
Global long-term bond yields of major economies ended lower in July as 

investors gravitated towards safe-haven government bonds amidst surplus 

liquidity. During the month, the yields on the 10-year government bonds 

moved in a range of 3 to 40 bps, across economies. In the July monetary policy 

meeting, the Federal Reserve Open Market Committee (FOMC) unanimously 

decided to maintain the federal fund rate at 0-0.25% considering the impact of 

the pandemic on the US economy and the significant near and medium-term 

risks to economy activity, employment, and inflation. This is the third policy 

meeting where the FOMC chose to maintain status quo. US benchmark 10-year 

yields fell by 15 bps during the month, trading at the lowest level seen since 

early March 2020. The US GDP for Q2CY20 fell by an annual rate of 32.9% due 

to reduced consumer spending, particularly on services such as health care, 

food services, recreation, and transportation. The European Central Bank 

(ECB) kept its main refinancing rate unchanged at 0% while the deposit rate 

remained at a record low of - 0.5%. In addition, the central bank pledged to buy 

up to Euro 1.35 trillion worth of debt through June 2021 under its Pandemic 

Emergency Purchase Programme (PEPP).  The Politburo of China indicated 

that despite the better-than expected GDP growth in Q2, top policymakers are 

not complacent about the economic outlook, as the economy continues to face 

uncertainties in both the near and medium-terms. The Chinese economy is 

likely to face weak external demand due to continued global spread of COVID-

19 and its consequent impact on economic activity. China is also facing mid to 

long-term challenges stemming from geopolitical tensions and potential 

supply chain disruptions. Within China, the public sector has benefited from a 

stronger financing push for infrastructure projects. On the other hand, the 

private sector has been hit harder by the global pandemic. Its woes have been 

further exacerbated by weak profits, inventory overhang, and the ongoing 

China-US trade tensions. The Politburo meeting also emphasized that China's 

monetary policy should be more targeted, flexible, and proper. It pledged to 

keep reasonable growth in the money supply and total social financing (TSF) 

and push financing costs significantly lower. This is in line with the recent 

announcements made by People Bank of China, including maintaining money 

supply and credit growth at "significantly higher" levels than last year, and 

lowering lending rates as a way to meet the government's target of "letting the 

banking system to give up RMB 1.5trn of profits to the real economy this year."

Domestic Market Scenario 

Second Bi-monthly Monetary Policy Review

The Reserve Bank of India (RBI) in its monetary policy review on August 6, 

2020, kept the repo rate unchanged at 4.00%, in line with our expectation. The 

MPC maintained its accommodative policy stance mentioning that it would 

remain accommodative for as long as it is necessary to revive growth and 

mitigate the impact of COVID-19 on the economy, while ensuring that inflation 

remains within the target. The next MPC meeting is scheduled to be held from 

September 29 to October 1, 2020. 

Yields : In July, the 91-day treasury bill yield rose by 17bps while the 10-year 

government securities' yield was down by 6bps. The fall in yields was due to 

RBI's special Open Market Operations(OMOs) along with expectations of 

measures to absorb excess supply of government securities. However, the fall 

was partly offset due to fear of over supply of government securities and retail 

inflation surpassing RBI's upper tolerance limit in June, prompting 

anticipations of a status quo by the central bank. Faced with revenue shortfalls 

due to the lockdown, state governments have been resorting to market 

borrowings to meet their funding requirements. In the current FY21, 25 states 

and 1 UT have cumulatively raised INR 2.15 trillion via market borrowings, 

which is a 63% increase from the borrowings in the corresponding period of 

FY20. 

Forex: The outstanding liquidity in the banking system continued to be in 

surplus mode in July 2020 and was at INR 3.82 trillion, as on July 31.  However, 

the liquidity was capped due to month end fund requirement by Government. 

Under the INR 3 trillion of Emergency Credit Line Guarantee Scheme for 

MSMEs, banks have sanctioned INR 1.36 trillion to the MSMEs out of which 

INR 872 billion were disbursed as of July 29, 2020. The daily net absorption by 

the RBI from the banking system widened from INR 6.34 trillion as on June 26, 

2020 to INR 6.55 trillion as on July 31, 2020.

Macro

Inflation: With a partial easing of nation-wide restrictions, the ministry has 

released the general CPI index for the month of June 2020, though with a low 

response rate. As per the provisional estimate for the month, the retail inflation 
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was at 6.1%, breaching the upper band of the RBI's inflation target (4% with +/- 

2%). The ministry has also released imputed index for April 2020 and May 

2020, on the basis of which the inflation during these months was recorded at 

7.2% and 6.3%, respectively. The core inflation has risen for the fourth 

successive month to 5.1%.

For third successive month in June 2020, the Wholesale Price Inflation (WPI) 

recorded a deflationary trajectory. WPI for June was recorded at -1.8% 

compared to -3.2% in May 2020, due to increase in manufactured products, 

primary article, and the food index. The market expects the WPI to move closer 

to zero from its negative trajectory as food prices are likely to go up due to 

seasonal variations, re-imposition of lockdown measures in the certain parts of 

the country and increase in the prices of petrol and diesel.

Fiscal Deficit: The fiscal deficit for Q1FY21 stood at INR 6.62 trillion or 83.2% 

against 61% registered in the corresponding period a year ago, reflecting the 

impact of the coronavirus pandemic on tax collections and as the government 

front-loaded its spending. Lower tax and non-tax revenues coupled with 

higher capital expenditure have contributed to the widening of the fiscal 

deficit.

Outlook:

The RBI's Monetary Policy Committee (MPC) voted unanimously in favour of 

keeping the policy repo rate unchanged, in line with our expectation. It 

proposed to continue with the accommodative stance for as long as necessary, 

to revive growth and mitigate the impact of COVID-19 on the economy, while 

ensuring that inflation remains within the target going forward.

Post the announcement, yields hardened by 4-5bps across the yield curve. The 

decision indicates that the committee would monitor for a durable reduction in 

inflation before it considers lowering the policy rates again. 

The RBI refrained from announcing growth and inflation forecasts for the year. 

However, it expects GDP growth to contract in FY21 and inflation prints to 

remain elevated in Q2FY21, before moderating in H2FY21. Due to COVID-19 

related supply chain disruptions, near-term inflation is expected to remain 

high. However, the RBI mentioned that upside risks to inflation may be 

mitigated by a normal monsoon and due to base effect. 

On a cumulative basis (from June 1 to July 22), the South West monsoon 

progress has been at a 6 year best with rainfall being 6% above the Long Period 

Average (LPA). However, over the last few weeks, rainfall has weakened in 

most parts of India, especially northwest and central India. Weekly rainfall has 

been 12.5% lower than the LPA. Reservoir levels are at a surplus which bodes 

well for the ongoing Kharif and upcoming winter sowing season. 

Faced with revenue shortfalls due to the lockdown of the last 4 months, central 

and state governments have been increasingly resorting to market borrowings 

to meet their funding requirements. There has been a marked increase in 

borrowings across most states in the current fiscal year when compared to the 

previous fiscal. The market is currently witnessing a high supply of 

government securities and State Development Loans (SDLs). In the absence of 

any announcements for ameliorating the supply situation like Open Market 

Operations (OMOs), a dispensation to banks to increase the Held to Maturity 

(HTM) portion, or any other similar measures, we expect yields to remain 

range bound in the short to mid end of the curve. However, for the long-end of 

the curve, we envisage an upward bias. Any significant upside is likely to be 

capped by yield management tools. The RBI highlighted that while there is still 

space for further rate cuts, it would like to use this space more judiciously when 

its most effective. Depending on the inflation trajectory, we expect a 25 to 50bps 

rate cut. However, the timing of such rate cuts would be data dependent.

In the current market environment, we continue to remain positive on duration 

strategies with a focus on the short to mid part of the yield curve as it offers 

better risk-reward to the investors. Investors may consider investing in funds 

having such exposure with lower volatility. 
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