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The outcome of Karnataka state elections, wherein JD(S) & Congress entered into an alliance to keep BJP out of power and results of 15 by-elections

(4 Lok Sabha & 11 Assembly),are an indicator of efficacy of opposition party strategy of consolidating into non-BJP fronts for electoral gains.The success in

implementation ofthis strategy should keep the political uncertainty elevated and a key overhang forthe markets.

The total revenue collection under GST for the month of May stood at Rs.94,016 crores. In a seasonally weak month,the collections are above the monthly

average of Rs.89,885 crores in FY18,reflecting better compliance.

India's GDP growth accelerated to 7.7% y-o-y in Q4FY18 from 7% in Q3,above consensus expectation of a 7.4% reading led by strong government spending

and investments.Internals suggest strong cyclical recovery is underway and likelyto sustain into H1FY19 before cooling offtowards the H2FY19.

IMD in its second stage forecast of Monsoon has indicated 43% probability of a normal monsoon (97% of LPA) and 28% probability of below-normal

monsoon. On the aggregate monsoon is likely to be normal but spatial distribution may throw up some surprises. Central and North-West India are

expected to get normal rains while South Peninsula and North-east India are predicted to receive below normal rainfall.
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India's manufacturing PMI came in at 51.2 in May down from 51.6 in April led byweak domestic demand.

India's Services PMI fell to 49.6 from 51.4 in April, for the first time in three months as the new orders stagnated. However the forward looking sub index,

business optimism index came in atthe highest since 2015 indicating that corporates expect demand to turn around quickly.

CPI for April 2018 rose to 4.58% ahead of consensus estimate of 4.4% reading and vs. 4.24% last month. The uptick was led mainly by core inflation, which

exceeded expectations at 6.0% and uptick in food inflation.

IIP growth for March 2018 came in below expectation at 4.4% against consensus estimate 6.1% and.7.1% reading last month and 4.1% last year reflecting

broad based weakness in manufacturing sector.
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Political crisis in Italy sparked fears of Europe crisis only to douse quickly as the populist parties the 5 Star Movement and the League agreed to form a

coalition government.

Triggering fears of trade wars, Trump administration imposed tariffs on steel and aluminum imports from Europe, Canada and Mexico. Also, The White

House is proceeding with its proposal to impose 25% tariffs on $50B worth of goods from China, and place new limits on Chinese investments in U.S. high-

tech industries,violating the agreement reached in Washington a few days ago.

Brent crude prices rose above $80 on growing concerns possible new sanctions against Iran, collapse of Venezuela's oil industry and continued supply

discipline by OPEC & Russia.

Emerging market currencies have been under pressure in recent months on account of strength in US Dollar and monetary policy tightening from major

central banks,triggering fear offull blow sovereign default crisis.
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India's high frequency data continues to indicate that economic recovery continues to be robust. Improving GST collection numbers and a forecast for

normal monsoon augurs well for Indian economy and markets.

Q4FY18 earnings season was broadly in line with expectations,barring a few howlers,Large cap space has held up well.We expect earning growth to remain

strong for atleast next 6 quarters.

Political uncertainty around 2019 general elections is likely to keep markets volatile. Also geo-politics, fears of trade war, emerging market currency

depreciation,crude oil prices etc are key risks to our outlook..

We maintain our positive view on Indian equities over medium to long term and believe any small correction is a buying opportunity. STPs and SIPs should

be preferred route in nearterm.We continue to prefer large caps over mid & small caps.

Sumit Bhatnagar, CFA

Head - Equity
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31st May 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 - INR/USD

10 Year (U.S.) Treasury yield

6.00 5.99 6.10 6.00

7.73 7.90 7.58 7.83

7.08 7.75 7.08 7.45

7.45 8.05 7.45 7.90

8.15 8.30 8.15 8.30

66.79 66.66 68.36 67.42

2.98 3.11 2.77 2.82

The Economy

Inflation

RBI - Monetary policy

Liquidity
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India’s economy continues to recover from the policy disruptions on account of demonetization and GST. GDP growth came in at 7.7% for the 4th quarter of FY2018,
the highest in nearlytwo years,led by a pickup in agriculture,manufacturing and construction.Economic growth in the just concluded financial year FY2018 was 6.7%,
a tad higher than previously estimated,but slower than 7.1% in the previous year.The finance ministry,has kept unchanged, its growth forecast for the current year at
7.5%.

Industrial production (IIP) grew by 4.4% in March compared to 7.1% in the previous month. Cumulatively, industrial growth for FY2018 was 4.3%, down from 4.6% in
FY2017.The infrastructure or core sector expanded 4.7% in April up from 4.4% in March.

Trade deficit widened marginally to $13.72 billion in April from US$13.25 billion a year ago. The full year trade deficit for FY2018 grew to US$156.8 billion from
US$105.72 billion in the previous year,driven mainly by a rising oil import bill.

The central government fiscal deficit for FY2018 came in at 5.92 lakh crore, 3.53% (of GDP), nearly matching its revised target of 3.5%.The government had revised

its FY2018 fiscal deficit target in February to 3.5% from 3.2% previously.For the current fiscal year; the government has aimed to cut the deficit to 3.3%.The deficit for
April came in at 1.52 lakh crore which is 24.3% of the government’s estimate for the full financial year, lower than 37.6% during the corresponding period of the

previous year.

Foreign fund inflows continue to be impacted in the backdrop of exits across emerging markets assets. FPIs sold (net) debt worth 19,654 crores in May, taking the

total to nearly 40,000 crores since February. Foreign exchange reserves decreased to US$412.8 billion as on May 25, 2018 from US$420.4 billion on April 27, 2018.

The reserves fell for the 6th consecutive week, down from a record high of $426.02 billion touched on April 13, 2018, partly due to central bank intervention in the
foreign exchange marketto curb INR volatility.
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� CPI inflation hardened to a 3-month high of 4.58% in April from 4.24% in March, with the transport and communication sector inflation rising steeply. Core inflation
which had remained anchored for many months, moved sharply higher in April. It rose to 5.92% from 5.37% in the previous month, due to a rise in inflation of
education, clothing and footwear. Wholesale (WPI) inflation hardened to a 4 month high of 3.2% in April from 2.5% in the previous month led by higher inflation in
both fuel and food.

In its latest policy meeting from June 4-6,2018,the MPC 'hiked' the repo rate by 25 bps to 6.25% citing upside risks to inflation but kept the policy stance at 'neutral',given
the impending uncertainty.The rationale behind the rate hike stems largely from the recent spike in core inflation,rising crude oil prices and the INR movement amidst the
global financial market turbulence.The decision to maintain a “neutral” stance suggests that the MPC did not want to signal that it is embarking on a tightening cycle and
remains data dependent.

Inflation (CPI) projection revised higherto 4.8-4.9% in H1FY19 and 4.7% in H2,(April policy projections: 4.7-5.1% in H1 and 4.4% in H2),with risks tilted to the upside.

Economic (GDP) growth for FY 2019 is retained at 7.4% as in the April policy. Growth is projected in the range of 7.5-7.6% in H1 and 7.3-7.4% in H2,with risks evenly
balanced.
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Liquidity in the system remained generally in surplus during the month. Surplus liquidity moderated considerably in the 1st half of May and moved into deficit in the
3rd week mainly due to inflows on account of GST.

RBI conducted an OMO on May 17, 2018 to inject liquidity of 10,000 crore into the system. Liquidity turned surplus in the last week mainly on payment of food

subsidies.Surplus liquidity absorbed underthe LAF on a daily net average basis declined to below 14,000 crores in Mayfrom nearly 50,000 crores in April.

The WACR at around 5.89% remained broadly at the April level.Liquidity which is in surplus currently due to government spending is likely to move back to neutral in
mid-June on advance tax payments.
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Outlook
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Indian debt markets closed lowerforthe 2nd consecutive month in May on higher domestic inflation,tracking rising crude oil prices,as the local currencyweakened by
over 1.1% against the U.S dollar.Brent crude oil contract rose over 5% in May touching $80.5 per barrel,a 3.5 year high.The 10-year U.S.treasury yield rose to a 7-year
high of 3.13% during the month.The benchmark sovereign 10-year India g-sec yield rose 6 bps in May,trading in a wide 40 bps range.

Beyond the RBI policy meeting,markets will trade on incremental data-tracking crude oil prices,core inflation dynamics and the monsoon.The markets have priced in
higher policy rates and spreads remain at multi year highs.India’s stronger macro fundamentals make it much more likely that it will be able to weather any global sell-
off in emerging market assets relativelywell.

The front end of the yield curve remains attractive providing a substantial carry at current yield levels.Duration funds could see higher volatility but the present yield
levels provide an attractive opportunity for long-term deployment of funds with a 1-3 year time horizon. A low duration accrual strategy continues to remain our
preferred strategy.We recommend lower maturity ultra-short-term and short term fund for deployment of temporary surpluses. Liquid fund will always continue to
be smart investmentvehicle for overnight investments.

Malay Shah

Head – Fixed Income


