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India — GolSecs to have a robust 2012

Monetary policy easing will drive GolSec performance in 2012

e Duration and FX contribute equally to USD total returns

Standard
Chartered

Sustained INR gains are likely to resume once economic expectations bottom out

e The key risk to our view is fiscal deficit slippage beyond 5.5% of GDP in FY13

Monetary easing is the key theme for rates market in 2012

With inflation likely to have peaked in Q4-2011 and the Reserve Bank of India (RBI)
having switched its focus to growth in its latest policy statement, 2012 is likely to be a
year of monetary policy easing. We forecast that the easing cycle will begin with a
reduction in the cash reserve ratio (CRR) in January and continue until Q1-2013,
bringing cumulative repo rate cuts of 150bps. We expect such easing to be the key
driver of the INR rates market in 2012.

Monetary easing expectations are partly reflected in softening GolSec yields — the
benchmark 10Y GolSec yield has dropped c.70bps from its three-year high of about
9%, despite supply pressure. We expect the drop in GolSec yields to accelerate once
monetary easing begins. During the upcoming monetary easing cycle, we anticipate
that the yield on the benchmark 10Y GolSec will fall by ¢.100bps in response to the
expected 150bps of repo rate cuts. Yields and policy rates showed similarly strong
co-movement during the two previous monetary policy easing cycles. During both
cycles, the magnitude of the peak-to-trough declines in the benchmark 10Y GolSec
yield tracked that of policy rates very closely (see Table 2). The key hypothesis
behind our rates forecast in 2012 is that monetary policy easing will outweigh any
negative impact from fiscal slippage.

Table 1: Our forecasts
End-period, %

Current Q1-12 Q2-12 Q3-12
Repo rate 8.50 8.50 8.25 7.75
91-day T-bill rate 8.06 8.25 7.75 7.25
10Y GolSec yield 8.38 8.50 8.25 7.75
USD-INR 52.98 53.00 51.80 50.50
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Q4-12 Q1-13 Q2-13
7.25 7.00 7.00
7.00 6.75 7.00
7.50 7.50 7.75
48.50 48.00 48.50
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Demand and supply seem balanced

Under our base-case scenario, in which the government contains the fiscal deficit for
FY13 (begins 1 April 2012) to 5.5% of GDP and continues to finance ¢.85-90% of the
deficit via market borrowing, we estimate the supply of dated securities for FY13 in
the range of INR 4.8-5.0trn. After taking into account state governments’ borrowings
(estimated at about INR 1.0-1.2trn), we estimate aggregate supply at INR 5.8-6.2trn.
However, statutory demand from the banking system (assuming banks maintain a
statutory liquidity ratio of 27%) should absorb more than half of this supply if deposit
growth remains robust. Insurance and provident funds, the second-largest investor
segment, are likely to absorb about 25-30% of the supply. We expect the benign
policy rate environment to create enough demand for the remaining supply from
traders, foreign institutional investors (FlIs) and mutual funds to just balance demand
and supply.

However, if the recent trends of slowing government revenues (on the back of slower
growth) and a growing subsidy burden continue throughout FY13, the government
may not be able to consolidate its fiscal position. If such fiscal slippage leads to
significantly higher market borrowing than we estimate, this could offset the impact of
monetary easing, dampening GolSec performance.

Key considerations

Entry timing

GolSecs have gained recently on the back of monetary policy easing expectations.
For these gains to be sustained over the medium term, the market will require
indications that policy easing will continue throughout 2012. Inflation will have to stay
soft throughout 2012 in order to prevent a sudden change in the RBI’s policy stance.
The market will also be waiting for the government to confirm the extent of fiscal
slippage in FY12 and announce its fiscal consolidation plans for FY13; these are
likely to be announced in the budget session of parliament scheduled for March
2012. Considering these factors, March 2012 (the end of the current fiscal year)
seems to be an appropriate time to build a long-duration portfolio in GolSecs.

Chart 1: 2012 — A year of monetary policy easing Table 2: Peak-to-trough changes in policy rates and 10Y

%

GolSec yields
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Security selection

Secondary-market liquidity and issuance patterns are important considerations in
selecting investment securities. The majority of issuance (c.60-80% in FY12) has
typically been in the 5Y-14Y segment, which has seen considerable secondary-
market liquidity. We therefore suggest that investors choose benchmark securities in
this segment, specifically the 10Y GolSec (currently the 8.79% 2021).

Regulations for Flls

e Aggregate limits for Fll investments in debt securities were recently raised to
USD 15bn for GolSecs and USD 45bn for corporate bonds (of which USD 25bn
is for long-term infrastructure-sector bonds). We believe that while the majority of
the GolSec quota is utilised, almost USD 25bn of investment in long-term
infrastructure-sector bonds is still available (on a first-come, first served basis).

e The Securities and Exchange Board of India (SEBI) recently amended
regulations on Fll debt investment. For all fresh allocations of Fll debt investment
guota, no reinvestment will be allowed; this means that quota acquired through
bidding will expire upon either the sale or the redemption at maturity of the debt
investment.

¢ Quota that is already allocated will expire if total sales made from the existing
debt portfolio are twice the size of the FlI's debt portfolio (as of 3 January 2012).
This provision will be removed from 2 January 2014.

« Although most of the GolSec quota is utilised, we believe the investments are
mostly in short-dated securities. We therefore expect considerable portfolio
churn once these securities mature. Under the recently amended regulations,
such churn should increase the availability of quota to new participants.

INR appreciation to boost USD total return

FX is an important risk for foreign investors. We expect FX risks to recede as 2012
progresses, with sluggish Indian rupee (INR) performance in early 2012 giving way to
strong gains in H2. We forecast USD-INR at 48.50 by the year-end. Our bullish
outlook is based on the following factors:

e Anticipated rate cuts are likely to revive investment and improve India’s growth
momentum. We expect growth to pick up to 7.8% yly by Q4-2012, after
bottoming at 6.2% in Q2-2012.

Chart 2: INR edging closer to undervalued Chart 3: Duration and FX gains contribute equally
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Once economic expectations find a floor, investors are likely to focus more on
relative growth than absolute levels. India would benefit under such a scenario,
as it has over the last two years — especially if the Fed announces QE3 in Q1-
2012, as anticipated.

Recent policy measures to encourage capital inflows — including deregulation of
interest rates for non-resident Indian (NRI) deposits, allowing foreign investors to
invest directly in equities, and easing norms for Fll investment in infrastructure
bonds — are likely to gain traction as cyclical negatives fadnegatives fade.

Lower non-oil imports due to below-trend growth for most of 2012 are expected
to provide a floor to trade deficit, although the correction is likely to be limited by
lower exports and elevated oil imports. Overall, we expect India’s balance of
payments (BoP) to register a USD 7bn surplus in FY13, after turning negative in
FY12. While India last registered a single-digit BoP surplus in FY01, the low
surplus in FY13 is likely to be a function of H1 uncertainties, rebounding in H2 on
improved fundamentals.

Carry and valuations are also likely to support medium-term FX gains. Following
its depreciation in 2011, the INR is edging close to undervalued territory on a 36-
country real effective exchange rate (REER) basis.

Disappointing growth and a possible surge in crude prices are the key risks to
this view.

Overall, we expect foreign investors to derive gains from both duration and FX
exposures in 2012.

Table 3: Total return analysis, incorporating Standard Chartered Research’s FX and rates forecasts for 2012

Country Forecast return Tl
return

Uganda —
I 26.0%
India I 21.3%
Brazil I 21.2%
Mexico — 19.6%
Nigeria — 17.7%
Indonesia _— 11.5%
Philippines —_— 11.1%
Vietham* _— 9.1%
Ghana . 8.4%
Malaysia - 7.3%
Korea - 7.3%
Pakistan - 6.5%
Sri Lanka - 6.1%
Taiwan - 4.7%
China u 3.4%
Singapore u 2.7%
Thailand u 2.6%
South Africa ‘ 0.3%
Hong Kong ! -0.6%
us 1 -1.6%
EU u -3.5%

Risk-adj. vield Foregast USD-funded local EX Forecast EX FX
Return yield returns return
1.00 19.20 15.00 16.5% 89.45 97 9.5%
3.23 8.67 7.50 10.9% 51.34 485 10.3%
1.29 10.56 9.40 5.9% 1.78 1.65 15.3%
1.31 6.39 6.60 2.2% 13.48 11.8 17.4%
1.22 12.90 12.00 0.3% 161.55 158 17.4%
0.55 6.23 6.00 2.9% 9035 8700 8.6%
1.04 5.88 5.70 5.3% 43.22 41.5 5.9%
- 12.80 11.25 - 21011 22600 -

- 13.00 13.50 2.8% 1.64 1.7 5.6%
0.74 3.26 3.10 3.1% 3.13 3.03 4.2%
0.39 3.49 3.30 3.3% 1128.1 1095 4.0%
- 12.50 13.25 3.8% 89.42 94 2.7%
1.51 8.81 10.00 1.6% 113.91 1148 4.5%
1.07 1.32 1.40 1.9% 30.17 29 2.8%
0.75 3.49 3.90 1.0% 6.35 6.21 2.4%
0.26 0.61 0.70 0.7% 1.28 1.25 2.0%
0.30 3.12 3.40 -0.1% 30.78 30.5 2.8%
-0.06 7.94 8.85 -1.8% 7.99 8.2 2.2%
-0.71 0.82 1.10 -0.1% 7.77 7.79 -0.5%
-1.01 0.93 1.45 -1.6% 1 1 0.0%
-0.56 2.14 2.50 0.1% 1.34 1.3 -3.6%
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