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e  The current account deficit (CAD) narrowed to 3.6% of GDP in Q1 2013 from 6.5% of GDP in Q4 2012, better than
expected and largely due to a seasonal moderation in the trade deficit.

Net capital inflows have also moderated, but were sufficient to finance the current account deficit, leading to an overall
balance of payment surplus. Elsewhere, external debt rose to 21.1% of GDP in Q1 2013 from 20.6% in Q4 2012.

e We expect the CAD to widen again to 5.5-6.0% of GDP in Q2 2013, but narrow to 4.3% of GDP in FY14 (4.8% in FY13).
However, we reckon that financing the deficit will remain challenging this year.

e FXINR strategy: We are currently maintaining our short bias towards INR (vs. IDR) because of India’s external
vulnerability and lack of policy response.

Current account deficit narrows

India's CAD narrowed to USD18.2bn (3.6% of GDP) in Q1 2013 from an all-time high of USD31.8bn (6.5%) in Q4 2012, and was
better than expected (Consensus: USD21.0bn, Nomura: USD21.3bn). The surprise was due to a lower-than-expected
merchandise trade deficit, while the invisibles surplus came in largely in line with expectations (Figure 1).

The merchandise trade deficit moderated to USD45.6bn in Q1 2013 from USD58.4bn in Q4 2012. Though a large part of the
USD12.7bn g-o0-q moderation in trade deficit was seasonal (Figure 2), the narrower-than-expected deficit suggests defence
imports also moderated. By contrast, invisibles remained weak as remittances and service exports were lower than their year ago
levels and on account of investment income outflows due to rising interest payments. For full year FY13, the CAD rose to a record
high of 4.8% of GDP (up from 4.2% in FY12), while the merchandise deficit rose to 10.6% of GDP (10.1%).

Fig. 1: Balance of payment summary Fig. 2: Seasonality in merchandise trade deficit
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...so0 does capital account surplus

Net capital inflows moderated to USD 20.5bn in Q1 2013 from USD31.8bn in Q4, but still more than offset the CAD, resulting in an
overall balance of payments surplus of USD2.7bn in Q1. Worryingly, portfolio flows accounted for 55% of total capital flows and
the recent reversal in portfolio flows indicates increased vulnerability on the capital account in the coming quarters. For full year
FY13, India managed to more than finance the CAD and clocked a BoP surplus of USD3.8bn. However, the quality of flows is
concerning. Net FDI inflows — the most stable form of inflows — moderated to USD19.8bn in FY13 from USD22bn in FY12, while
the most vulnerable short-term debt flows rose to USD21.7bn in FY13 from USD16.2bn in FY12 (Figure 3), increasing the burden
of financing repayments on top of an already elevated CAD.

External debt deteriorates further

Total external debt increased to 21.1% of GDP (USD 390bn) as of March 2013 from 20.6% of GDP (USD376.3bn) at end-
December 2012, mainly due to a sharp increase in external commercial borrowings, short-term trade credit and NRI deposits. The
FX reserves cover of total external debt fell to 75% in Q1 from 85% a year ago (Figure 4).

Fig. 3: Capital flows Fig. 4: External debt
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Outlook

In the near term, we expect the CAD to worsen again to around 5.5-6.0% of GDP in Q2 2013 on a wider merchandise trade deficit
(seasonality and higher gold imports in April-May). However, we expect the trade deficit to start improving from June due to lower
gold imports. A weak currency bodes well for private transfers, but rising investment income outflows and weak services demand
will be a drag on invisibles. For the full year we expect the CAD at 4.3% of GDP in FY14 from 4.8% in FY13. Despite a narrower
CAD, we expect financing to be a challenge for the following reasons: 1) the risk of a reversal of portfolio inflows; 2) the sharp rise
in short-term trade credit has raised rollover risk (see: India: Short-term external debt on the rise, 27 June 2013) and 3) NRI
deposits are unlikely to be as strong. Because of the increased volatility in global financial markets, financing the deficit will be
difficult.

FX Strategy

We are currently holding onto our short INR (vs. IDR) recommendation despite a better-than-expected improvement in the Q1
2013 current account deficit to USD18.2bn after hitting a record high of USD 31.8bn in Q4 2012. Although the narrower current
account deficit (3.6% of GDP) is headline positive for INR, it is seen as largely seasonal and should widen back out to 5.5-6.0% of
GDP in Q2 2013. In addition, the rationale we highlighted for INR weakness remains intact (see First Insights: USD/INR: Remain
long USD, but watchful of potential measures, 26 June 2013). Those include INR remaining notably overvalued at around 17.6%
(based on filtered FEER and SEER model) despite the recent INR depreciation. Foreign portfolio positioning in local asset markets
remains high and especially in the equity market ,where we estimate that foreign ownership as a percentage of market
capitalization is close to the all-time high at 23.2%. This is despite the USD1.5bn worth of foreign equity outflows this month (1-25
June). In addition, our economists now expect the RBI to be on hold for a prolonged period because of the negative impact of INR
depreciation on import prices, which is likely to be negative for the growth outlook and hence foreign equity inflows.

However, we remain wary of the government/RBI announcing new measures to support the INR, which could include further FDI
liberalization and NRI bond issuance. The latter, if announced and successfully managed, could cause a sharp, but temporary
rally in INR. However, unless global risk conditions stabilise and there are structural reforms, continued RBI intervention is unlikely
to bear any fruit given India’s weak external position. Furthermore, reduced FX reserves raises doubts about the sustainability
given the low FX reserve coverage ratios (around 6 times imports and 3 times short-term external debt).
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