
 

Market Outlook 

The formation of Monetary Policy Committee (MPC) has been a landmark institutional reform and the 
committee made their debut by unanimously voting for 25 bps rate cut. The governor, in his maiden speech 
since his appointment, seemed to be increasingly concerned of weak global growth infiltrating into India’s 
domestic growth.  

While ensuring the continuity of inflation targeting regime, we sense that the new Governor might review 
the timeframe to achieve the 4% inflation target and the desirable real rates in India. The self-imposed 
inflation glide path to 5% by Q4 FY 2016-17 has been retained, but the journey thereafter seems to be mired 
with known and unknown upside risks to headline retail inflation.  

The desired range for real rates (3m/1 year T-bill rate minus inflation expectation) has been allowed to dip 
to 125 bps from earlier 150-200bps as the central bank opined that neutral rate is dynamic and trending 
downwards globally. 

We expect inflation to fall to 4% by November before it starts to pick-up again in the last quarter. For FY17 
as a whole, the CPI inflation is likely to average around 5%. Thus, the sole focus on inflation gives very 
limited headroom for further rate cuts. Nevertheless, with shifting of the 4% goalpost (beyond March 2018) 
and removing the rigidity in real rates, the central bank has kept the options open to deliver more rate cuts 
in case the global and domestic growth scenario warrant.  

Near-term risks aside (such as GST implementation, global commodity prices, impact of VII pay commission 
and so forth); India is heading towards structurally lower inflation. The focus to enhance India’s 
infrastructure, reduce the cost of factors of production (land, labor and capital), ease the conditions for 
business operations along with the digital transformation will have multi-pronged impact. It will increase the 
market penetration, boost competition, and lower the artificial inelasticity of supply that had long crept up 
in the system eventually leading to a gradual enhancement of productivity. However, in the near-term, we 
re-iterate that inflation may not sustainably stay at the desired 4% levels but rather hover higher around 5%.  

The bond market has rallied by 100 bps, year-to-date. The market seems to be pricing in for more rate cut 
and with central bank choosing to continue treading the neutral liquidity path, the overall mood is positive. 
In the background, continued strength in the India’s macro-fundamentals leaves the market unperturbed by 
any negative information that creeps up now and then.  

Given the sharp rally, we expect the markets to consolidate their gains in the near future. The demand 
supply of the government bonds (center and state combined) has been favorable in 1H of this financial year 
owing to low SDL borrowings between April-September, aggressive Open Market purchases by RBI and 
increased demand by the nationalized banks. The global arena, too, has remained extremely stable and the 
adoption of neutral liquidity stance by RBI in April surprised the market. Some of these equations will turn 
less favorable in the 2nd half and needs to be closely watched. 

Coming to the equity market, we saw brief volatility due to geo-political risks on our western border. 
However, markets recovered quickly. To put in some perspective, during the times of Kargil war in 1999, 
Indian equities fell initially but eventually showed stellar performance by the time war ended (NIFTY rose 
23% between May and July). In fact, India significantly out-performed the global market returns then.  

The domestic macro improvement is clearly visible. The current focus on infrastructure improvement, easing 
the business conditions and addressing the rural growth bottle-necks places India on structurally higher 
growth trajectory. The recent move of merging the railway budget with the union budget is another 
testament to it. It is a simple yet significant move that depoliticizes the railway budget and unburdens the 



 

railway ministry of center’s socio-political objectives. Accordingly, the medium-term outlook is positive, with 
potential earnings growth of mid to late-teens.  

In the near-term, the improvement in economic activity is primarily led by consumption triggers, which 
should ideally be followed by an investment-led growth. The pain points of weak trade and weak private 
investment cannot be ignored.  

1QFY17 earnings growth improved marginally, and thus far we have seen lower magnitude of EPS 
downgrades vis-à-vis the previous quarters. Bulk of the improvement in corporate earnings has come on the 
back of better margins while volume growth is yet to materialize.  

Globally, the current quarter has a heavy political event calendar and markets would be closely watching US 
elections, post-Brexit UK and political developments in Eurozone. Concerns on China’s debt overhang and 
currency haven’t played out as government stimulus seems to have worked well so far. Emerging markets 
have been receiving record flows but this time the driver is not better fundamentals but abundant liquidity 
and low return (both debt and equity) in the developed markets. The bigger picture facing the developing 
economy is the significant collapse in global trade and the fact that near-term strong domestic triggers are 
missing.  

While macro environment and liquidity flows are favorable, we have caution on the valuation front. Equity 
markets seem to have priced in most of the positive developments such as better monsoon, consumption 
boost from VII pay commission and recent policy reforms. As much as we may like the valuations to turn 
attractive, given the structural growth drivers, sustained domestic flows, and likely improvement in return 
on equity (better profitability) and fall in cost of equity (interest rates), valuations may stay at the upper end 
of the historical range. With that backdrop, as long term investor, we continue to focus on bottom up stock 
picking.  
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