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Market Overview

Market sentiments continued to remain weak

Equity markets traded weak for the second consecutive month as concerns of liquidity issues in the NBFC
space continued to linger, adversely impacting investor sentiments. Additionally, global cues were also not
supportive during the month. However on the positive side, larger macro concerns for India are showing signs
of receding. Global oil prices after surging through the year, dropped ~8.8% during October to about USD 75 /
barrel. India’s monthly trade deficit figure has also moderated after moving up in the recent past while inflation
print continues to remain benign.

Market indices BSE Sensex and NSE CNX Nifty were down 4.8% and 4.9% respectively while after
undergoing sharp underperformance through the year, the broader market indices fell lower than market
indices during October. BSE Midcap and Smallcap indices were down 1.0% and 1.6% respectively during
month. Despite seeing a recovery in the global crude oil prices, the INR depreciated by another 2% during the
month versus the USD.

The RBI in its bi-monthly policy kept the rates unchanged contrary to market expectations of a 25 bps cut in
repo rate and also changed its policy stance from ‘neutral’ to ‘calibrated tightening’. Even as inflation forecast
was lowered, the Monetary Policy Committee referred to risks to the forecast on account of higher oil prices,
depreciation in INR and the current output gap dynamics.

The liquidity issue that has impacted the sentiments adversely in the NBFC space moderated a bit as the RBI
announced more measures to improve the liquidity situation. RBI indicated an additional liquidity infusion of
about Rs. 400 bn in November through OMOs, which is in addition to Rs. 360 bn worth of OMOs conducted
during October. The Central Bank also temporarily eased the liquidity requirement for banks in terms of
lending to NBFCs and Housing Finance Companies. These included easing Liquidity Coverage Ratio (LCR)
and also enhancing the single borrower exposure limits for NBFCs by 5% to 15%.

The 2QFY19 results season is trending broadly in line with expectations though there have seen some
earnings downgrades at an aggregate level. With respect to the Nifty universe, for the 28 companies that have
declared results so far, the aggregate Revenues / adjusted EBITDA / adjusted PAT growth YoY stood at 27% /
14% / 6% (data as on 31 Oct 2018).
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India’s ranking improved by 23 spots to 77 in the World Bank’s ease of doing business rankings. India was
also among the top 10 most improved economies as per the 2019 report published (Doing Business Report) by
the World Bank in this connection.

Institutional Fund Flows

The Foreign Institutional Investors (FIIs) continued to be net sellers for the third consecutive month and net
sold equities worth ~USD 3.75 bn in October. On a CY18 basis, FIIs have been net sellers to the extent of
~USD 5.8 bn. Domestic Institutional Investor segment saw 19th consecutive month of net buying momentum
with insurers also contributing to the net buying trend. The domestic MFs once again led the net inflows for
DIIs and as they net bought equities worth ~USD 3.26 bn, the highest level of monthly net inflows from MFs in
the recent history. Domestic insurers saw net buying of USD 277 mn during the month. On a CY18 basis, the
DIIs have net bought equities worth ~USD 15.7 bn, entirely driven by MFs (~USD 16.4 bn of net inflows from
them) while insurers have been net sellers to the extent of ~USD 0.7 bn.

Global Economic Scenario

Global crude oil prices eased considerably during the month on the back of comments from Saudi Arabia that
they may offset any shortfall in supply due to sanctions on Iran and also on US considering some waivers on
Iran sanctions for big importers such as India. Additionally, some concerns on a likely slowdown in global
growth also weighed on the oil price movement during the month. Geopolitical risks related to sanctions on
Iran are not out of the way, as we near the planned date of implementation (04 November). The first estimate
of the US 3Q GDP came in at 3.5% QoQ annualized and surpassed consensus expectations of 3.3% growth.
However, weak growth trends outside of the US has raised concerns of a global macro slowdown given the
backdrop of trade tensions. China GDP growth moderated while Eurozone PMIs also fell during October. In
Eurozone, the European Central Bank (ECB) kept policy on hold at its October meeting, including forward
guidance that quantitative easing would be terminated by the end of the year and rates would be on hold until
the end of next summer. In Brazil elections, Jair Bolsonaro of the Social Liberal Party (PSL) won the
presidential elections. Brazilian markets have performed well in recent weeks on the hope that the new
president will embark on crucial economic reforms to resurrect the economy.

Key risks and challenges

October witnessed another weak month for the markets with the market indices underperforming the broader
market indices. Both the government as well as the RBI have acted swiftly to assuage concerns surrounding
the NBFC liquidity issue. In an unusual move, the government assumed control of one of India’s largest
infrastructure development and finance companies after the company defaulted on loan repayments. The
government stepped in amidst worries that the fallout from these defaults could spread to other NBFCs as well
as the wider economy. Following the takeover, the government said it would seek to end the string of defaults
by the company and also ordered an inquiry. It also appointed a new six-member board for the company,
including some of India’s top bankers. The RBI on the other hand, brought in measures that that would
improve liquidity situation in the NBFC space. These interventions have helped to temper down the concerns
related to tightening liquidity scenario for NBFCs.

Going forward

We continue to believe that NBFCs with proven business models across cycles with good parentage will
continue to get lines of credit in the debt market and from banks. Hence, we think while there can be a
tempering of growth and margin expectations for certain NBFCs; but those with retail focused franchises,
differentiated business models, efficient asset liability management can navigate through this volatile phase
and are expected to come out stronger.

If we look at the market performance over the past 1 year or so, there is a clear divergence in the performance
of large cap indices to that of mid and smallcap indices. While the large cap indices have traded weak in the
past month, they have outperformed the mid and smallcap counterparts meaningfully on a CYTD and 1 year
basis. S&P BSE Sensex and Nifty have returned 2.3% & 0% respectively on a CYTD basis while BSE midcap
and smallcap indices have lost 17.3% & 25.6% respectively. Also, till couple of months back, even with large
cap market indices, it has been a concentrated performance with a few stocks contributing to the
outperformance, a trend which is showing a reversal at this juncture. Nifty 50 Equal Weight index, which is a
proxy to the broad based performance of Nifty 50 index, is down 8.3% on a CYTD basis (NSE Nifty TR is flat
CYTD), while over the past 2 months, performance of both indices have seen much lesser divergence (NSE
Nifty TR is down 10.9% while Nifty 50 Equal Weight TR index is down 12%).

Currently, the NSE Nifty 50 index is trading at ~18.1x / ~15.1x FY19/20 consensus earnings expectations
(source: Bloomberg as on 01 Nov 2018), which is trending slightly above historical averages. These valuations
are at earnings growth expectations of roughly 18% for FY19 (earnings expectations have come down by 2%
from end Oct 2018) and about 20% for FY20. However, we have to be mindful of the fact that the corporate
earnings recovery cycle which is already underway can potentially lead to meaningful acceleration in corporate
earnings growth over the next 2-3 years driven by the favourable base as well as a genuine uptick in domestic
demand and consumption.
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We remain constructive on the India story from a medium to long term perspective. Looking ahead, the GST
regime will lead to faster formalization of the economy, broaden the tax base, improve the fiscal situation and
improve the ease of doing business. IBC is another key reform that will lead to structural repair in the banking
industry and this may go a long way in reviving the credit offtake in the economy, early signs of which we are
already witnessing. Government has taken some steps to address the growth issue and the bank
recapitalisation and infrastructure push announced are to tackle growth challenges and that will help in
hastening the overall economic growth revival process. GDP growth rebound after the twin disruptions of
Demonetization and GST implementation provides the optimism that we are entering a growth phase again.

The factors to closely track in the near to medium term would be corporate earnings, RBI’s policy actions, state
assembly elections, global crude price dynamics especially related to Iranian oil sanctions, rising trends of
protectionism in the developed economies and the interest rate actions in the US.

Equity Funds - Investment Strategy

Our investment philosophy and portfolio construction follows the proprietary profitability and valuation
framework. The emphasis is on identifying companies that are attractively valued relative to their sustainable
profitability. In the large cap and multi cap portfolios, we continue to remain overweight on materials, consumer
discretionary, industrials and financials. However we have been moderating the extent of our active positioning
on sectors as well as on selective names, in conjunction with our overall market view. We are mindful of the
concentrated performance on an YTD basis in large cap indices and there could be a case for wider
participation to the indices’ performance going forward, which we are already witnessing. The small cap strategy
continues to be more bottom up and the sharp correction in some of the small and midcap names during the
year is throwing up some investment opportunities that are now available at more reasonable valuations.

Mutual Fund investments are subject to market risks, read all scheme related documents carefully.
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Fixed Income Update

While the fixed income markets have traded with positive bias post policy as crude prices tempered, RBI
conducted OMO, Comforting Inflation number and currency remained somewhat stable. However oil prices
and geo political tensions are the variables to watch out for.

RBI Actions

Open Market Operations or OMO: RBI announced an aggregate OMO purchase of INR 400 bn for the month
of November taking the total OMO to INR 1260 bn (including November).

Minutes of October Policy: In the minutes, the overall tone of the members was cautious on the inflation front,
while highlighting a wait and watch approach to see the impact of the transmission of the 50 bps of rate hikes
taken in the preceding two meetings. Members highlighted potential upside risks to inflation such as rising oil
prices and inflation expectations remaining elevated. The RBI Governor in his remarks indicated that shift in
stance to calibrated tightening means that while rate hike is off the table in the current cycle, it does not
indicate it is necessary to raise rates in every meeting.

Inflation

September CPI inflation came in lower than market and our own expectations at 3.77% v/s consensus of 4%
and our estimate of 4.3%. This was largely driven by lower than expected food inflation coming in at about
0.5% y-o-y while core inflation continued to stay elevated at 5.9% y-o-y. Given that food prices have continued
to stay subdued thus far in October as well and retail fuel prices have reduced owing to the cut in state and
central taxes, we anticipate CPI inflation to come in at 3.5% - 3.8% in October and 3.3% - 3.7% in November.
Core inflation though is expected to remain elevated at 5.8% - 5.9%. Headline inflation is expected to stay
below 4% till January as base effect remains favourable. This will be driven mainly by food inflation staying
below the 1% mark even as core inflation remains above 5%.

India September WPI inflation numbers at 5.1% came in a tad higher than market expectations and higher
than 4.53% in August driven by sequential increase in primary non-food articles and commodity prices and
base effects turning less favorable. Fuel and power WPI inflation was at 16.6% while core WPI moderated to
4.9% from 5.2%.

IIP

India August IIP came in at 4.3% v/s 6.5% in July, higher than market expectations of about 3.5%-4.0%.
Consumer non-durables grew 6.3% y-o-y (v/s 5.5% in July) while consumer durables grew 5.2% v/s 14.3% in
July (mainly on account of base effects). Capital goods grew 5% v/s 2.8% in July.

Trade deficit

India September Trade deficit narrowed to USD 14 bn from an elevated 17.4 bn in August. Exports increased
sequentially, though decreased marginally on a y-o-y basis (-2.2% y-o-y) owing to one-offs in the base in the
preceding September. Imports showed broad based decline though the decline was led by oil imports (down
8% m-o-m) and gold (down nearly 25% m-o-m). On a y-o-y basis, imports grew 10.5% y-o-y but was lower
than 22% in the preceding month.

Currency

Rupee was range bound through the month supported by forex intervention of about USD 6bn in the month.
Large intervention was seen in the second week of October post policy. Some steadiness in the rupee is also
driven by oil prices trending downwards, which is offset by strengthening USD.

Liquidity

Liquidity remained in deficit territory throughout the month due to Currency withdrawal from Banks and FII
outflows. RBI conducting OMOs to infuse primary liquidity could provide some relief However it may remain
tight throughout during festive month of November.

Going Forward

10 year G-Sec is likely to trade around 7.75 - 8.10% in the near term. In the near term, market will look for
cues from oil prices, direction of currency movement and global cues and upcoming RBI policy in December



5

Disclaimer:

Data as at October 2018 except other wise mentioned other date

Expressions of opinion are those of HSBC only and are subject to change without any prior intimation or notice. It does not have regard to

specific investment objectives, financial situation and the particular needs of any specific person who may receive this document. Investors

should seek financial advice regarding the appropriateness of investing in any securities or investment strategies that may have been

discussed or recommended in this report and should understand that the views regarding future prospects may or may not be realised.

Neither this document nor the units of HSBC Mutual Fund have been registered in any jurisdiction. The distribution of this document in

certain jurisdictions may be restricted or totally prohibited and accordingly, persons who come into possession of this document are

required to inform themselves about, and to observe, any such restrictions.

Mutual Fund investments are subject to market risks, read all scheme related documents carefully.
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