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Deflator lift, tariff drift: India’s balancing act
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and financial sectors. Fixed income offers value amid steep curves and expected rate cuts.
However, FX remains vulnerable to trade tensions and seasonal outflows, warranting caution
and hedging strategies.
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even after adjusting for these effects, growth remained solid at 6.8% YoY. The upcoming two quarters
are expected to reflect opposing influences from the recent tariff hike and tax reductions (both discussed
below). We think that the real GDP growth will remain robust in the current fiscal year, partially due to
statistical support from the deflator; though, this effect is anticipated to diminish over the next two years,
resulting in somewhat lower but still healthy growth rates. In contrast, nominal GDP growth — which is
unaffected by deflator anomalies — is projected to moderate from 11% in the previous two years to 9.5%
over the coming two years, which may affect corporate earnings and credit expansion. However, worth
noting that these growth rates are still very high in global comparison. Consumer price inflation dropped
to 1.6% YoY in July. While some worry that low current inflation could mean higher YoY inflation next
year due to base effects, monitoring sequential momentum offers a clearer picture. Ample grain supplies
and low global oil prices are holding food and core inflation down, despite volatility and weaker growth.
With these factors in mind, we expect the RBI to cut rates again in Q4 2025, reducing the repo rate to
5.25%. Overall, while near-term risks include uncertain external demand, weather-related inflation, and
global financial tightening, India’s economy is still one of the fastest-growing worldwide with steady
government policy and investment supporting medium-term stability.

Exhibit 1: India’s growth is expected to outpace the Exhibit 2: India’s inflation has cooled substantially
rest of the world through the remainder of this allowing room for the central bank there to cut rates
decade
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GST reforms and implications

India shifted its GST system from five slabs to a two-tier structure starting September 22, keeping
separate rates for luxury and "sin" goods. The rate cuts on commonly used items aim to boost affordability
and consumption, though the overall fiscal space will be limited as reduced revenues are expected to
total about 0.2% of GDP in FY26. While revenue losses will be partly offset by compensation cess
collections and fund surpluses, decreasing transfers to states may constrain their budgets unless revenue
growth rises. We expect the net effect on economic growth to be neutral. Lower indirect taxes and phasing
out the compensation cess could raise consumption and GDP by around 0.2%, provided companies pass
savings to consumers. However, any increase in consumption is likely to be counterbalanced by lower
government capital spending, maintaining a stable fiscal impulse. Headline inflation should see a
temporary decrease, mainly from lower prices on core goods like food and medicines, with CPI likely
falling by 0.3—0.4ppt in the next year. This disinflationary impact is expected to fade by Q4 of 2026.

US tariffs on India and implications

On August 6, President Trump used IEEPA authority to impose a 25% secondary tariff on India for
continuing to import Russian crude oil. Effective August 27, total tariffs on Indian goods reached 50%,
affecting about one third of India's US exports (USD29.5bn), including pharmaceuticals, electronics, and
petroleum products. Overall, nearly USD58bn of exports are now subject to these higher tariffs, with steel
and aluminium already facing a 50% rate. The impact on India's trade, current account deficit, and GDP
is uncertain and depends on how long tariffs last and whether a new trade agreement is reached. If
exports decline, lower intermediate imports may partially offset negative effects. However, job losses and
weakened confidence could amplify GDP impacts, making government intervention crucial. Our best-
case estimates suggest a USD17bn export loss (c0.4% of GDP) if India diverts trade and boosts domestic
demand, while the worst case projects USD46.3bn in lost exports (c1.2% of GDP) in the event of an
“effective embargo” with minimal trade diversion or policy effectiveness.

Equities outlook (positive)

Indian equities have come under pressure over the past year due to disappointing corporate earnings,
subdued domestic consumption, higher valuations, adverse tariff developments, and a depreciating
currency. Policymakers have taken steps to support domestic growth since the beginning of this year,
including tax reductions in the budget, monetary policy easing (total repo rate cuts of 100bp and a CRR
cut of 150bp), and a significant Goods and Services Tax (GST) overhaul. The introduction of a two-tier
GST structure is expected to stimulate consumption, which may encourage increased demand and
reduce inflationary pressures. Directly affected groups include consumers (especially in durables,
apparel, and footwear), automobiles, insurance, healthcare (notably diagnostics, hospitals, and eye
care/dental chains), and the cement industry. In terms of growth, non-bank financial companies and retail
banks may also benefit. The impact from GST 2.0 may offset some negative effects of US tariffs in
upcoming quarters. Although uncertainties may limit market movement in the immediate future, improving
macroeconomic indicators and projected strong earnings from the latter half of FY26 may contribute to
future market performance. Sector wise, we prefer consumer sectors and financials over IT and pharma.

Exhibit 3: Indian equities delivered substantial Exhibit 4: ... but have underperformed their global
outperformance in USD terms over the long-term ... benchmarks over the past year
Long-term performance of equities Short-term performance of equities
1500 170
150
1000
130
500
110
0 90
Jan-01 Jan-06 Jan-11 Jan-16 Jan-21 Mar-23 Dec-23 Sep-24 Jun-25
MSCI India MSCI ACWI MSCI India MSCI ACWI

Source: MSCI, LSEG Workspace, and ADCB Asset Management Source: MSCI, LSEG Workspace, and ADCB Asset Management




Express Insights ol gyl i ’
Investr!?ant Strategy | Septemgar 29 2025 A D C B

Fixed income outlook (positive)

The RBI is anticipated to cut policy rates by 25bp, reflecting market pricing. Long-end yields increased by
30-40bps in August, influenced by fiscal concerns, personal income tax outcomes, and GST
rationalization. Market borrowing is projected to align with budgeted figures, as the central government
aims to achieve the fiscal deficit target through expenditure management and reprioritization. The sell-off
in Indian Government Bonds in August has resulted in increased value compared to earlier in the year,
in our view. Both swap and bond curves are currently steep relative to fundamentals, indicating a greater
risk premium in the mid and long segments of the curve compared to the front-end, particularly when
compared to other high-yielding Asian markets. We recommend building exposure to Indian bonds on an
FX hedge basis because, absent a turnaround on tariffs, we see the INR underperforming peers.

Exhibit 5: Yields on 10Y India Government bonds Exhibit 6: ... while yield curves have steepened
rose considerably during August ... remarkably over the past year
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Currency outlook (negative)

Trade talks and tariffs continue to play a significant role. Negotiating a trade agreement with the US has
been challenging for India, whose economy is primarily domestic, and the Russia-Ukraine conflict has
resulted in secondary tariffs affecting the country. While goods present a moderate risk for an economy
focused on domestic markets, potential tariffs on services exports could have a notable effect on the
current account. Portfolio flows are being affected by seasonal patterns. Since the beginning of July,
foreign investors have sold USD7.9bn of Indian equities, reversing gains seen after Liberation Day. This
trend may contribute to the usual seasonal decline in flows, particularly as the core trade balance
experiences increased pressure from higher imports during the festive period leading up to Diwali.

Exhibit 7: INR has underperformed other EM FX since Exhibit 8: ... and may have further downside against
mid-April this year ... the USD if 2Y yield spread between IGBs and USTs
narrows further
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Disclaimer

ADCB Asset Management Limited (“AAML"), is a member of ADCB Group, licensed by Financial Services Regulatory Authority in Abu
Dhabi Global Markets under financial services permission number 170036.

This publication is intended for general information purposes only. It should not be construed as an offer, recommendation or solicitation
to purchase or dispose of any securities or to enter in any transaction or adopt any hedging, trading or investment strategy. Neither this
publication nor anything contained herein shall form the basis of any contract or commitment whatsoever. Distribution of this publication
does not oblige ADCB Group to enter into any transaction.

The content of this publication should not be considered as legal, regulatory, credit, tax or accounting advice. Anyone proposing to rely
on or use the information contained in the publication should independently verify and check the accuracy, completeness, reliability and
suitability of the information and should obtain independent and specific advice from appropriate professionals or experts regarding
information contained in this publication. Investment products are not available to US persons.

Information and opinions contained herein is are based on various sources, including but not limited to public information, annual reports
and statistical data that AAML considers accurate and reliable. However, AAML makes no representation or warranty as to the accuracy
or completeness of any statement made in or in connection with this publication and accepts no responsibility whatsoever for any loss
or damage caused by any act or omission taken as a result of the information contained in this publication. This publication is intended
for customers who are either retail or professional investors.

Charts, graphs and related data or information provided in this publication are intended to serve for illustrative purposes only. The
information contained in this publication is prepared as of a particular date and time and will not reflect subsequent changes in the
market or changes in any other factors relevant to their determination. All statements as to future matters are not guaranteed to be
accurate. AAML expressly disclaims any obligation to update or revise any forward looking statement to reflect new information, events
or circumstances after the date of this publication or to reflect the occurrence of unanticipated events.

ADCB Group does and may at any time solicit or provide commercial banking, investment banking, credit, advisory or other services to
the companies covered in its publications. As a result, recipients of this publication should be aware that any or all of foregoing services
may at time give rise to a conflict of interest that could affect the objectivity of this publication. Opinions expressed herein may differ
from opinions expressed by other businesses or affiliates of ADCB Group.

Past performance does not guarantee future results. Investment products are not bank deposits and are not guaranteed by ADCB
Group. They are subject to investment risk, including possible of loss of principal amount invested. This publication may not be
reproduced or circulated without ADCB Group written authority. The manner of circulation and distribution may be restricted by law or
regulation in certain jurisdictions. Persons who come into possession of this document are required to inform themselves of, and to
observe such restrictions. Any unauthorized use, duplication, or disclosure of this document is prohibited by law and may result in
prosecution.




