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Key Domestic News

Key Domestic Economic Data

Key Global Events

Outlook

The RBI left the repo rate unchanged at 6.00%, in line with consensus expectations. The RBI raised its CPI inflation projection marginally to 4.3-
4.7% in H2 FY18 (Oct-Mar), from 4.2-4.6%. Despite rising inflationary concerns, the RBI reiterated its neutral monetary policy stance. We
expect rates to be on hold through 2018.

A closer-than-expected race in Gujarat state elections raises concerns that the government might abandon the path of fiscal prudence and be
tempted to pursue populist policies in the ensuing Union Budget in a bid to retain power in the 2019 elections. Our base case is that Government
is going to enhance rural and agricultural spending, but is unlikely to turn massively populist.

India Manufacturing Purchasing Manager's Index (PMI) rose to 54.7 in December 2017 from 52.6 in November, a five year high reading. This
data points to strong recovery from GST led disruption. India's service economy too showed signs of recovery as the PMI improved to 50.9 in
December from 48.5 in November, signaling a renewed increase in business activity.

CPI for November 2017 stood at 4.9 above consensus estimate of 4.3% and 3.6% reading last month. The uptick was again driven by higher
food and fuel price inflation. Core inflation also inched up to 4.9%.

Industrial production growth slowed to 2.2% y-o-y in October from an upwardly revised 4.1% in September (initial: 3.8%), and below consensus
expectations of 2.9%. However, we expect a sharp bounce back in IIP numbers over next few months, as expected economic recovery sets in.

India's 8 core infrastructure industries have shown a strong growth of 6.8% in November, 2017, a 13 month high, up from 5% a month ago.
Although, bulk of spike is on a low base of November 16, performance of Steel & Cement sectors is heartening.

As expected, the US FOMC hiked Fed Funds rates by 25 basis points to 1.25%-1.5%. The Fed now expects GDP to come in at 2.5% in 2018, up
0.4% from the previous estimate. Unemployment is also expected to drop to 3.9%.

U.S. oil prices hit their highest since mid-2015 due to an unexpected fall in American output and commercial inventories. Since the start of the
year, WTI has climbed around 12%, although the price rise from mid-2017 is much stronger, at nearly 50%.

In its final meeting of 2017, ECB left interest rates unchanged and re-iterated its commitment to running an asset-purchase stimulus program until
at least next September. The ECB hiked its Eurozone GDP growth forecast by 0.5% to 2.3% in 2018.

CY17 has been a very good year for equities market. While CY18 is also expected to be a decent year, investors need to tone down their return
expectations, as economy undergoes gradual recovery.

High frequency data are indicating gradual but volatile recovery for Indian economy from GST implementation led disruptions. We expect the
recovery to gather pace in next 2 quarters. FY19 is expected to be register much stronger growth. We believe worst of GST related issues is
behind us.

Corporate earnings are also likely to recover strongly over next six quarters.

India continues to be attractive investment destination for both FII & FDI investments. Over last three years, India has shown phenomenal
structural improvement. Government has been decisive in its reforms agenda and fiscal prudence. While a lot more needs to be done, the
structural reforms in last three years have potential take India's growth to a higher trajectory. We maintain our positive view on Indian equities
over medium to long term. STPs and SIPs should be preferred route over near term.

Q3FY18 result season would be keenly watched for confirmation on economic recovery. Union Budget would also be key market event.

Spike in Oil prices above$65, escalation of Geo-Political risk involving North Korea and Middle east are key short term risk
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Inflation & Macros

Liquidity and Rates

Outlook

Retail inflation as measured by CPI (consumer price index) for November 2017 surged to multi month high and came in at 4.88 vs 3.58 (m-o-m).
Core CPI inflation also increased to 4.69% from 4.4% last month. Among the CPI components, inflation of food and beverages accelerated to
4.41% in November 2017 from 2.26% in October 2017 mainly contributing to the increase in inflation. WPI (Wholesale Price Index) also rose
to 3.93% in November as compared to October number of 3.60%. IIP (Index of Industrial Production) halved and came in at 2.2% for October
2017 as compared to 4.17% for September 2017. Higher expenditure and lower revenue collections (primarily due to lower gst numbers) led to
fiscal deficit number coming in at 6.12 trillion rupees for April-Nov 2017 period. Fiscal deficit is now 112% of the budgeted number (5.5 trillion
rupees) for year to end on March 2018. During the same period of 2016-17, the deficit stood at 85.8% of the budgeted number. For 2017-18,
the government aims to bring down the fiscal deficit to 3.2% of GDP. Last fiscal, it had met the target of 3.5% of GDP. India's current account
deficit-CAD- excess of imports over exports doubled to 1.2% of GDP or $7.2 billion in the second quarter ending September'17 from 0.6% of
GDP or $3.5 billion in the September quarter of 2016 as merchandise imports picked up more than exports. India’s trade deficit for November
2017 was $ 13.4 billion. India’s exports rose at a faster clip and reversed the contraction of previous month. In absolute terms the value of
exports was $26.2 billion against imports of $40 billion. Cumulative exports during April-November 2017-18 increased by 12% to $196.48
billion, while imports grew 21.9% to $296.45 billion, leaving a trade deficit of nearly $100 billion in the first eight months against $67.9 billion
same period last year.

The government announced an additional market borrowing of Rs 50,000 crores for the current fiscal through dated securities. The borrowing
would increase from 43,000 crores to 93,000 crores for this year. However, there will be no change in the net borrowing, as envisaged in the
Budget for 2017-18. Finance ministry said it will run down the Treasury Bills by Rs 61,000 crores - from present Rs 86,000 crores to Rs 25,000
crores by March 2018. In the budget for 2017-18, gross and net market borrowing were pegged at Rs5.80 trillion and Rs4.23 trillion
respectively with Rs3.48 trillion being raised (net) from dated government securities and Rs2,002 crore from T-bills, a finance ministry statement
said.

Liquidity is moving to neutrality and hence going forward surplus liquidity has been wiped off due to increase in currency in circulation.
December month average liquidity absorption by the central bank was approximately 33,000 crores as compared to nearly 70,000 crores
previous month. Overnight rates were near to the repo rates for most of the time except for a occasional spike in the call rates due to advance tax
related outflows. This has led to 3 months rate being stable and anchored but 6 to 9 months have hardened in anticipation of neutral liquidity
scenario. 10 year sovereign has seen hardening of nearly 30 bps and touching a intra month high of nearly 7.40, before closing a bit lower at
7.33.

2017 year has ended in red for fixed income asset class investors. Fiscal slippage worries, global macro economics and geo political concerns,
increasing inflation all this have kept markets in a unprofitable zone. 2018 currently has over hang of the same worries and going ahead this
year budget will be keenly awaited for further cues as regards to the government spending led fiscal mathematics. Currently, a long pause seems
to be on cards as far as rate actions are expected are concerned. With front end of the curve i.e the 2-5 year segment having taken a maximum hit
in terms of yield spiking, primarily due to a rate hike fears- conversely they offer the attractive risk reward equation. Currently AAA bonds offer a
spread of 150-175 bps over and above the repo rate of 6.00%. As mentioned earlier, we think RBI will not hike rates in a hurry and we are on for
a long pause. In this scenario, either that 2-5 year segment yield have to come down and thereby earn good capital appreciation or they continue
to earn a good constant carry without huge volatility and unnecessary credit risk. Accrual strategy currently looks to be a better strategy rather
than duration trading which would be fraught with volatility and consequently unfavourable risk reward equation. Liquid and lower maturity Ultra
Short Term funds will continue to be a good vehicles for deploying temporary surpluses.

Government Borrowing

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

Overnight Rate (NSE MIBOR)

10 year Gsec

3 month CDs

6M CDs

12 month CDs

Currency

10 Year US Treasury

6.00 6.25 5.90 6.20

7.08 7.40 7.03 7.33

6.22 6.43 6.22 6.25

6.50 6.90 6.50 6.90

6.60 7.00 6.60 7.00

64.37 64.57 63.87 63.87

2.37 2.49 2.33 2.40
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