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• FY20 growth is likely to be sub-7% for a second straight year. After hitting a speedbump in 1Q19,
growth is likely to soften into 1HFY20. Favourable base effects and lower rates might help to lift
activities in the 2H
• Inflation has been creeping up due to a weaker core. Monsoon strength and oil are under watch.
We have revised down the FY20 inflation forecast.
• With fiscal consolidation a priority and inflation below target, monetary policy has adopted an
accommodative hue
• Despite a proposed offshore sovereign bond issuance, reserves adequacy remains comfortable at
this juncture
• After a sharp rally, INR bond yields are set to consolidate
• A supported US dollar and active reserves accumulation have kept the rupee under pressure. We
look for USDINR to drift north by year-end with INR faring better than its export-reliant Asian peers
Growth hits a speedbump

Inflation is better behaved

Refer to important disclosures at the end of this report.
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Growth indicators

GDP growth for the first quarter of 2019 (4Q FY19)
slowed to a five-year low at sub-6%. Incoming data
and adverse base effects imply a subdued start for
FY20. We, however, remained hopeful for a 2H
recovery. DBSf FY20 GDP has been set at 6.8% with
downside risks vs FY19’s 6.8%.

Public sector participation helped shore FY19
growth. Support is likely to extend into FY20 as
election-related uncertainties ease. Private sector
(core GVA) has been unable to pick the slack.

Rural output, incomes and consumption will be
pressured by persistent negative terms of trade in
the agricultural sector and a monsoon shortfall.
Income transfer scheme announced in February’s
Budget is likely to help demand at the margin.

Monetary policy can be more growth-supportive,
thanks to a fiscally conservative Budget and belowtarget inflation. The RBI’s priority will be to improve
the transmission of monetary policy i.e. ensure that
rate cuts translate into lower lending rates.
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Inflation grinds up, but below target

Headline inflation has inched up from its trough in
January 2019. The lift from the end of food deflation
has been offset by moderating core inflation. We
have revised down the FY20 inflation forecast to
3.6% (vs 3.8% before).

Our high-frequency food index, a proxy that closely
tracks actual food inflation, has signaled a pick-up
after the weak spell in late-2018 and early 2019.
Heavily weighted in the basket, higher food prices
will support the headline inflation.

Outside of food, our momentum gauge has signaled
1) a deceleration in the core inflation; and 2) a
levelling off in headline inflation to benign levels in
the near-term.

After a brief convergence, the urban-rural inflation
gap has widened. While both have corrected in
2H18, rural inflation (primarily food) has risen by a
smaller extent vs urban. Recent MSP increases have
been modest, with prices of staples at sub-MSP
levels, capping incomes.
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Fiscal balance prioritised, optimistic
economic assumptions

The government has prioritised fiscal conservatism
over growth in FY20 and pegged the deficit target at
-3.3% of GDP. The sharp increase in projected
revenue has been assumed on higher tax and nontax revenues.

We have calculated two other indicators to gauge
the underlying fiscal bias. Primary balance (fiscal
balance minus interest payments) signals gradual
consolidation in the past three years. In contrast,
fiscal impulse i.e. primary deficit plus divestment
receipts shows limited extent of fiscal restraint in
the same period.

Proceeds from direct and indirect taxes ae expected
to nearly equal (as % of GDP) in FY20. Tax revenues
are expected to rise, as lower corporate tax
collections from mid-tier companies will be
compensated by higher income tax receipts from
high-income individuals and non-corporate FPIs.

July’s full-year Budget maintained the FY20 gross
borrowings size at a record of INR7.1trn. When
placed together with states’ debt sales and PSU
borrowings, is at a sizeable 7.5-8% of GDP, stoking
crowding out effects for private sector debt.
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Sovereign bond issuance – focus on reserves
adequacy

To shift part of the borrowings away from the
domestic markets, the government has proposed a
maiden offshore bond. This will help tap a new
investor base, lighten domestic issuance, and take
advantage of India’s relatively lower government
external debt to GDP ratio.

The proposed issuance has left market participants
divided, with renewed focus on India’s reserve
adequacy. On most counts, the current stock is
comfortable.

Yet there is need to continue building reserves: a)
wide gap between total external debt vs reserves
and b) rising proportion of portfolio flows into the
economy, which keeps the math vulnerable in case
of global volatility.

Hence, foreign reserves accumulation will be a
priority for the authorities. Since the taper
tantrums, the quantum of increase in India’s
reserves is amongst the highest vs the regional
peers. This is set to continue.
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Monetary policy has been growth-supportive

Sub-target inflation, fiscal consolidation and slowing
growth saw the RBI adopting a growth-supportive
role, with the committee voting for cuts totalling
75bp 2019 yet far and a change in the policy stance.

Markets are pricing in further rate cuts but have
pared expectations on the recent cautious
comments by RBI Governor Das. We still see odds of
two more cuts, first of which might be in August.

The transmission of the policy cuts has been lagged
and measured. Banks with high NPAs (keen to
recover cost of funds), operational costs and credit
risks have been reluctant to lower lending rates.
This fails to address the liquidity squeeze in certain
selected sectors, including non-banks, autos etc.

Interest rates can be broken down into three parts
– rates, spreads and term premia. While the first
and third have been partly delivered, spreads are
yet to narrow to meaningfully lower borrowing
costs, particularly for selected stressed sectors.
Hence transmission and stabilising non-bank related
risks will be priorities.
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Financial markets

Amongst the regional currencies, export-reliant
TWD and KRW have been the worst performers
from trade conflicts. INR has eked out a small gain
on YTD basis. But this remains a risk as USD stays
supported and RBI continues to build reserves.

INR effective exchange rates have recovered from
last year’s slump. The rupee has gained ground not
only against the USD but also its trading partners.

10Y bond yields have rallied sharply this year, down
~100bps since January and 30bp since July’s Budget.
Consolidation has set in and DBS Rates Strategist’s
model signals that the rally might be stretched.
Odds of a cut in August have fallen, but given growth
risks and benign inflation, likelihood of a rate cut
cannot be fully dismissed.

Liquidity has improved post-elections as seasonal
support and ad-hoc infusion measures helped. The
central bank committee’s report on the liquidity
framework assessment might shed some light on
the management of these conditions going forward.
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Forecasts on major indicators
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