road, Opp. Sangam Cinema, Andheri (E), Mumbai - 400 059. 

Tel: (022) 3952 4568 / 4040 3800 

Research Team  

Fundamental:      

Sarabjit Kour Nangra    VP-Research, Pharmaceutical sarabjit@angeltrade.com  

Vaibhav Agrawal VP-Research, Banking vaibhav.agrawal@angeltrade.com 

Vaishali Jajoo Automobile vaishali.jajoo@angeltrade.com  

Shailesh Kanani Infrastructure, Real Estate shailesh.kanani@angeltrade.com  

Anand Shah FMCG, Media anand.shah@angeltrade.com  

Deepak Pareek Oil & Gas deepak.pareek@angeltrade.com 

Sushant Dalmia Pharmaceutical sushant.dalmia@angeltrade.com 

Rupesh Sankhe Cement, Power rupeshd.sankhe@angeltrade.com 

Param Desai Real Estate, Logistics, Shipping paramv.desai@angeltrade.com 

Sageraj Bariya Fertiliser, Mid-cap sageraj.bariya@angeltrade.com 

Viraj Nadkarni Retail, Hotels, Mid-cap virajm.nadkarni@angeltrade.com 

Paresh Jain Metals & Mining pareshn.jain@angeltrade.com 

Amit Rane Banking amitn.rane@angeltrade.com 

John Perinchery Capital Goods john.perinchery@angeltrade.com 

Srishti Anand IT, Telecom srishti.anand@angeltrade.com 

Jai Sharda Mid-cap jai.sharda@angeltrade.com 

Sharan Lillaney Mid-cap sharanb.lillaney@angeltrade.com 

Amit Vora Research Associate (Oil & Gas) amit.vora@angeltrade.com   

V Srinivasan Research Associate (Cement, Power) v.srinivasan@angeltrade.com 

Mihir Salot Research Associate (Logistics, Shipping) mihirr.salot@angeltrade.com 

Chitrangda Kapur Research Associate (FMCG, Media) chitrangdar.kapur@angeltrade.com 

Vibha Salvi Research Associate (IT, Telecom) vibhas.salvi@angeltrade.com 

Pooja Jain Research Associate (Metals & Mining) pooja.j@angeltrade.com 

Yaresh Kothari Research Associate (Automobile) yareshb.kothari@angeltrade.com 

Shrinivas Bhutda Research Associate (Banking) shrinivas.bhutda@angeltrade.com 

Sreekanth P.V.S Research Associate (FMCG, Media) sreekanth.s@angeltrade.com 

Hemang Thaker Research Associate (Capital Goods) hemang.thaker@angeltrade.com 
Nitin Arora Research Associate (Infra, Real Estate) nitin.arora@angeltrade.com 

Technicals: 

Shardul Kulkarni Sr. Technical Analyst shardul.kulkarni@angeltrade.com 

Mileen Vasudeo Technical Analyst vasudeo.kamalakant@angeltrade.com 

Derivatives:  

Siddarth Bhamre Head - Derivatives   siddarth.bhamre@angeltrade.com  

Jaya Agarwal Derivative Analyst jaya.agarwal@angeltrade.com 

 

Institutional Sales Team:     

Mayuresh Joshi VP - Institutional Sales mayuresh.joshi@angeltrade.com 

Abhimanyu Sofat AVP - Institutional Sales abhimanyu.sofat@angeltrade.com 

Nitesh Jalan Sr. Manager niteshk.jalan@angeltrade.com 

Pranav Modi Sr. Manager pranavs.modi@angeltrade.com 

Sandeep Jangir Sr. Manager sandeepp.jangir@angeltrade.com 

Ganesh Iyer  Sr. Manager ganeshb.Iyer@angeltrade.com  

Jay Harsora Sr. Dealer jayr.harsora@angeltrade.com 

Meenakshi Chavan Dealer meenakshis.chavan@angeltrade.com 

Gaurang Tisani Dealer gaurangp.tisani@angeltrade.com 

 

Production Team:  

Bharathi Shetty Research Editor bharathi.shetty@angeltrade.com 

Simran Kaur Research Editor simran.kaur@angeltrade.com 

Bharat Patil Production bharat.patil@angeltrade.com 

Dilip Patel Production dilipm.patel@angeltrade.com 
 

Angel Broking Ltd: BSE Sebi Regn No : INB 010996539 / CDSL Regn No: IN - DP - CDSL - 234 - 2004 / PMS Regn Code: PM/INP000001546 Angel Securities Ltd:BSE: INB010994639/INF010994639 NSE: INB230994635/INF230994635 Membership numbers: BSE 028/NSE:09946 
Angel Capital & Debt Market Ltd: INB 231279838 / NSE FNO: INF 231279838 / NSE Member code -12798 Angel Commodities Broking (P) Ltd: MCX Member ID: 12685 / FMC Regn No: MCX / TCM / CORP / 0037 NCDEX : Member ID 00220 / FMC Regn No: NCDEX / TCM / CORP / 0302 


