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Key Market Events

• Government Bonds Lackluster: In the run up to the upcoming RBI policy, 
government bonds especially long tenor bonds have remained rather lackluster 
as concerns over the fiscal deficit and likely extension of the borrowing 
calendar. The government also auctioned a fresh 10-year G-Sec at 5.77% mid-
cycle’ necessitated by the government’s massive borrowing program mainly 
due to its enhanced spending requirement on account of COVID-19. The old 10 
Year benchmark ended the month at 5.84%.

• Inflation Crosses 6% - Supply Shocks Drive Inflation Spike: CPI inflation for 
the month of June 2020 stood at 6.09% driven by spike in essential 
commodities including food and 
diesel. Food inflation stood at 7% 
with pulses and meat products 
seeing 16% inflation due to 
supply shortages. Core inflation 
also saw a spike driven by supply 
shortages. This near term spike is 
likely to subside as the economy 
re-opens and supply shocks normalize.

• India’ introduction into global debt benchmarks: In an attempt to improve 
global access and marketability of Indian debt, the RBI and the Ministry of 
Finance have embarked on a project to attract increased foreign participation 
in domestic bonds. While the RBI has denoted select bond series as ‘fully 
accessible’ any likely inclusion will see an influx of ~US$20 billion into debt 
markets. As we stand today, FPI’s have utilized ~55% of their limits to invest in 
domestic debt.

• US$ Weakness – A Positive for EM’s & India: As investors look to riskier 
assets, the demand for the US dollar, a traditional safe haven asset has 
diminished. A barrage of international positives including the Euro bloc’s 
historic stimulus package and optimism around a global recovery have dented 
the appeal for US assets. This is positive for countries like India. 

• US GDP Shock & The Fed: Q2 (April – June 2020) real GDP in the US fell a 
historic 32.9%, the deepest cut since records were kept. The US Fed 
announced a status quo keeping in mind the need to stimulate a national 
recovery and the impending US elections. The FOMC had a dovish tone to its 
statement but did not make any major policy changes, and most importantly, 
signaled likely changes in forward guidance.

10 YEAR G-SEC YIELD

5.84%

• Investment theme likely to 
shift from capital gains to 
accrual strategies.

• Long term G-Sec rates 
remain lackluster. Policy 
action to set the tone for 
markets going forward.

• Selective allocations to AA 
Credits may add accrual 
value to fixed income 
portfolios.

Market View

The RBI has up until now delivered rate cuts in excess of 175 bps. Transmission on 
incremental borrowings have also happened as evident by MCLR cuts across 
major public sector banks. The upcoming RBI policy is likely to focus less on rate 
cuts and more on the borrowing framework of the government and policy action. 
Current market prices indicate; the markets are divided on whether RBI will cut 
rates or maintain status quo. The RBI’s comments on banking liquidity will hold the 
key to market action over the next few months. Currently banking liquidity still 
stands at Rs. 4-4.5 lakh crore surplus. In typical market conditions this quantum of 
liquidity would take the RBI 18 months to drain.

The economy has seen a gradual opening of the economy. Early channel checks 
indicate large corporate facilities seeing 50-60% normalization. MSME has seen 
30-40% normalization. Furthermore, bank loan moratorium (Morat) numbers 
also show an encouraging trend. Q1 results of most financial institutions indicate 
‘Morat’ numbers below 50%. Pessimism in the markets continues to remain 
elevated and hence credit spreads remain elevated and curves remain steep. 

As we see the end of the rate cut cycle, we believe much of the capital gains story 
across the fixed income space especially G-Sec/AAA assets has played out. From 
peak to trough 3 Year AAA assets have rallied 350+bps. Going forward we believe 
the theme for markets will be the compression and accrual theme.

While the short end of the high quality curve has normalized, long bonds continue 
to remain elevated. The 3x10 year on the AAA PSU curve shows a spread of 
140bps, a decadal high. We believe the next leg of capital gains if any will stem from 
the curve normalizing post policy. 

There is also a compression theme evident on select AA names. Over the last 
month the corporate AA curve has seen initial signs of compressions as fears of 
downgrades and defaults recede. From a portfolio standpoint, our portfolios will 
look to capture opportunities in the AA space selectively where investment 
mandates allow us to delve into AA names.

From an investment standpoint we believe opportunities in the AA space make for 
an attractive accrual play for investors with risk appetite. However, investors must 
remain vigilant and focus on portfolio granularity and liquidity while identifying 
investment opportunities in this space. Investors looking for short term parking 
solutions should continue to move up the yield curve to capture any capital gains 
as the curve normalizes.

QUICK TAKE

• Actively managed short 
bond strategies continue to 
offer attractive risk reward 
opportunities.

• Long term investors can 
look to lock in long term 
rates in AAA Corporate 
bond strategies at current 
juncture.




