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September inflation unchanged, August lIP surprises on the upside
Still some room for a rate cut given downside risks to RBI’s growth projections

m  CPlinflation remained unchanged MoM at 3.3% in September 2017. This was marginally higher than our expectation of
3.2%, but lower than market consensus of 3.6%.

®  Food inflation eased slightly to 1.3% in September 2017, while core inflation touched a six-month high of 4.6%. The
uptick in core inflation was largely on account of a surge in housing inflation.

B Furthermore, the index of industrial production (lIP) grew 4.3% YoY in August, exceeding our/consensus estimate of
2.4%/2.6%. A recovery was observed in manufacturing, along with a surge in mining activity and electricity generation.

m  We expect headline inflation for 2HFY18 to remain in line with the RBI’s projections, but also see some downside risks.
Hence, we believe that there is still some room to cut interest rates.

I. Retail inflation unchanged at 3.3% in September

m CPlinflation unchanged at 3.3%: CPl-based inflation remained unchanged MoM
at 3.3% YoY in September 2017 (Exhibit 1). Although the number was marginally
higher than our expectation of 3.2%, it was below market consensus of 3.6%.
CPl inflation has come in lower than consensus estimates in five of the last six
months (it was higher than expected in August 2017).

m  Food inflation eases slightly...: Food inflation eased to 1.3% in September from
1.5% in the preceding month. This was largely driven by a fall in vegetables
inflation to 3.9% from 6% in August 2017. On an MoM basis, vegetables prices
declined 7.1%, after rising by 34.2% over the last four months. Inflation in other
food items remained largely unchanged MoM in September.

m ..while core inflation touches six-month high...: Core inflation (all items
excluding ‘food & beverages’ and ‘fuel & light’) rose to a six-month high of 4.6%
in September from 4.4% in the preceding month (Exhibit 3). This was the third
straight month of rise in core inflation. Core-core inflation (excluding
petrol/diesel from core inflation) too edged up to 4.4% from 4.2% in August.

m ..led by rise in housing inflation: Uptick in both core and core-core inflation in
September can largely be ascribed to a rise in housing inflation, which touched a
three-year high of 6.1% (Aug’17: 5.6%) on account of implementation of 7" cPC
House Rent Allowance (HRA) hikes from August. Inflation in core services eased,
while that in goods remained unchanged in September (Exhibit 4).

m  Although headline inflation is expected to rise gradually in 2HFY18 on account
of an adverse base effect, it should remain in line with the RBI's projections.
However, we believe that there are downside risks to the RBI's growth
projections, leaving room for interest rate cuts.
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Exhibit 1: Retail inflation unchanged at 3.3% in Sep 2017

Exhibit 2: Vegetables inflation eases slightly
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Exhibit 3: Core CPI inches up slightly in September 2017

* Excluding F&B and F&L
Source: Central Statistics Office (CSO), MOSL

Source: CSO, MOSL

Exhibit 4: ...and inflation in ‘core services’ eased further
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Exhibit 5: CPl and key components (% YoY)
% YoY FY15 FY16 FY17 Sep-16 Jul-17 Aug-17 Sep-17
Overall CPI 5.9 4.9 4.5 4.4 24 3.3 3.3
Food & beverages 6.5 5.1 4.4 4.1 04 2.0 1.8
Cereal & products 5.2 1.8 4.2 4.3 4.0 3.9 3.7
Pulses & products 7.9 31.9 9.3 14.3 (24.7) (24.4) (22.5)
Meat & fish 6.3 6.3 5.6 5.8 3.2 2.9 3.2
Milk & products 10.3 5.2 4.1 4.3 3.7 3.7 3.9
Fruits & vegetables 6.4 14 (0.1) (3.5) (1.7) 5.8 4.3
Pan, tobacco & intoxicants 8.1 9.5 6.8 6.8 6.4 6.8 0.2
Fuel & light 4.2 5.8 3.3 3.1 4.9 5.0 5.6
Housing 6.9 4.9 5.2 5.2 4.9 5.6 6.1
Clothing & footwear 7.3 5.8 5.0 5.2 4.2 4.6 4.6
Miscellaneous 4.6 3.7 4.5 4.5 33 3.8 3.8
Transport & communication 2.5 0.4 3.0 2.7 1.8 3.7 3.5
Core CPI* 5.6 4.6 4.8 4.9 4.1 4.4 4.6
Core CPI excl petrol, diesel etc 5.2 4.8 4.9 4.1 4.2 4.4

Il. IP growth at 11-month high of 4.3% in August 2017

# Excluding F&B and F&L Source: CSO, MOSL

m  |IP growth surprises on the upside: Growth in the Index of Industrial Production
(IIP) accelerated sharply to 4.3% YoY in August 2017 from an average of 0.4% in
June-July 2017 (Exhibit 6). This was the fastest growth in 11 months. The
number was much higher than our/consensus estimates of 2.4%/2.6%. Broad-
based growth across sectors led to a surge in industrial output.
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Exhibit 6: IIP growth at 11-month high in August 2017...

®  Recovery in manufacturing, surge in mining electricity pull up output:
Manufacturing output recovered in August 2017, after declining 0.4% in the
previous two months. Output rose 3.1% YoY in the month, in line with 2.8%
growth in April-May’17 prior to the implementation of GST. However, growth
within the manufacturing sector was not broad-based; only 10 out of the 23
industries recorded a YoY rise in output. Mining output surged 9.4% YoY in
August 2017 (five-month high) on account of a favorable base (Aug’'16: -4.3%),
while electricity generation rose by a healthy 8.3%.

®  Growth in capital goods turns around after four months: As per the use-based
classification, output of capital goods rose by 5.4% in August 2017 (Exhibit 9),
after declining continuously over the last four months. The turnaround was
aided by a favorable base; growth in capital goods output had slowed down to
1.2% YoY in Aug’16 from 11.9% in Apr-July’16. Output of consumer durables
grew 1.6% YoY in August 2017; this was only the second instance of output
growth in the last nine months. Output of consumer non-durables and primary
goods rose by a healthy 6.9% and 7.1%, respectively.

m  |IP growth to improve towards year end: |IP growth decelerated sharply to
2.2% in Apr-Aug’2017 from 5.9% in the year-ago period. We expect growth to
improve in the remaining part of the year, particularly in the last four months on
account of a favorable base. Our full-year FY18 estimate for IIP is at 3.1%, as
against 4.6% in FY17.

Exhibit 7: ...on account of a broad-based pick-up
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Exhibit 8: Growth trend in components of IIP

Source: CSO, MOSL Source: CSO, MOSL

Exhibit 9: Use-based classification of IIP
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Exhibit 10: Key components of IIP

% Y-0-Y Weight FY15 FY16 FY17 Aug-16 Jun-17 Jul-17 Aug-17
Industry-based classification
Mining 14.37 (1.3) 43 5.3 (4.3) 0.4 45 9.4
Manufacturing 77.63 3.8 2.9 4.3 5.5 (0.5) (0.3) 3.1
Electricity 7.99 14.8 5.7 5.8 2.1 2.1 6.6 8.3
np 100.0 4.0 3.3 4.6 4.0 (0.1) 0.9 4.3
Use-based classification
Primary goods 34.05 3.7 5.0 4.9 (1.0) (0.2) 2.2 5.8
Capital Goods 8.22 (1.1) 3.0 3.2 0.5 (6.6) (1.3) 3.7
Intermediate Goods 17.22 6.1 1.5 33 4.6 (0.3) (1.7) 03
Infrastructure/Construction 12.34 5.0 2.8 3.9 6.5 0.1 3.5 0.5
Consumer Goods 28.17 3.9 2.9 5.7 9.4 1.5 0.4 0.4
Durable Goods 12.84 4.0 3.3 3.0 7.3 (2.4) (3.6) (3.5)
Non-Durable Goods 15.33 3.9 2.6 8.0 11.3 4.7 3.6 3.7

Source: CSO, MOSL
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