Market Outlook - Fixed Income
Debt markets
Bond market’s biggest apprehension about additional borrowing turned out to be true as the
Government announced additional borrowing of Rs.730bn in its revised borrowing program.
Bond market reacted sharply to this and 10yr Government benchmark bond’s yield spiked by
18bps. Overall, the month was marred by higher CPI inflation, hawkish minutes of RBI MPC
meeting, tight liquidity in banking system and higher than expected additional borrowing and
the 10yr Government benchmark bond yield closed 27 bps higher 7.33%.
Liquidity sharply dropped in the month of December to 0.30 trillion from previous month’s
average of 0.70 trillion (Rev Repo-Repo-Marginal Standing Facility-Standing Liquidity Facility
+ term repo/re-repo). This was mainly due to advance tax outflows from the system &
increase in currency in circulation.
Domestic Macro Factors
Industrial Production
India’s industrial production series printed at 2.2% y-o-y in October versus 4.1% in September
(revised from 3.8% reported earlier). The Industrial Production growth for October was lower
than market expectation of 3%. This was broad based across sectors. On sectorial basis
manufacturing activity slowed to 2.5% y-o-y in October from 3.5% in September. Mining and
electricity printed at 0.2% and 3.2% in October from 7.9% and 3.4% respectively in September.
In terms of use based classification, capital goods production grew to 6.8% vs 8.2% in
September. Consumer durables growth remained negative at -6.9% vs -3.4% in September.
Other segments like intermediate goods and consumer non-durables segments, which had
shown improvement in September, weakened in the month of October.
External Trade
India’s external trade deficit decreased to $ 13.82 bn in November vs. $ 14.01 bn in October.
This was lower than last month but slightly higher than market expectation of a deficit of $
13.25 bn. Exports growth recovered strongly to 30.5% yoy in November after contracting 1.1%
in October. Exports surged to $ 26.20 bn in November from $ 23.10 bn in October. Oil exports
increased by 47.7% in November compared to 14.7% in October. Non-commodity exports
growth accelerated by 29% in November vs -5.1% in October. Imports to India increased by
19.6% in November vs. 7.6% in October. Oil imports grew at 39.1% YoY in November vs.
27.9% YoY in October. Gold imports increased to $ 3.3bn in November against $ 2.9bn reported
in October. Non-oil, non-gold imports were at 22.6% in November vs 22.6% in October.
INR traded in the range of 63.7 to 64.6 during the month and finally closed the month at
63.87/$ vs 64.46/$ in November. India’s forex reserves are more than $404 bn in the week
ending December 29, 2017.

Current Account & BOP
The current account deficit (CAD) narrowed to $7.2 bn in Q2 2017 vs $15 bn (revised $14.3)
in Q2 2017. This was better than expected market consensus of $8.3bn. This was largely due
to narrower merchandise trade deficit, as export growth picked up. CAD contracted to 1.2%
of GDP compared to 2.4% in previous quarter.
Inflation
Headline CPI inflation accelerated to 4.88% y-o-y in November from 3.58% in October. This
was higher than market expectation of 4.2%. This was the highest inflation rate since August
2016. The acceleration in headline CPI was due to higher cost of vegetables and fuel inflation.
Food inflation rose to 4.4% in November from 1.9% in October. Fuel inflation rose to 7.9% in
November vs. 6.4% in October. Core CPI (i.e. CPI ex food & fuel) also increased to 4.9% in
November from 4.5% in October.

India faces fiscal deficit target miss after extra borrowing. India will borrow an additional 500
billion rupees ($7.79 billion) this fiscal year, a higher-than-expected figure that could lead to
it breaching its fiscal deficit target for the first time in four years.
Late last month, the Government announced additional market borrowing of INR500bn
(USD7.8bn; 0.3% of GDP) for Jan-March’18, a risk which fixed income market has been pricing
for some time. With ﬁscal deﬁcit having touched 112% of the FY18 budget estimate in AprilNov’17 period, risks of slippage have increased, unless the authorities resort to aggressive
expenditure compression in the present quarter

Outlook
Reserve Bank of India released minutes of monetary policy meeting held in the start of the
month. Governor showed concerns over rising inflation data and indicated that there will be
no further rate cut until inflation remains in expected range. Monetary policy minutes also
suggested that the impact of house rent allowance of Central Government employees will
peak in coming months. The focus will be majorly on upcoming data and the course of action
for the next few months will be based on it.
US Federal Reserve in its monetary policy meeting increased the Fed Funds rate by 25 basis
points to range between 1.25% to 1.5%. This was the third rate hike in 2017 and almost all
market participants had expected the move. Eight out of 10 members voted in favor of rate
hike.
Bank of Japan also in its monetary policy kept policy rates unchanged as inflation is still far
from the targeted 2 percent despite a growing economy. BOJ said in its statement that inflation
is likely to continue on an uptrend on the back of an improvement in the output gap and a rise
in medium- to long-term inflation expectations.
ECB in its monetary policy meeting kept rates unchanged. ECB also suggested continuing to
make net asset purchases under the asset purchase program at a monthly pace of ﬁ30 billion,
until the end of September 2018 or beyond. The Euro system will reinvest the principal
payments from maturing securities purchased under the asset purchase program for an
extended period of time after the end of its net asset purchases, and in any case for as long
as necessary.
As we step in to 2018 the rising fiscal risk , oil prices and probable change in RBI’s monetary
policy stance in the months ahead dominate the minds of fixed income investors. The current
fiscal slippage reflects transitory unsettling impact of GST and demonetization. If GOI sticks
to fiscal glide path and set next year’s fiscal deficit target at 3.0% of GDP the RBI can be
expected to go on for an extended pause .The still early stage growth should not give RBI any
great confidence on economy’s ability to absorb rate hikes. However if in coming quarters
economic growth surprises along with any fiscal profligacy and oil price shock we might see
swifter change in policy stance.
The rates currently look attractive in current growth inflation dynamics with real rates
comfortably above 2% and pricing in many of the above risks. However with too many moving
parts we still advise investors to deploy near term funds in shorter duration accrual products
like Income Plus, Ultra short and Select Debt Short term fund. Investors with a long term
outlook can invest in mid duration products like Bond Saver, Banking PSU and Flexible Flexible
Income Plan.

WPI inflation accelerated to 3.93% in November from 3.58% in October, this was above the
market expectation of 3.78%. It was the highest wholesale inflation since March. This uptick
was largely due to further increase in food & fuel prices. Food inflation (primary and
manufactured both) accelerated to 4.10% in November from 3.23% in October. Core WPI
Inflation (manufactured product ex food inflation) also increased to 3.1% YoY in November
from 2.8% in October.
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