CRR hike and its impact on equity market & portfolios 



The RBI yesterday raised the cash reserve ratio (CRR) by 50bp from 7.5% to 8%, which will be implemented in two stages – the first 25bp increase will be on 26th April and the second on 10th May. The move comes on backdrop of rising inflation (currently above 7%) in past 7-8 weeks. This is the first such increase since October last year and will serve to mop up about Rs18.5bn of liquidity from the banking system.   

The hike in CRR is unlikely to result in immediate hike in interest rates, as excess liquidity in the banking system is still high. As of April 4, 2008, excess liquidity (including net repo balances, MSS bonds and government's balances with the RBI) stood at US$65.9bn compared to US$15.4 bn as of end-April 2007. Given the slowdown in industrial production banks will wait till next policy meeting of RBI, which is scheduled on 29th April before taking any decision on increasing lending rates. PSU banks had earlier in Feb reduced their PLR acting on directives by the finance minister, which may be reviewed post the RBI monetary policy.   

Impact on banks profitability – The direct impact of this move is that Net Interest Margins (NIMs) for banks will be impacted by about 4 bps, implying a negative earnings impact of 2-4% for banks in general. The increase in bond yield in last few days from 8.0% to 8.1% may also lead to some treasury losses for banks in their bond portfolio. Sentiment wise the PSU banks would be more affected than private banks by this move. The banking stocks have underperformed in the recent past factoring a CRR hike as well as adverse impact of fores derivative losses. Hence apart from a knee jerk reaction to the move we do not foresee a major slide in the banking stocks. 
  
Impacts on markets & portfolio – Markets have gained strength in last few trading sessions on back of stability in global markets and value buying by domestic funds, which are sitting on sizeable amount of cash. Though the equity markets were expecting monetary policy initiative by RBI to curb inflation, but an inter-meeting hike was unexpected which can spook the markets. This surprise move may result in some pressure on banking and interest sensitive sectors like auto, real estate. The broader market may also witness a slight downward bias in near term, but it will be short lived and the market will look at cues from the corporate quarterly results and the RBI monetary policy to decide on the future trend. 

In recent past, we have reduced our exposure in banking, real estate, construction and capital goods sectors across our portfolios. On other hand we have slightly increased exposure to pharmacy, IT and consumer non-durables. Hence, the overall impact of CRR hike should be relatively muted on the equity portfolios.
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