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The name is Bond…
Negative Yield Bond
Sovereign bond yields have been falling across the world…
some yields are negative.
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Sovereign bond yields have been falling across the world…some yields are
negative. Yet investors continue to buy bonds.
Sovereign Bond yields are an indicator of how an economy is doing. When a government has lesser projects to
invest in, it tends to borrow lesser from the central bank.
With lower loan requirements, the interest rate for the loan
also falls. Now, along with savings and consumption,
investment is used to calculate the GDP. When investments drop, the impact can be seen on the GDP. Thus, a

falling bond rate indicates that the country is heading
towards a recession.
Looking at the 10 year bond yields of various countries
below (Fig. 1), it can be seen that they have been in a
free-fall of sorts. So does that mean that these economies
are in the threat of immediate recession? Maybe not.

10-yr Bond yields

Fig 1. 10 year Bond yields of developed economies(investing.com)
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10-year bond yields

Table 1: Developed Economies bond-yield

Germany 10-yr Bond

Bonds yields are also a function of their coupon rate and
face value. While coupon rates for a bond are fixed, the
face value changes with demand in the market. Typically,
bonds are introduced at a face value of 100 units of the
local currency per bond. For example, 10 year T-bills in the
US are introduced at $100 face value, a 10-year Government Security Bond in India is introduced at a face value
of Rs. 100 per bond. When the demand for these bonds
rise, the face value of these bonds rise while the coupon
rate remains unchanged. Thus, as the prices keep increasing the yield keeps dropping. This can be seen in the Fig.
2 where the rise and fall in the prices of bonds are reflected as a fall and rise in the yields.

Swiss 10-yr bond prices

Fig 2. Rising Bond prices and falling bond yields. (Source: German finance ministry deutsche-finanzagentur.de, Swiss
exchange: six-swiss-exchange.com)
So, why was there a high demand for government bonds? Over the pastmany months, global economic growth has been
weakening and more recently Brexit, investors had to look for investments that were safer than these asset classes. As
governments across the world began taking aggressive measures to revive their economies, investors viewed government bonds as safe havens. Thus, the demand for the government bonds grew with many of the G-10 economies’ government bonds yielding negative yields.
The largest economy in the world- USA, managed positive yields on its bonds. The economy of US grew by 1.2% in the
quarter ending June. This was far below the expected 2.6%. Inventory held in the US fell by $8.1 billion- the first drop since
2011. While this can be seen as an opportunity for expansion in manufacturing in the coming quarters, it can also be seen
as a drop in US production. The weak economic data coupled with Brexit, the Federal Reserve was expected to delay its
much anticipated rate hike to next year. However, a healthy 255,000 jobs were added in July indicating that the economy
is showing signs of revival. This however may not encourage the US Fed to advance the proposed rate hike as the productivity data of US indicated that the economy is not growing as fast as anticipated.
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In the euro zone, Germany issued bonds with negative
bond yields for the first time while UK’s 10 year GILT yields
fell below 1% for the first time. The European Union’s GDP
grew by 1.6% in the quarter ending June- faster than the
US for the same period. The European Union seemed to
stood at 53.2 up from 53.1 for June. The manufacturing
PMI fell from 52.8 in June to 52.0 in July signifying that
manufacturing expanded in July but not as fast it did in
June. However, Britain’s manufacturing PMI fell from 52.4
in June to 48.2 in July indicating that manufacturing activity actually shrank. The Bank of England cut interest rates
by 25 bps and announced a fiscal stimulus policy on
August 4th to raise its flagging economy.
Japan whose central bank had taken the adventurous
step of having negative interest rates also had bond yields
in negative. The composite PMI of Japan in July stood at
50.1, the first expansion in 5 months. The expansion was

broadly driven by consumption as can be seen by the
Services PMI which stood at 50.7. The Yen which had been
strengthening for the last few months had negatively
PMI which stood at 49.3 which means that manufacturing
activity was shrinking. The Government of Japan had
announced a stimulus package of $274 billion aimed at
boosting consumption, weakening the yen and increase
inflation. Before the announcement of the stimulus package, the bond yields stood at -0.235%. Along with the
announcement of the stimulus package and a surge in the
supply of the 40- year bonds, the prices of bonds eased
while the bond yields grew to -0.08%.
The drop in bond yields are seen in emerging economies
as well as can be seen in Fig 3 and Table 2. However,
despite the drop, the bond yields of emerging economies
are still much higher than those of developed economies.

10-Yr Bond Yields

Fig 3. 10 year bond yields emerging economies (Source: investing.com)
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In the Asia-Pacific China recorded a modest GDP growth
of 6.7% in the quarter ending June. With global demand
being mellowed China’s exports had slowed prompting a
gradual shift to consumption. China had initiated a stimulus package focusing on infrastructure. Thailand which
had experienced modest to stagnant growth (0.5% in
2015) in the last few years due to political uncertainty held
a referendum on a new constitution. The results of the
referendum- approving greater power to the military
junta- allows greater political and economic stability.
Thailand will be expected to initiate a policy focusing on
infrastructure to boost the GDP growth. Thailand’s GDP
growth is forecasted to be 3.3% after the vote. ASEAN
economies as such will have modest growth due to their
significant exposure to China’s economy.

Table 2: 10-year bond yields emerging economies (Source:
investing.com)
The economies of Latin America have been weak. Mexico’s economy shrank by an annualized rate of 1.2% in the
quarter ending June. However, it is expected to expand
this quarter and avoid recession. The drop in GDP was
attributed to a fall in demand from US. Brazil, the region’s
largest economy shrank by 3.8% last financial year and is
expected to shrink by 3.3% this year. Brazil’s economy is
driven by export of commodities and its largest client
being China. So, due to a slowdown in China Brazil’s
exports were hit. China’s recent move in initiating a stimulus focusing on infrastructure drove up the prices of industrial metals such as tin, zinc. This will benefit countries
such as Chile and Brazil. The Brazil government’s measures to rein in debt along with demand revival from
China will pull Brazil out of recession by with its economy
likely to expand by 1% next year.
India’s GDP in quarter ending June grew 7.9%. India’s
manufacturing grew faster in the last month compared to
July. Manufacturing PMI in July stood at 51.8 against 51.7
in June. The monsoon which had a monsoon deficit of
11% had strengthened to and excess of 6% in July. The
monsoon will boost rural consumption and expected to
increase the agricultural output. Food prices had seen a
rise in July and as expected the RBI had maintained status
quo on its key rates. With a higher purchase of the Indian
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rupee and a relative weakening of the US economy, the
rupee strengthened to above 67 to the dollar (1 USD =
66.71 INR on 10th August 2016). With prices of goods being
low in the global market and with the rupee strengthening, India’s balance of payments will stand to improve.
The Rajya Sabha had passed the much expected GST bill
on August 3 2016. Essentially, the Goods & Service Tax
(GST) is a single tax that replaces the multiple taxes that
are levied on a good or a service. The GST would unify all
the states under a single tax regime. Therefore when a
good which is manufactured in one state to another, additional taxes or duties will not be levied on it. The largest
benefactor of this scheme would be manufacturing industries- with costs of transit significantly reduced, they can
now have a centralized national warehouse instead of
maintaining separate supply chain systems for each state.
The GST will therefore significantly help in reducing the
costs of goods, thereby boosting consumption. Additionally, the GST improves the ease of doing business in India
thereby attracting investments under the make in India
scheme. Overall the GST can add 0.5-2 percentage points
to India’s GDP. However, the actual implementation of
GDP will likely take place in April 2017. The rate of the GST
levied will then determine the inflation.

Commodities
Industrial metals are rising, but copper- the barometer of the economy- is
flat
As discussed under the monetary policy section, China’s
announcement on infrastructure projects raised the
prices of industrial metals namely, zinc, tin and nickel.
However copper, which is a barometer of the economy,
has been ranged to negative despite the higher demand
mances of these metals is due to supply.

As discussed in our last edition, Nickel and Zinc were hit
by supply shortages. Copper however will have a boost in
increased outputs from Indonesia, Peru and Zambia. The
supply of copper far exceeds the demand thus the price of
copper will fall despite the surge in demand.

Copper

Nickel

Fig 4. Range-bound copper prices and rising Nickel prices (Source: quandl.com)
Crude Oil has not reached the balance between supply
and demand yet. With the announcement of China’s stimulus package and reports of reduced oild output from the
US, oil prices briefly ralied. However, Nigeria and Libya
which were hit by production issues showed signs of
returning to normal production indicating that the supply
2016

of oil in the market will restricting oil to be ranged to negative.
Coal prices which had been on a virtual freefall will be
expected to rally as China-the largest producer of coal in
the world, imposed restrictions on mining and has
enforced the shut down of some of its mines.

Commodity (quantity)
Copper (tonne)
Nickel (tonne)
Wheat (tonne)
Crude Oil (barrel)
Natural Gas (MMBTU)

Price (USD)
4878
10940
420.50
42.74
2.57

Projection (fortnight)
Ranged
Positive
Ranged to Negative
Ranged to Negative
Ranged to Negative

Table 3: Commodities (source: quandl.com)
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Indices across the world rallied over the past month. But will the rally sustain?
With Bonds yielding negative yields and commodities being subdued, equity markets will be one of the beneficiaries. As
referendum.

HangSeng

DAX

NIFTY

NASDAQ

Fig 4. Stock Indices rallying across the world (source: quandl.com)
Nasdaq100 on 5th August 2016 had a12-year trailing
Price-to-earnings ratio of 24.80 and 19.08 for the same
period on June 27th 2016. This implies that either the
returns for the same price are lower or the price is higher
for the same returns earned.
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increased marginally compared to 22.2 on June 27th
2016. As the P/E ratio is high, this will most likely result in
term. As the overall economy is healthy, the Sensex and
tively in the coming months.

Bullion
Gold prices have been volatile...but will rally in the longer run
ly. Meaning over one year alone China has added 170 tonnes and Russia has added 146 tonnes of gold.

Gold $/tr.oz

Gold $/tr.oz
Fig 5. Gold price over the past month (Source: quandl.com
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As seen in figure 5 above, Gold has been range bound over the past month. However, as discussed in the monetary
policy section, the weak economy and low yield bonds will make gold more attractive to investors. Along with the high
demand for gold and the US Fed delaying its proposed rate hike thereby weakening the dollar, the gold prices will rise
over the long term. With the monsoons being above normal this time, rural consumption will increase as will the rural
demand for gold. Other precious metals too will follow the trend of gold.

Bullion metal (quantity)
Gold (tr.oz)
Silver (tr.oz.)
Platinum (oz.)

Price (US$)
1351.85
20.34
1184.00

Projection (fortnight)
Ranged to Positive
Ranged to Positive
Ranged to Positive

Table 4: Precious metals (source: quandl.com)

Investment Strategy
The world economy is not healthy yet. There are stimulus
packages initiated in many countries across the world:
UK, Thailand, Japan, and China to name a few. Interest
rates are low in most of economies in the world to
increase liquidity and stimulate growth. However, with the
already high liquidity and few performing assets, such
quantitative easing events may not be well used and
resulting in less than desirable results.
Bond markets have attracted a lot of investments driving
the prices of government bonds higher and reducing
yields. Over the last year equity markets have been stagnant or grew by about 1-4% while the real returns were
through bonds. Therefore bond exposure will be beneficial. Exposure to bonds for a longer term will be beneficial.
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Equity markets have been turbulent in the past. Over the
past 1 month equity markets worldwide have gained
significantly. However, the P/E ratio suggests that there
will be short term fall due to profit booking. However, the
markets are expected to rally and will most likely be
ranged in the short term. Instead of timing the market, it
would be beneficial to hold stocks for a longer term.
Exposure to gold will be good as gold prices are expected
to grow. However, exposure should not be more than
5-10%.
AY has always recommended maintaining a diversified
portfolio. An investor with a diversified portfolio will stand
to gain from all the avenues of investments.

Global Economy
Country/Region
USA
European Union/UK
East Asia

India

Invest

OR

2016

Event
Impact(Projected)
• US Federal Reserve
• Dollar weakens
maintains status quo
• Gold prices rally
• UK’s stimulus
• Pound weakens
package
further
• Thailand initiates
• Commodities rally
stimulus program
• Baht and Yen briefly
targeting
weaken
infrastructure
• Japan’s
• Japan’s stimulus
Government bond
package targeting
prices drop
social welfare
• RBI cuts interest
• Investment
rates
sentiment picks up

their liability or rather invest the surplus cash to earn more income. Well, it’s a
situational based decision making wherein the certain characteristics of the lia
bility needs to be compared with the expected returns of the investments. Some
of the factors are mentioned below –
1) Cost of Liability vs Expected Returns

The main factor to understand is comparison in the cost of
liability with the returns which are expected from investing
the amount. For example, if there is a home loan with
interest rate of 9.5% and the tenure is for 20 years. Over the
same time period, investing in stocks and mutual funds
could give 12%-15% returns, then investing the surplus
cash would be a better option.

2) Tenure

The tradeoff between paying off the debt vs investing
should also be considered after considering the time
period involved in it. For example, if a personal loan or a
credit card debt is of a time period of 12 months and the
interest rate is high at 12%. In such situation, closing the
debt would be more feasible choice as expecting a return
more than 12% in a short span of time would involve
investment in a high risk avenue where the 12% cannot be
guaranteed.

3) Cash Flow Perspective

While considering an option to either invest or close the
debt, one also have to check their own surplus levels and
ensure that the loan payments are well within the comfort
level and below the thresholds. For example, if the total
loan payments are exceeding 40% of income, then there is
a need to close them or prepay to reduce the outstanding
payments irrespective of other factors like interest rates
and returns.
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4) Risk involved in Investments

In situations where the decision to invest in considered,
one also have to understand the nature of the investments made and returns expected should not only be the
sole decision making factor. There are investments which
gives a guaranteed returns but the returns are generally
lower than the interest to be paid and are also subjected
to taxation. For example, fixed income savings schemes
gives a return of 7% – 9% whereas the cheapest loan i.e.
home loan starts have a rate of interest of 9.7%. Whereas,
higher returns generating avenues like stocks and Mutual
Funds have higher risk and does not guarantee the
returns. Hence, the returns which are expected from the
investments should also include the associated risk from
the investments.

5) Tax Factors Involved in Loan vs
Investments

Some of the debt does includes benefits which in turns
reduces its costs. Home Loans have a tax benefits in terms
of principle paid as well as interest. Similar to that education loan also gives tax benefit, but only to the interest rate
part of the EMI . On other hand, most of the investments
like fixed income investments, debt mutual funds are
taxable which reduces the returns. Hence, while comparing the loans vs investments, post taxation impact should
only be considered which would give a clearer picture of
the situation.

From The ZEN MASTER’S Club
Aashish is responsible for strategizing and growing
the operations of MotilalOswal AMC as a niche
focused expert equity boutique based on its unique
and time tested BUY RIGHT : SIT TIGHT investment
style.
Amongst India's largest specialized equity investment managers and the largest provider of discretionary equity portfolio management services (PMS)
to HNIs. India's one and only 100% equity AMC with
a sharply articulated investment philosophy.
An alumnus of NarseeMonjee Institute of Management Studies, Aashish is passionate about Traveling, Reading, Sales, Communication, Training,
Teaching, Writing and Public Speaking.

Aashish Sommaiyaa
MD & CEO, Motilal Oswal Asset Management Co.Ltd

What is your outlook for the Indian market? How would this reflect in equities?
While the medium to long term trend continues to be bullish, in the near term we believe a lot of positives
have already played out. Monsoons and GST passage are behind us and sustained FII flows have underscored India’s status as a standalone market rather than being a mere part of some block like GEMs, BRICS
or Asia. In the next 3 to 6 months the only event that will be watched for will be RBI’s interest rate outlook.
Most importantly we expected markets to move in line with fundamental performance and whatever shape
corporate earnings take place going forward. While there are no immediate triggers for the market to show a
large uptrend in the near term, any correction should be seen to be a buying opportunity.
What, in your opinion, needs to be done to drive India towards being a higher consumption economy?
We believe that the current Government is already doing a lot of what is required. Focus on core sectors,
availability of power and coal, growth of road and rail network are all critical areas. Fillip to textile and tourismto provide employment, foreign investment and ease of doing business are welcome moves. We are
already seeing signs of revival in consumption.
Top Three factors that a retails customer should consider before making an investment decision?
Retail investors should focus on gaining clarity on need for investment and desired outcomes from an investment before they make any decision. Investment goal, time horizon, return expectation and risk tolerance
are critical. Specific products or AMCs should come last.
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customers?
I think the most important innovations that the industry needs to make are in areas of making products available as per investors’ convenience and communicating in a language that investors appreciate and understand. There is far too much innovation on products and their features which according to me is of secondary importance.

There are a number of ways in which Motilal Oswal AMC is unique. First of all, AMCs in India are usually founded by banks, mortgage companies, industrial conglomerates or insurance companies. To that extent Motilal
Oswal AMC is truly unique because it’s an expert equity AMC founded by an equity house. For over 28 years
now, Motilal Oswal is known in India for equity research. We focus only on managing equities and we don’t
manage anything other than equities. Secondly, while managing equity, we understand that returns are an
outcome of a process. We have a well-defined investment style BUY RIGHT – SIT TIGHT where buy right basically means buying companies that demonstrate QUALITY of business and management, sustained
GROWTH in earnings, LONGEVITY of competitive advantage and are available at a fair PRICE. That’s our
Q-G-L-P investment philosophy. And finally, we have complete alignment of interest with our investors; we
have over Rs 1800 crs of proprietary investment into the very same MF schemes where we solicit investors’
funds. No AMC or its sponsors or founders have comparable commitment to their investors. Also it is worth
noting that we have highly focused portfolios not exceeding 20-25 stocks, our funds are no load and we have
very simple bouquet just spanning a large cap, a mid-cap, a multicap and an ELSS fund – that’s all. We don’t
have the distraction of managing multiplefunds in each category or confusing investors with plethora of
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Disclaimer
Reports, analysis and views in this newsletter (Finzine) seek to present an unbiased picture of developments in the markets & economy. Actual
developments can turn out to be different owing to circumstances beyond Arthayantra’s control and knowledge. Arthayantra does not take any
responsibility for investment or business decisions taken by readers on the basis of reports and articles published in the newsletter.
Readers are expected to form their own judgement. Unless explicitly stated otherwise, all rights reserved by M/s Arthayantra Corporation Pvt.
Ltd. Any printing, publication, reproduction, transmission or redissemination of the contents, in any form or by any means, is prohibited without
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invite civil and criminal liabilities. All disputes are subject to the courts of Hyderabad Jurisdiction only.
All information provided is on "as is" basis and for information purposes only. Kindly consult your financial advisor to verify the accuracy and
recency of all the information prior to taking any investment decision. While due diligence is done and care taken neither Arthayantra Corporation Pvt. Ltd nor www.arthayantra.com are liable for any information errors, incompleteness, or delays, or for any actions taken in reliance on
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