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e Low crude prices carry broad benefits for India

¢ Weak commodity prices provide the fiscal and monetary space to
boost growth

e Positives however will quickly be overshadowed if weak demand
rather than strong supply underlies the oil price decline

¢ Indian equity markets have historically moved closely with crude
prices, but have diverged of late. Will this continue?

The sharp fall in oil prices is good news for a petroleum net-importer like India.
Brent prices are down 60% from USD 112pb in June 2014 to below USD 50pb
in January 2015 (Chart 1). The Indian crude basket, a weighted mix of various
benchmarks, is down by a similar margin. Low crude prices carry clear macro
benefits for India, as discussed below (Chart 2).

Cheaper oil provides an opportunity for authorities to accelerate reforms and
redirect fiscal resources to productive purposes. But this is only half the story.
This positive impact may be overshadowed if weak global growth, rather than
strong supply, underlies the fall in commodity prices. Is the glass half-full or
half empty?

The half-full view

Improvement in India’s terms of trade is likely to be felt broadly, with the sensi-
tivity of key macro variables as follows (summary in Table 1, next page):

Chart 1: Brent prices heading to 2009 lows Chart 2: Low crude px to improve CPI/WPI profile
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Table 1: Impact of crude price decline on key economic variables*
Every USD 10pb fall in Brent prices

ST To lower the current account by ~0.4-0.5% of GDP
account

. CPl inflation to be lower by 20bps
Inflation/

Monetar WPI inflation to be lower by 30-90bps (immediate and long-run)
olic y Opens room for rate cuts; DBSf cumulative 75bps cuts in 2015
policy calendar year (includes Jan15 surprise cut)

Lower crude prices and diesel deregulation helps shield the

Fiscal deficit government's balance sheet from volatile commodity prices. Fiscal
deficit to narrow by 0.5% of GDP; includes elimination of diesel
subsidy (~0.3% of GDP)

*assumptions: i) all other variables are constant; ii) impact on full-FYperformance

a) Fiscal balance: The fall in global oil prices and decision to deregulate diesel
prices in October 2014 will help eliminate part of the fuel subsidies, amounting
to 0.3% of GDP. Petrol prices are already market-determined, with cooking gas
and kerosene still under the administered list.

Notably, immediate relief to the FY14/15 Budget will be limited as budget as-
sumptions already factor in about a 0.3% of GDP reduction in fuel subsidies.
The full benefit may not appear until FY15/16, where low crude prices and
deregulation of domestic prices could lead to savings of 0.4%-0.5% of GDP for
every USD 10pb reduction in Brent prices. Further out, the government’s bal-
ance sheet would be shielded from volatility in global crude prices.

b) Growth: Lower crude prices (helped further by deregulation of subsidised
fuel) will provide a positive growth impetus, through higher discretionary in-

comes for households and lower input costs for business/ manufacturers’ along-
side agricultural production.

) Inflation/Rates: Direct impact of low crude prices on CPI inflation will be mar-
ginal given the higher weightage of food and non-tradable non-food products
in its basket. A USD 10pb movement in crude oil prices will lower headline CPI
by 20bps, as noted by the central bank. In contrast, WPI Inflation has a higher

Chart 3: Fuel prices vs oil trade balance
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We look for 50bps more
Repo cuts by June 2015

weightage of tradables, with the impact likely to be more pronounced at 30-
90bps in short and medium-term.

Easing inflation and an improvement in the twin deficits provide room for
monetary and fiscal stimulus. This was demonstrated by the Reserve Bank of
India’s decision to surprise with a 25bps intermeeting cut in mid-Jan15. We
expect 50bps of further cuts by June.

d) Current account: Qil imports made up more than one-third of total imports
in FY13/14, i.e., 8.8% of GDP (see Chart 3). Our analysis shows that for every
USD 10pb fall in global prices the current account balance should improve by
0.4-0.5% of GDP.

e) Currency: Lower crude prices are unlikely to have a significant direct impact
on the rupee. A strong rupee is also undesirable from the angle of promoting
an exports-oriented manufacturing policy, and is constrained by the central
bank’s aim to raise FX reserves.

Low oil prices present an opportunity

The pullback in commodity prices presents the government with an opportu-
nity to take crucial reform decisions. For a start, diesel prices were completely
deregulated in October 2014, with the wheels already in motion by staggered
price rises since early-2013.

Low oil prices help tame inflation, repair fiscal books and lower the current ac-
count deficit, providing comfort to the Reserve Bank of India (RBI) to kick start
the rate cutting cycle. CPl inflation is expected to average 6.1% next year, with
downside risks if crude prices remain soft.

At the same time, it is important that fiscal savings are redirected towards capi-
tal spending (~1.7% of GDP) instead of funding higher food subsidies (~0.9%
of GDP). February’s FY15/16 Budget should outline plans to re-allocate funds,
with a hand from the draft recommendations of the Expenditure Commission.

The half-empty view

Falling oil prices won't be so beneficial if it turns out they are driven by weak
demand rather than a surge in supply. As discussed in the ‘Daily Breakfast
Spread of 14 Jan 2015’, the surge in US shale oil production in 2014 amounts
to but 1% of total global demand - how that could trigger a 60% fall in prices
remains a very open question. It is not coincidental that commodity prices have

Chart 4: Global imports vs India exports moves

USD bn, 6mma USD bn, 6mma
1700 - - 30

~ ~a”

1500 - /\«-WV - 25

1300 - / - 20

/

1100 - / - 15
4

900 - - 10

700 == \\/Or|d imports - IMF (lhs) L5

India exports (latest Dec14)

500 T T T T T T 0
2004 2005 2007 2009 2010 2012 2014




IN: Falling oil prices — good or bad? 19 January 2015 m DBS

Any sharp rebound in crude
prices will test the govern-
ment’s resolve

Chart 5: SENSEX stock index vs Brent: what gives?
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eased at a time when Eurozone and Japan are stagnating, China mulls over
a lower growth target and the US continues to grumble along at broadly a
2.25% growth pace.

To the extent the decline in crude prices owes to weak demand, the risks to
India’s export growth and trade balance could outweigh the benefits. Plainly,
India’s exports depend on global demand and if oil prices are low because no
one is buying it the implications for external demand are clear (Chart 4).

Next, the durability of lower commodity prices remains a question mark. A
sharp rebound in crude prices would filter through as a negative trade shock,
especially as petrol and diesel prices are now market-determined. Such an
event would test the government’s resolve in keeping prices market-linked and
not reviving state interference.

Finally, contagion from financial market volatility is still a risk for India, as wit-
nessed in December 2014. Indian equity markets have historically moved in
lockstep with crude prices but have diverged of late (Chart 5), much due to
accommodative global central bank policies. This divergence however is at risk
when either the markets recognise that weak demand underlies the easing
commodity cycle or if US rate hike expectations are brought forward. The re-
sultant global volatility can impact domestic markets and the real economy.

Conclusion

The drop in crude prices is a key positive for India. But it needs to be balanced
against the risks that low prices owe to weak global demand. As the devel-
oped world grapples with the onset of a deflationary environment, worries are
bound to grow.

Sources:

Data for all charts and tables are from CEIC Data, Bloomberg, RBI and DBS
Group Research (forecasts are transformations).
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