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Monetary Policy
Economies across the world are in slowdown, Governments are
heavily spending to boost growth
The Keynesian Macroeconomic theory argues that
during times of economic downturn, it is up to the
Government to offset the decrease in Private investment to save jobs and to protect the economy from
further deterioration. This idea which was proposed by
John Maynard Keynes in 1936 is what is driving
economic growth today, as the world is experiencing
its slowest recovery yet.
The American Recovery and Reinvestment act of 2009
was designed on the Keynesian macroeconomic
theory to pull the United States out of recession. The
$831 billion stimulus package initiated through this act
has been the driver for the current economic recovery.
The US unemployment rate in August 2016 stood at
little less than 5%. The act also helped boost household consumption, which in turn is driving the current
economic growth. The Federal Reserve of Atlanta has
forecasted the US economy to expand by 3.4% in the
quarter ending September. However, not all growth
indicators have been positive. About 1,51,000 jobs were
added in August against an expected 1,80,000. While
profits of companies in the Finance domain are growing, the margins of manufacturing and export dependent industries are getting squeezed. Productivity
growth has turned negative indicating that long term
growth will get affected. The wage growth has also not
been significant indicating that the purchasing power
may get hit thereby keeping inflation below the targeted 2%.
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In the European Union, the economy has shown signs
of weakening. The composite PMI of the European
Union stood at 52.9 in August against 53.2 in July. The
flash composite PMI of Germany, the powerhouse of
the European Union, fell from 54.4 in July to 53.3 in
August while the Ifo business climate index fell from
108.3 in July to 106.6 in August. The German Manufacturing PMI fell marginally from 53.8 in July to 53.6 in
August. Manufacturing activity in Italy decreased with
the manufacturing PMI in August dropping to 49.8- a 20
month low. However, the UK managed to record a positive growth in manufacturing activity from a PMI of 48.8
in July to 53.3 in August. This growth was mainly due to
the weakening of the British pound. Unemployment in
the European Union for August 2016 stood at 10.1%
against 10.8% a year ago. Italy, along with Portugal are
witnessing rising non-performing assets. If these
continue, there will be a repeat of the financial crisis
that hit Greece and the private investment will drop
further.
Japan, faced with chronic stagnation since the 1995
has relied heavily on the Government to drive economic growth. Japan’s government spending has been
primarily debt driven as can be seen in the proportion
of public debt in Fig 1. Government expenditure has
sky-rocketed and is the primary driver of growth.

Debt to GDP ratio of Japan

Debt to GDP ratio
Fig 1. Japan’s rising public debt. (Source: Trading Economics, Ministry of Finance- Japan)
Japan’s GDP remained flat last quarter. The GDP growth
in the quarter ending June stood at an annualized rate
of 0.2%. However, the positive effects of government
spending is reflected in the unemployment rate which
stood at 3.0% in July 2016- the lowest in 21 years. Consumption grew by 1.4% in July indicating that there is a
slow economic revival. Even though there is a drop in
unemployment rate and rise in corporate profits, the
real wage growth has been negligible. The low wage
growth will keep inflation below 2% thus reducing the
chances of Bank of Japan raising its lending rates.
China, the factory of the world, witnessed no growth in
August. The Caixin Manufacturing PMI which covers
both private and public manufacturing stood at 50.0
indicating neither an expansion nor a contraction in
manufacturing activity. The stimulus package targeting
infrastructure, along with the devaluation of Yuan to
boost exports is the primary driver of this growth. Had
these initiatives not been taken, Chinese manufacturing would most likely have witnessed a drop in activity.
China’s high emphasis on infrastructure has boosted
real estate prices and has also created an over-capacity
in manufacturing. Other manufacturing driven economies in the region too are experiencing a slowdown.
For example Vietnam, an emerging economy of great
promise, expanded its GDP by 6.7% last financial year.
However, Vietnam’s GDP growth for this year is only
expected to be around 6.0%.
Latin American economies are primarily commodity
driven. Their biggest customer is China. Due to the
slowdown in China, the demand for commodities fell
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resulting in the Latin American nations experiencing a
slowdown. Latin American economies with high
dependence on oil are experiencing the worst of the
slowdown. Oil prices have been low due to a combination of low demand and high production,which is why
Brazil and Venezuela are in recession. The economies
such as Chile, Peru and Colombia with dependence on
other commodities are relatively better off. Chile’s
economy which shrank by 0.2% in the quarter ending
June is expected to grow by 1.3% in the current financial year.
The Indian economy expanded by 7.1% in the quarter
ending June. Although this was the fastest expansion
by a major economy in the world, it was also India’s
slowest expansion in 6 quarters. Household consumption has been the key driver for the Indian growth story
and it continues to be so. This can be seen in the
Services PMI which stood at 54.7 in August- the highest
expansion since January 2013. Manufacturing activity
expanded as well in August. The manufacturing PMI in
August stood at 52.6 in August as against 51.8 in July.
However, private investment has weakened. Since the
adoption of non-performing asset targets last year, the
banks have been hawkish in their lending rates. So,
even if the RBI does reduce lending rates, the retail
banks are not likely to pass the benefit to its customers.
This can be seen in how the private investment growth
has dropped from 6.7% in Q1 this year compared to
6.9% in Q1 last year. Nearly 75% of India’s investments
in fixed assets are through private holdings.

The drop in private investments in fixed assets is common across many economies. In the US, the low oil prices are
discouraging oil companies from investing in oil rigs and wells. Manufacturing activity in August shrank with the
manufacturing PMI being 49.4 in August discouraging investment. Since the financial crisis of 2008, private investments as a % of GDP are a full 1% lower than the decade preceding the crisis. Similarly, in Japan private investment
in fixed assets fell by 0.4% compared to the preceding quarter. The strengthening yen has weakened exports and
manufacturing making private holders more reluctant in investing in fixed assets. In China, private investments
contribute to nearly 60% of China’s growth. However, the growth in private investments in China stood at only 2.1%
last fiscal.

Fixed Asset Investment
Growth YoY- China

Fixed Asset % change from
previous period- US

Fig 2: Dropping private investments in China and USA. (Source: Investing.com)

The growth in each of these economies has been
driven by the Government spending. India’s Q1 Current
Account Deficit stood at Rupees 3.93 Lakh Crore, or
73.3% of the target for the entire year. In Q1 of 2015-16,
the CAD stood at 69.3%. In China, even though the
private investments in fixed assets grew by 2.1%, the
overall investment in fixed assets grew by 21.8%
indicating the contribution of Government investments
in infrastructure. Similarly, the Government of Japan
spent an all-time high of ¥105.3 Trillion in the quarter
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ending June compared to ¥104.8 Trillion in the preceding quarter.
The US government investments as discussed earlier,
were targeted at welfare measures which boosted
employment but kept the real wage growth and inflation relatively unaffected. Once the US presidential
elections are concluded, the US government will be
expected to invest more in targeted infrastructure to
boost both the short term GDP and boost productivity
for the long term sustenance of the GDP growth.

Commodities
Commodities fail to sustain rallies, continue to be range bound
Oil witnessed a decline through most of July and has been range-bound since then. The upward volatility for oil
prices was primarily due to supply disruptions, while the downward volatility was due to strengthening US dollar
and the oversupply due to discord among OPEC members. Although the OPEC members are expected to meet in
September, the production cap on oil may not be an outcome. So, oil prices will continue to be range-bound. However, if the US Federal reserve decides to raise interest rates the oil prices will fall.

WTI Crude Oil $/bbl

Fig 3: WTI Crude Oil Prices. (Source: Investing.com)
2016

Due to subdued demand copper prices were range bound through most of July. However, due to excess Chinese
inventory, Copper prices have resumed to fall.
Nickel prices too have followed a similar pattern. However, the reduced production of Nickel will keep the prices of
Nickel range bound

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

Price (USD)
4,572.5
10,020
127.9
45.46
2.92

Projection (fortnight)
Negative
Ranged to Negative
Ranged
Ranged
Ranged to negative

Table1: Commodity Prices and Projections. (Source: Quandl collections)
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Equity
The Sensex and the Nifty rallied through most of July, turned range bound in August and rallied through the first
week of September. Good monsoons drove rural consumption thereby improving the performances of Auto, Consumer, Consumer durables etc. For example, passenger vehicle sales grew by as much as 16.7% in August YoY while
two wheeler sales alone grew by 22%.

NIFTY

Sensex

Fig 3: Nifty and Sensex rallies over the last 2 months. (source: Yahoo finance)
Additionally, the high liquidity globally has increased
FPI investments in equity as can be seen in the table
below.
With the higher inflow of investments, the stock indices
have been slightly overpriced. We expect a correction in
the short term. However, the macro-economic environment of India is strong. We can therefore expect the rally
to sustain and the Sensex and Nifty will reach 30000 and
9000 respectively in the coming months.
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Month
July
August
September **

INR Cr.
12612 12612
9071 9071
2841 2841

Table 2: Net FPI/FII investments in Equity as on
September 12th2016,
(Source: NSDL)

Bullion
For the 3 months after Brexit, the price of gold has been
range-bound. With the high liquidity in the global markets and fewer avenues for investment, gold prices
continued to attract investment. Gold rallies were
attributed to poor economic indicators in Great Britain,
Chinese slowdown, Latin American slowdown, the
weak US economic data in August and the purchase of

gold by the central banks of Russia and China.
The drop in gold prices occurred due to news of better
than expected US jobs data in July. This led to speculation of the US Fed raising interest rates leading to a
strengthening of the dollar. The dollar rally in-turn led
to a drop in gold prices.

Aug 5: Better than expected Job
addition by US in July. Gold falls
after announcement

$/tr. oz.

Gold Prices

Fig 4: Gold prices reacting to events
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Sept2: Less than expected Job
addition by US in August. Gold
rallies after announcement

The weakening EuroZone data will help boost the price of gold. The US government’s present spending on welfare
will keep the US dollar relatively weak thereby boosting gold. However, the decision of the US Fed on interest rates
this September will decide the direction of gold prices thereafter. If the US Fed does decide to raise interest rates,
Gold prices will fall while the gold will strengthen further is the US Fed maintains status quo.

Commodity (quantity)
Gold (tr.oz.)
Silver (tr. Oz.)
Platinum (tr. Oz.)

Price (USD)
1328.5
19.16
1049.0

Projection (fortnight)
Ranged to Positive
Ranged to Positive
Ranged

Table 3: Precious Metal Prices and Projections. (Source: Quandl collections)

The Government has been driving the growth in economy. Not just in India, but across the world the central
governments are driving their economies. Thus,
economic growth in the current scenario depend on
whether the Government is actively spending and how
the Government is spending. Low or ineffective government spending will reflect on the respective countries’
economic growth. Countries whose Government
investment is focused on productivity and infrastructure will have better economic outlooks. Therefore,
exposure to foreign holdings can be based on the
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Government’s spending.
India is one of the countries whose government investment is targeting productivity and infrastructure. More
and more kilometers of road are being laid every day,
railways are both modernizing and revamping their
financials, the power distribution is being restructured,
and India is potentially looking at a 1.1% power surplus
this year. The bond yield rates are beginning to rise
indicating that the prices of Government bonds are
dropping. Now would be a good time to invest in
government holdings for the long term.
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Table 4: Precious metals (source: quandl.com)

Global Economy
Country/Region
USA

European Union/UK
East Asia

India

Event
• US Government
maintains welfare
targeted
investments
• Germany does not
increase
Government Spend
• China continues to
invest in capacity
building
•
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Government
continues to invest

Impact(Projected)
• Dollar weakens
• Gold prices rally
•
•

Euro weakens
Gold prices rally

•
•

Debt bubble
Overcapacity
leading to low
prices
More foreign
investment
attracted

•

Pros & Cons of Buying
a Second Home
For many, a second home is a noteworthy consideration as real estate is
assumed a “safe-haven” for investment. Some see it as a part of their
inflated net worth or as a source of alternative income and for some it
just satisfies their eyes to have a physical asset. All in all, owning a
second home is equated to image constructing, financial security & confidence. Some pros include:
1) Savings in Taxes
For the higher middle or the higher income level group, second home becomes a way to increase their in hand
income through tax savings from the EMI’s paid for the loan. It helps them claim benefit under Section 80 C for the
principal repaid for the home as well as the interest paid towards the loan under section 24 B.
2) Source of Secondary Income
Following the tax-saving feature of multiple properties, they are seen as a source of alternative income through
rents/lease. The amount received through rent covers up for the actual price of the property over a period of time.
This way, after saving taxes on the net take-home, renting a second home covers up for the EMI paid for the property. Also, an increase in rent over the years leads to additional savings over and above the actual investment.
3) Investment for Future Needs
For most of us, real estate serves as a ready finance for after- retirement life, child’s education, marriage etc. The
value of appreciation in the property prices is expected to cover the inflation and the fund requirement for the long
term Financial Goals.
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But deciding to buy a home is not a simple decision as it involves huge
capital outflow as well as long term commitment of repayment which is
viewed as liability. While pros are aplenty, there are also some cons that
cannot be overlooked while contemplating on a second home.
1) Savings take a backseat
Savings of a person takes a backseat when commitment to EMI (Equated Monthly Installment) comes to the fore.
To accommodate such regular commitment, one has to go through a lot of lifestyle adjustments. As EMIs remain
constant, an individual’s finances are vulnerable to emergencies which can arise from Job loss or ill health.
2) Liquidity
Real estate is tough to liquidate. It requires loads of time and attention if one has to resell it. Also, the risk of not
being able to sell such asset during emergency could be a major consideration to mull over. A hasty decision on
selling property may lead to improper negotiation and bad deal resulting in loss of money.
3) Tax Savings or Planning
Home Loan repayments do provide tax-savings up to INR 1.5 Lakhs under Section 80 C but such tax-savings can
also take place through PF (Provident Fund) contribution, Insurance, Child’s education etc. Another important
aspect of Home loan payments is the tax benefit one gets on the interest portion in the initial years when the interest forms a large chunk of the EMI. This benefit is directly proportional to the interest amount paid. Therefore, as
interest amount reduces, so does the benefit. While this takes place, a person’s income also increases over a period
of time. Then the intention of saving tax on net-take home is no more a clever option. Therefore, we must know
that tax-benefit is effective for limited time only.
4) Other Associated Risks
We always ignore the other risks associated buying a second home
• Property vacant for long time. No suitable tenant for the home.
• Lower rental yield
• Maintenance cost may deplete the income from the second property.
Matters of heart and of personal finance require time & attention and must not be rushed. What may seem an easy
option in the beginning may lead one to financial misery if a thorough due diligence is not performed. So, if you
need help or an affirmation on your financial capacity to decide on a second home, talk to your personal Financial
Advisor.
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passionate about wildlife photography.
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The Indian GDP grew by 7.1% in Q1 against an expected 7.5-7.6%. Will the slower than expected
growth affect foreign investments in India?
Inspite of marginally lower than expected growth in Q1, India continues to be a bright spot among major
economies. The World Bank expects India to be the fastest growing major economy over the next few
years.Expected growth rates for emerging markets including India are expected to be more than double
those of developed markets by 2018, driven by faster population growth and younger workers.
For India, rural incomes and spending should improve with the return to normal monsoons, as the benefits of direct transfers through the rolling out of the mobile banking initiative (Jan Dhan, Aadhaar, Mobile)
are realized and improvements in agricultural productivity improve. New sectors will continue to attract
FDI. As of December 2015 some $45.7 billion (2.2 percent of GDP) had been pledged under the “Make in
India” campaign (Source: World Bank).Private domestic investment is expected to benefit from an accommodative monetary policy. In addition, the government’s planned investment in infrastructure, and the
streamlining of business procedures and of the tax regime (GST), are expected to alleviate some
constraints, and crowdin private investment.
Over the medium to long term foreign investments in India, in the form of FPI and FDI flows should remain
relatively robust. Over the short term, these flows particularly FPI could be impacted by domestic market
valuations, trends in global markets including changes in monetary policies ofmajor central banks,
impact of Brexit-like events, etc.
Over 21000 Crores of net inflow were seen in FII/FPIs, especially in equity. What is the reason for this
surge?
On a calendar year-to-date (or CYTD) basis (upto 23rd September) Indian markets have witnessed net FPI
inflows to the tune of more than ₹43000crores. Of which, equities have seen net inflows of ₹46493 crores
whereas debt markets have seen net outflows amounting to₹3442 crores. The surge of inflows appears to
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be on account of a couple of factors including relatively better economic prospects for India, as highlighted above, and risk-on behavior exhibited by investors globally, driven by easy money policies adopted by
major central banks.An indicator of this risk-on behavior is the relatively low level of global stock market
volatility which are around average levels seen over the last 3 to 4 years. The quick bounce back
witnessed in global equity markets after the sharp correction post the Brexit vote in June is also an indicator of this risk-on behavior.
The Retail inflation rates in August are at a 5-month low. Can we expect a rate-cut by the RBI in the
near term?
India’s retail inflation eased to 5.05% in August as compared to 6.07% in July. This was mainly due to
slower rise in food prices which were up 5.91% last month, slower than the 8.35% increase recorded in
July. Having said that, the recent CPI print continues to be above the Reserve Bank of India’s inflation
target of 5% by March 2017. Also, if the current softness in the crude prices proves to be temporary,
accompanied by a fall in the output gap (i.e. an increase in capacity utilisation for corporates) inflation
excluding food and fuel may likely trend upwards and will offset the benefit of expected easing in food
inflation. On the other hand, industrial output contracted by 2.4% in July from a year earlier, mainly due
to lower production of capital goods. RBI has already cut the repo rate by 150 bps over the last 18 months,
however transmission in terms of fall in the base lending rates of banks has been only to the tune of
approx. 60 bps or 0.6% (median). RBI’s focus over the last few months has been to increase the transmission of lower interest rates by providing adequate liquidity to banks and it may continue to monitor the
transmission prior to a further reduction in rates. Though RBI in its August monetary policy statement
continued to maintain an accommodative stance, it also stated upward risks to its 5% target. Any policy
action by RBI in near term would depend on factors such as food prices and liquidity conditions. Also, full
implementation of the recommendations of the 7th central pay commission (CPC) for government
employees, which is expected to boost consumption, could impact inflation expectations.
Private sector investment was sluggish in the previous quarter. If the Indian macros are strong, why
has the investment been weak? What can the Government or RBI do to boost investments from the
private sector?
Over the last couple of years, private sector investment or fixed capital formation has been relatively low
due to multiple factors including a broader slowdown in the domestic economy as well as the global
economy. The slowdown in the global economy has resulted in a sharp fall in global trade which has also
impacted Indian exports which have seen a contraction over the last 18 months. Although lower commodity prices have also resulted in a sharp contraction in Indian imports thereby improving the overall
current account deficit. But the contraction in exports coupled with the slowdown in the domestic
consumption, due to lower rural demand, etc., has resulted in a fall in capacity utilization for corporates
from levels of around 77% in early 2012 to around 74% during Jan-Mar’16 (as per RBI data). Since existing
capacities are underutilized, there is limited incentive for the private sector to make further investments
and build additional capacities.
The growth momentum is expected to pick up with the normal monsoon boosting agricultural growth
and rural consumption accompanied by the push to spending from the disbursements of the 7th Central
Pay Commission for government employees. The passage and expected timely implementation of the
GST Bill, should also help in boosting economic growth. Further, the government has also been increasing
spending in certain areas of infrastructure including roads and railways. Over the last few months, the RBI
has been focusing on the transmission of lower interest rates to the broader economy by providing
adequate liquidity to banks, thereby allowing them to lower interest rates on loans provided to individuals
and corporates. Bank lending to individuals has been growing at a steady pace but credit to corporates
has stalled due to rising bad loans with banks. There are some signs of green shoots in manufacturing,
with certain lead indicators like the purchasing managers and the Reserve Bank’s industrial outlook
survey indicating a pick-up in new orders, both domestic and external. Business confidence is also looking up in recent months but a broad based pick-up in private sector investments is possibly a few quarters
away.
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