
Market Outlook - Fixed Income
Debt markets 
The month of September was eventful as the Finance Ministry finally loosened the purse
strings in the form of corporate tax cuts. It came following the series of pro-growth measures
announced in earlier months. This was backed up by the MPC doing its bit by giving a 25 bps
rate cut. The trigger for this was continued weaker than expected growth data. 
Bonds rallied initially due to the high probability of a rate cut in the upcoming policy. However,
the announcement of corporate tax cut resulted in the temporary selloff in government
securities on fears of resultant fiscal pressures.   
The 10-year benchmark yield gyrated in the range of 6.51% to 6.79% and finally closed the
month at 6.66%.  In the money market segment, due to sudden drop in system liquidity during
the second and third week of September the CP – CD yields rose across by 20-30 bps.
However, liquidity increased by month end due to government spending resulting in similar
drop in money market yields. 
Liquidity in the month of September reduced to an average of Rs 1.20 trillion from previous
month’s average of Rs 1.28 trillion (Rev Repo-Repo-Marginal Standing Facility-Standing
Liquidity Facility + term repo/re-repo). The reduction in system liquidity during the month was
mainly due to tax outflows. 
INR traded in the range of 70.56/$ to 72. 39/$ and finally closed the month at 71.08/$ in
September vs 71.40/$ in August. India’s forex reserves rose to $433.5 billion as on 27th
September from $428.6 billion in last week of August. 
Domestic Macro Factors 
Industrial Production 
India’s industrial production growth surprisingly rose to 4.3% in July vs. 1.2% in June. This
was above the market expectation of 2.3%. The recovery was broad based as the growth in
all sectors other than electricity and capital goods rose. In terms of sectorial classification,
growth in mining activity increased to 4.9% in July vs. 1.5% in June. The activity in
manufacturing sector also rose to 4.2% in July vs. 0.2% in June. The activity in electricity
sector moderated to 4.8% in July vs. 8.2% in June. In terms of used-based classification,
activity in primary goods picked up to 3.5% July vs. 0.4% in June. The growth in consumer
durables and non-durables rose respectively at -2.7% and 8.3% in July vs. -10.2% and 7.1%
in June. The activity in infrastructure and intermediate goods sector also picked up respectively
to -2.13% and 13.09% in July vs. -1.9% and 12.6% in July. The capital goods sector growth
moderated to -7.1% in July vs. -6.8% in June. 
External Trade 
India’s external trade deficit remained steady at $ 13.45 billion in August vs. $ 13.43 billion in
July. This was marginally below market expectation of a deficit of $ 13.6 billion. Imports
contracted by 13.4% y-o-y in August vs. -10.4% in July. Imports decreased to $ 39.58 billion
in August vs $ 39.76 billion in July mainly due to decline in purchase of coal, coke & briquettes,
organic & inorganic chemicals, petroleum, crude & products, machinery, electrical & non-
electrical and electronic goods. Exports growth also contracted by 6.05% in August vs. 2.2%
in July mainly due to lower sales of gems and jewelry. Exports moderated to $ 26.13 billion
in August from $ 26.33 billion in July. Exports for major commodity groups like iron ore,
electronic goods, spices, marine products and mica, coal & other ores and minerals rose in
the month of August. 
  
CAD & BOP 
India’s current account deficit came in at $14.3 billion or 2% of the GDP in Q1FY20 which is
much wider than the 10-quarter low of $4.6 billion (0.7%) in the previous quarter. The Q1FY20
deficit was narrower on y-o-y basis which was $15.8 billion in Q1FY19. It was primarily due
to a big merchandise trade deficit of $46.2 billion. However, there still was a considerable
growth of $14 billion to foreign exchange reserves in the June quarter, roughly the same level
of addition in the March quarter led by net FDI inflows $13.9 bn that boosted the capital
account. The overall balance of payments comprising, current account and capital account
flows, ended in a surplus of $14 billion, compared to a deficit of $11.3 billion on y-o-y basis.
Net services receipts increased by 7.3% on a y-o-y basis, mainly on the back of a rise in net
earnings from travel, financial services and telecommunications, computer and information
services. Private transfer receipts, mainly representing remittances by Indians employed
overseas, rose to $19.9 billion, increasing by 6.2% on y-o-y basis. Foreign portfolio investment
recorded net inflow of $4.8 billion in Q1 of 2019-20 as against an outflow of $8.1 billion in Q1
of 2018-19 on account of net purchases in both debt and equity markets. 
            
Fiscal 
The GST collection for the month of September reduced to Rs 91,916 crores, from previous
months collection of Rs 98,202 crore. This was the lowest collection since February 2018.
The Rs 91,916 crore collected includes Central GST of Rs 16,630 crores, State GST of Rs
22,598 crore, Integrated GST of Rs 45,069 crores and Cess of Rs 7,620 crores. 
Inflation 
Headline CPI inflation rose slightly to 3.21% in August vs 3.15% in July. The minor uptick was

mainly due to increase in food price inflation. This was below the market expectation of 3.32%.
Core inflation (CPI ex-food and fuel inflation) moderated to 4.20% in August vs 4.5% in July.
The core inflation (CPI ex-food & beverages, fuel, petrol, diesel and housing rent) moderated
to 4.42% in August from 4.59% in July. Inflation for food and beverages combined rose to
2.96% in August vs. 2.33% in July. Housing inflation in August moderated slightly at 4.84%
vs 4.87% in July. Fuels and lighting inflation moderated at -1.70% in August vs. -0.29% in July.
Other miscellaneous inflation combined moderated to 4.71% in August vs. 4.73% July. 
WPI inflation remained flat at 1.08% in August from 1.08% in July. This was slightly above
than market expectation of 1.0% mainly led by decline in fuel prices. Inflation for primary article
combined rose to 6.43% in August vs. 5.03% in July. Food and non-food articles inflation
printed respectively at 7.7% and 4.8% in August vs. 6.1% and 4.3% in July. Inflation for Fuel
and power sector combined increased slightly to -4.0% in August vs. -3.6% in July.
Manufactured goods inflation moderated to 0.0% in August vs. 0.3% in July. 
Outlook 
Globally US- China trade tensions continue to remain in focus as new round of negotiations
are expected to take place in October. There is expectation that the US could be considering
new investment curbs on China. Based on these uncertainties’ currency markets are expected
to remain volatile. These trade related uncertainties led to mixed data from the US with weaker
consumer expenditure and Conference Board Consumer Confidence index. On the bright side,
US manufacturing PMI rose to 5-month high and industrial production improved. To support
domestic growth, the Fed delivered a second rate cut of 25bps. The overall tone of the policy
was a bit hawkish as dot plot indicated no further cuts in 2019. However market still expects
one more rate cut in this calendar year. Fed Chair Powell pointed out that future policy path
will be highly data dependent. 
The macro data out of Europe especially Germany continued to be weak with PMI
manufacturing moving deeper into contraction zone and close to recession 
In domestic markets the growth data for quarter ending Sep 19 was weaker with continued
slowdown in consumption, capex and external demand. High frequency growth indicators like
auto sales, non-oil non gold imports, capital goods imports and exports continued to contract.
The domestic PMI's dipped slightly in August and GST collections were below INR 1tn mark.
In this background the government announced a bold measure to lower corporate tax rates
significantly (from 34.9% to 25.2% effective rate and for new manufacturing companies the
17%). This has brought back the worries of fiscal overshoot and additional borrowings by the
Government. This was reflected in the G-sec yields – 10-year benchmark bond moved up post
announcement. However, mitigating factors like higher RBI dividends, aggressive divestment
targets, availability of National small savings funds and possible offshore issuance, have been
able to assuage fears to an extent. 
  
Post fiscal stimulus it was the Monetary policy committee’s turn to provide easing. The rate
cut of 25 bps was largely expected and priced in too by the fixed income markets. The policy
statement indicates there is still space and need to address growth concerns through
monetary policy. In a strong statement the MPC decided to continue accommodative stance
“as long as necessary to revive growth”. The weak Q1 GDP number has surprised the market
and the RBI alike. In addition to this high frequency data on domestic demand indicates softer
growth ahead pushing RBI to revise 2019-20 GDP growth rate to 6.1% from 6.9% earlier. 
  
MPC’s CPI projection at 3.4 for Q2 2019-20 is a slight upward revision. Food inflation has
remained elevated due to vegetable prices which may drop during the upcoming winter season
but there is always the possibility of geopolitical risk resulting in higher crude oil price. Barring
that no other inflation component including core-inflation looks poised towards higher
trajectory. The base effect from December onwards will push headline number a bit higher. 
The FY20 growth projection is still a tad optimistic. The recent high frequency indicators
suggest that growth is likely to slow further in Q3. Since inflation is expected to remain below
target (4%) in near future the focus will remain on growth concerns. So, despite the talk about
inefficient transmission of previous rate cuts, narrowing real rates, diminishing marginal returns
from additional rate cut, the accommodative stance and expectation of a further cut is here
to stay. 
Money Market rates have adjusted to policy rates in expectation of a rate cut and on the back
of easy liquidity in the system. The current term spreads are on the higher side than what we
have seen in the recent times. This is largely due to risk aversion among market participants
and humongous supply of bonds (GSEC+SDL+PSU bond supply is >8% of GDP). Going ahead,
we believe that continued higher system liquidity and some clarity on the fiscal deficit may
result in improved risk appetite in markets. This should result in front end of the rate curve
getting better aligned with repo rate due to high liquidity while huge supply and limited visibility
on future rate cuts keep a check on long end rates. Accordingly, we expect short term bonds
to deliver better risk adjusted returns compare to long bonds. 
  We recommend short duration funds like Money Market Fund, Banking and PSU Debt Fund,
Short Term Debt Fund and Corporate Bond Fund offer better risk adjusted opportunities, while
we recommend mid duration and systematic deployments in long duration funds for investors
with 36 months and greater investment horizon.
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