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Key Domestic News

Key Domestic Economic Data

Key Global Events

Outlook

The Union Budget for 2018-19 was, as expected, focused on providing much needed relief to beleaguered rural economy. While slightly
populist, it had several measures to support growth as well. Some of the key proposals were:

o Fiscal deficit for FY18 is estimated at 3.5% of GDP, fiscal deficit for FY19 targeted at 3.3%.

o MSPs of all Kharif crops to be increased atleast 1.5X production cost. This is expected to increase MSP by around 14%, which in
turn is going to put pressure on inflation.

o Introduction of National health Protection Scheme, aimed at providing a health insurance cover of Rs. 5 lakh per family to 10 crore
vulnerable families.

o Rs. 14.3 lakh crore to be spent on rural India, spread across multiple schemes; increase of about 10%.

o Companies with turnover of upto Rs 250 crore in FY17, to pay taxes at reduced rate of 25%.

o Growth to be supported by increased allocation to Roads, Railways, Housing, AMRUT scheme and smart city initiatives.

o Introduced Long term capital gains tax on equity shares & equity mutual funds held beyond one year at 10% and dividend
distribution tax at 10%.

The India Manufacturing PMI moderated from December’s 60- month high of 54.7 to 52.4 in January led by slower growth in output, new
orders and employment. However, services PMI inched up to 51.7, from 50.9 in December, signaling improved demand conditions.

CPI inflation increased to 5.21% y-o-y in December ahead of consensus expectation of 5.1% and 4.9% in November, led mainly by food price
inflation. Core CPI inflation rose to 5.2% from 4.9%

IIP growth rebounded strongly to 8.4% in November from a 2% in October, led by an increase in consumer non-durables, infrastructure and
capital goods segments.

US Bond markets turned volatile with US 10 year yield rising from 2.4% to 2.7% in the month of January, as investors grew concerned on strong
growth prospects fuelling inflation and resultantly faster than expected rate hikes.

As expected, the US FOMC kept the Fed Funds target range unchanged at 1.25-1.5%. The economy continues to strengthen, and inflation is
expected to move up, policy statement read. The statement was taken as hawkish, and triggered a spike in bond yields and fall in equity markets
globally. Markets now believe that March rate hike is certain.

China’s composite PMI rose to 53.7 in January from 53.0 in December, fastest in seven years, reflecting the strong growth momentum in the
economy.

With global economy expected to do well, Bond yields across the globe have spiked and have triggered volatility across asset classes. Indian
markets too are expected to be volatile in near term. We expected FII led selling to continue for some more time.

On economic front, high frequency data continue to indicate gradual but volatile recovery for Indian economy. Corporate earnings are also
likely to recover strongly over next six quarters.

Q3FY18 result season so far has been significantly better than expected, with nifty companies that have reported the earning so far, delivering a
20% earnings growth against expectation of 13%-15% growth. Results have been stronger than expected in mid & small cap space as well.

While over short term, Indian markets too may remain volatile due to global factors, however, India structural story remains intact and attractive.
We maintain our positive view on Indian equities over medium to long term. STPs and SIPs should be preferred route over near term.

Spike in Bond yields in domestic and global markets, Oil prices sustaining above $65, and escalation of tensions in middle east are key short
term risk.
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Inflation and the Macro Economy

Union Budget:

Outlook

Retail inflation (CPI) rose to 5.21% in December from 4.88% in November, the fastest pace of expansion since July last year, as prices of food
turned costlier. Retail food prices rose 4.96% in December accelerating from a 4.22% rise in the previous month. Meanwhile, Wholesale
Inflation (WPI) unexpectedly eased to 3.58% in December from 3.93% in November. The divergence was due mainly to food inflation, and the
impact of the higher housing inflation (limited to CPI). The food price divergence between the two measures signals a correction in CPI inflation
going forward. In the latest economic output data release, the CSO raised growth of gross value added (GVA) to 7.1% in FY17, from earlier
estimates of 6.6%, due to revision in agriculture and mining sectors. However, it maintained its gross domestic product (GDP) growth estimate for
FY17 at 7.1%, but upped the FY16 growth estimate to 8.2%, from 7.9% earlier. Industrial output (IIP) grew 8.4% in November from just 2% in the
previous month, the fastest pace of expansion since October 2015, led by an acceleration in the manufacturing sector. Manufacturing output
expanded 10.2% in November. For the first 8 months of this fiscal year, IIP rose 3.2%, lagging a 5.5% expansion in the same period last year.
Merchandise exports bounced back in December, while import growth accelerated sequentially. Gold imports increased, after declining in the
preceding three months. With import growth exceeding export growth, the trade deficit for December was US$ 14.9 billion. The current account
deficit narrowed sharply in Q2 of 2017-18, but it remained higher than its level a year ago, mainly due to widening of the trade deficit. Net FDI
inflows have moderated in Apr-Oct 2017 from a year ago, while net FPI inflows were buoyant in 2017-18 (up to February 1). India’s foreign
exchange reserves have accelerated to US$ 421.9 billion.

In its latest monetary policy meeting, the RBI’s MPC kept key policy rates unchanged while continuing to maintain a neutral stance. The policy was
seen as less hawkish then expected, in the absence of any clarity on future interest rate increases. Key highlights:

Repo rate unchanged at 6%, Reverse Repo stays at 5.75%
GVA growth projected at 7.2% for FY19. 7.3-7.4% in H1FY19 and 7.1-7.2% in H2FY19 with risks evenly balanced. GVA growth for 2017-
18 is projected at 6.6%.
Headline Inflation (CPI) projected in range of 5.1 to 5.6% in H1FY19 and 4.5 to 4.6% in H2FY19 with risks tilted to the upside. Inflation is
now estimated at 5.1% in Q4FY18.

In the union budget for FY19, the government has wavered from its medium-term fiscal consolidation path to spend more ahead of national
election and several state polls, while relying on higher revenues from taxes and divestment even as it expects GST revenues to stabilize at
higher levels this year.
The government announced its fiscal deficit at 3.3% of GDP in FY2019, up from 3% targeted earlier, and a deficit of 3.5% in FY18 from
3.2% earlier. The government however will aim to narrow the deficit to 3.1% in FY20 and 3.0% in FY21.
The Net borrowing for FY18 is budgeted at 4.59 lakh crore while the Gross borrowing is at 5.99 lakh crore For FY19, the government will
Gross borrow 6.06 lakh crore in the current financial year with a budgeted Net borrowing of 4.62 lakh crore.

The month of January witnessed a further steepening in the yield curve with the benchmark yield rising 35 bps during the period. The Indian 10-
year to 1-year term premium is now at a multi yeah high of close to 100 bps. The conclusion of the union budget and the latest monetary policy
meeting mean that two anticipated events are now behind us. The market will now take direction and take further cues on incoming data.
Duration funds will continue to witness volatility though higher yields provide attractive levels with gains likely on any favourable incoming macro
data. The front end of the curve, the 1-5 year looks very attractive considering the elevated yields that it offers. There is enough carry buffer built
in, that even a 50 bps of rate hike over next 12 months will still generate atleast liquid fund returns. Basis this a low duration accrual strategy
continues to be the favoured strategy. Liquid and lower maturity ultra short term funds continue to be the recommended vehicles for deployment of
temporary surplus funds.
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Monetary Policy

Liquidity
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The liquidity in the system continues to be in surplus mode, but it is moving steadily towards neutrality. The WA Call rate traded 12 bps below the
Repo rate during January. On some days in the month, the system turned into deficit due to slow down in government spending and large tax
collections, which necessitated injection of liquidity by the RBI. The system turned into deficit again in the 4th week of January, and the RBI
injected average net liquidity of 14,500 crores. For January, on the whole, the RBI absorbed 35,300 crore (on a net daily average basis).! !

31st January Month Opening Intra Month High Intra Month Low Month Closing

Overnight Rate (NSE MIBOR)

10-Year G-Sec

3 Month CDs

6 Month CDs

12 Month CDs

Currency - USD/INR

10 Year U.S Treasury

6.00 6.10 5.70 5.80

7.35 7.66 7.28 7.60

6.31 7.23 6.31 7.17

6.86 7.39 6.86 7.36

6.99 7.47 6.99 7.47

63.85 64.11 63.24 63.58

2.43 2.75 2.42 2.72
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