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  India Strategy       
  

March: An “Eventful” Month 
but oil as important 

   
 
 

 Focus on the 3 events …. 
Over the next couple of weeks, 3 events will be important for markets. Given the 
sharp rally in markets, expectations are high and the market could be vulnerable 
to a correction on any disappointment. However, price of oil may be as important 
as these events in determining the market direction (and of course will affect two 
of these events).  

1. March 6 - Assembly election results: A Congress strong performance with 
a kingmaker role in Uttar Pradesh positive for markets. See report. 

2. March 15th - Credit Policy: Consensus and our expectations are for a rate 
cut but high oil prices persist, RBI may do a CRR cut only. 

3. March 16th – Budget: The key to watch is the fiscal deficit estimate. 

… but oil prices as important 
While an increase in crude oil is clearly negative for India’s macro-economy, the 
co-relation of Indian stock market and oil is strongly positive ie a rising crude oil 
prices lead to a rise in equity markets (co-relation is strong at 89%). However, this 
relationship turns negative at a tipping point (and we may be close to it) ie Indian 
markets fall even as crude continues to rally. 

Sharp crude rallies break this co-relation: On 10 occasions over past 10 years 
we have seen a rally in crude prices by over 30% in 3 months. On 6 of these 10 
occasions, markets gave a negative return over the next quarter. Similarly, India 
under-performed EMs on 8 of these occasions  

Rising crude oil hurts the economy in 3 ways… 
1. Inflation:  A 5% increase in domestic oil prices increases inflation 

directly by app 75 bps (see Table 3) 

2. Current account deficit: Oil accounts for 30% of total imports. A 
$10/bbl increase in oil prices will increase current account deficit by $8bn 
(0.4% of GDP). 

3. Fiscal Deficit: Every $15/bbl increase in oil price can lead to an 
increase in fiscal deficit by roughly 0.3% of GDP assuming a 10% 
increase in domestic oil prices (see table 5). 

.. but the positive is that the tipping point has gone up 
In a macro sense, oil, at US$110/bbl today, is like oil at US$70/bbl in 2007. For 
example, net oil imports remain around 4% of GDP and the oil subsidy around 
0.8% of GDP similar to 2007 although oil prices are over 50% higher. 
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Chart 1: Crude on the move again 
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Key Events, oil focus of markets 
Over the next couple of weeks, 3 events will be important for markets: 

1. March 6 - Assembly election results: A Congress strong performance with 
a kingmaker role in Uttar Pradesh positive for markets.  

2. March 15th - Credit Policy: Consensus and our expectations are for a rate 
cut but high oil prices persist, RBI may do a CRR cut only. 

3. March 16th – Budget: The key to watch is the fiscal deficit estimate. 

Following the sharp rally in markets YTD, expectations are high and near term the 
markets are vulnerable to any disappointment. 

Oil prices have a positive co-relation with markets 
The other factor to watch for is oil prices.  As we have pointed many times in the 
past, markets are highly positively co-related to oil prices ie rising oil prices lead 
to a rally in the markets. The co-relation is a very strong (89% in last 10 years & 
67% in last 3 years). 

Chart 2: Crude on the move again 
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Source: BofA Merrill Lynch Global Research 

…. But tipping point beyond which it gets a worry 
The rally in oil prices as well as the Indian market is probably linked to a “risk-on” 
trade globally which both represent. However, if the risk on trade continues to 
play out, we may see this co-relation turn negative. Our guess is we are close to 
this tipping point.  

In the past we have seen this relationship turn negative ie markets falling while 
crude rallies whenever crude has rallied sharply in a short period. On 10 
occasions over past 10 years we have seen a rally in crude prices by over 30% in 
3 months. On 6 of these 10 occasions, markets gave a negative return over the 
next quarter (with a lag of 2 months). Similarly, India under-performed EMs on 8 
of these occasions. 
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Table 1: Relative Sensex performance (with MSCI EM) during sharp crude rallies 
  Crude price Crude price 3m later %  2m Sensex Rel perf 

Start Date ($/bbl) ($/bbl) increase (lagged by 2m vs. MSCI EM) 
11-Apr-00 21.9 29.2 33.0% -10.0% 
22-Jan-02 18.7 26.1 39.2% -0.9% 
17-Nov-02 22.9 33.1 44.2% -0.9% 
14-Jul-04 36.5 50.9 39.4% -2.5% 

15-Dec-04 37.4 53.8 43.8% -1.9% 
24-May-05 48.1 64.6 34.5% 2.7% 
27-Aug-07 69.6 94.9 36.5% 1.0% 
10-Feb-08 87.9 122 38.8% -7.1% 
13-Mar-09 43.0 71.5 66.6% -3.9% 
24-Nov-10 83.2 113.7 36.6% -0.3% 

Source: BofA Merrill Lynch Global Research 
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Source: BofA Merrill Lynch Global Research 

 

Rising crude is negative for economy 
Rising crude oil prices are clearly negative for the economy and hurt the current 
as well as fiscal account deficit and worries of inflation would again surface. 

Rising oil prices to delay RBI rate cuts; US$135/bbl 
flashpoint 
We find rising oil prices a worry given that the RBI needs to cut rates to revive 
growth. In our base case of oil averaging US$-/bbl in June, we expect the RBI to 
cut policy rates by 25bp on March 15 and by 100bp by July. If oil persists at 
US$125/bbl, the RBI may temporize by cutting the cash reserve ratio (CRR) to 
signal support to growth but delay rate cuts to April. In our view, oil prices would 
strain the economy in terms of funding the twin deficits if it averages US$135/bbl 
for a year. Do find our last oil report here.   

What if oil persists US$125/bbl? 
In a sense, most of India's macro problems - inflation, twin deficits, high rates - 
have their source in high oil prices. These problems would obviously increase at 
US$125/bbl relative to our US$112/bbl base case.  

1. Inflation worries would resurface: A 5% increase in domestic oil prices due 
to rising global oil prices increases inflation by 75 bps. 

 
           

http://research1.ml.com/C?q=Qm4UPdCyg8nxE!5WW!!Hsg
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Table 3: 5% swing in fuel impacts inflation 75+bp 

Item / inflation (%) WPI weight 

Approximate direct impact 
of 5% increase on WPI 

inflation (bp) 
All commodities 100  
Crude petroleum  0.9 6 
Fuel, power, light and lubricants  14.91 77 
Mineral oils 9.36 51 
Liquefied petroleum gas 0.91 5 
Petrol 1.09 6 
Kerosene 0.74 4 
Aviation turbine fuel 0.26 1 
High speed diesel oil 4.67 26 
Light diesel oil 0.12 1 
Naphtha 0.79 5 
Bitumen 0.16 1 
Furnace oil 0.47 3 
Lubricants 0.17 1 
Source: Ministry of Industry, BofA Merrill Lynch Global Research estimates. 

      
2. Interest rate cuts may be delayed: We would expect the RBI to delay its rate 
cuts beyond March 15 if oil persists at US$125/bbl. Although oil prices are beyond 
the RBI's control, Gov Subbarao will not want to risk behind-the-curve chatter. 
The RBI will likely temporize by the cutting cash reserve ratio to support growth 
rather than rate cuts as the latter is perceived to be a 'softer' monetary signal.  

… especially with higher fiscal deficits: Higher oil prices would also kindle 
fears of enlarging an already high fiscal deficit (5.9% of GDP at US$112/bbl). This 
would likely peg the 10y at 8.5% levels.  That said, we would still expect banks to 
cut lending rates (150bp BofAMLe) from April onwards. After all, loan demands 
will likely slip to 15% by September robbing banks of their pricing power.  

Table 4: Fiscal deficit swings on oil 
  US$100/bbl US$114/bbl US$135/bbl 

USD-INR 45 50 45 50 45 50 
10% hike in diesel,  Kersosense and LPG  196 469 540 852 1057 1426 

20% hike in diesel and 10% in  kersosense and LPG  64 273 344 656 861 1230 
Memo       

Fiscal deficit (10% diesel hike)       8.0 8.2 8.3 8.5 8.7 8.9 
Fiscal deficit (20% diesel hike)       7.9 8.1 8.1 8.4 8.5 8.8 

Source: BofA Merrill Lynch Global Research estimates. 

3. Currency may come under pressure as inflation: Persistent US$125/bbl 
would peg the INR at Rs50/USD levels, especially once the seasonal support 
from higher exports ends in March. Note a US$10/bbl swings the trade deficit by 
US$8bn (0.4% of GDP). As it is, we expect the INR to rule weak as the RBI will 
need to recoup the US$50bn sold since 2008 at a time of a high 3% of GDP 
current account deficit (at US$112/bbl).  

Table 5: Balance of payments risks overdone  
Item FY07 FY08 FY09  FY10 (US$69/bbl) Q2FY11 Q2 FY12 FY11 (US$88/bbl) FY12 (US$108/bbl) FY13 (US$112/bbl) FY13 (US$135/bbl) 
Current Account  -9.0 -15.9 -28.8 -38.4 -16.9 -16.9 -44.2 -65.0 -64.5 -83.5 
% of GDP -0.9 -1.3 -2.3 -2.8   -2.6 -3.4 -3.1 -4.0 
Trade balance -61.2 -91.6 -118.7 -118.4 -37.0 -43.9 -130.4 -161.0 -166.5 -185.5 
 - Exports 128.9 166.2 189.0 182.2 52.0 76.6 250.5 296.0 328.0 336.1 
 - Imports 190.1 257.8 307.7 300.6 89.0 120.5 380.9 457.0 494.5 521.7 
o/w Oil imports 57.3 79.7 93.7 87.1 23.3 32.4 106.1 136.0 147.0 176.5 
Invisibles 52.2 75.7 89.9 80.0 20.1 27.0 86.2 96.0 102.0 102.0 
o/w income from forex reserv. 8.0 11.0 10.9 5.9   7.0 7.0 9.0 9.0 
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Table 5: Balance of payments risks overdone  
Item FY07 FY08 FY09  FY10 (US$69/bbl) Q2FY11 Q2 FY12 FY11 (US$88/bbl) FY12 (US$108/bbl) FY13 (US$112/bbl) FY13 (US$135/bbl) 
Capital Account  45.3 111.7 7.4 53.5 21.6 18.4 59.8 61.0 80.0 72.0 
Foreign investment 14.8 45.5 3.5 51.2 22.8 3.2 37.4 24.0 30.0 18.0 
 - FDI 7.7 15.9 17.5 18.8 3.6 4.4 7.1 16.0 20.0 18.0 
 - FII+ 7.1 29.6 -14.0 32.4 19.2 -1.2 30.3 8.0 10.0 0.0 
Banking capital 1.9 11.7 -3.2 2.1 -3.2 6.7 5.0 11.0 10.0 10.0 
 - NRI deposits 4.3 0.2 4.3 2.9 1.0 2.8 3.2 8.0 10.0 8.0 
Short term credit 6.6 17.2 -1.9 7.6 2.6 2.9 11.0 10.0 16.0 20.0 
ECBs 16.1 22.6 7.9 2.8 3.4 7.0 11.9 12.0 18.0 18.0 
External assistance  1.8 2.1 2.6 2.9 0.6 0.3 4.9 4.0 6.0 6.0 
Others 4.2 12.6 -1.5 -13.0 -4.6 -1.6 -10.4 0.0 0.0 0.0 
Overall balance 36.3 95.8 -21.4 15.1 4.7 1.5 15.6 -4.0 15.5 -11.5 
Memo           
RBI's forex intervention  26.8 78.2 -34.9 -2.7   1.7 -15.0 0.5 -26.5 
Source: RBI, BofA Merrill Lynch Global Research estimates. 

4. Growth: Academic work shows that as a rough rule of thumb, a $10/bbl 
increase in oil prices cuts GDP growth by 0.1-0.5pp in oil consuming nations. 
 
Table 6: Oil Impact on GDP & Inflation in Asia 
 Impact of +10% in Oil Prices 
 GDP (bp) CPI (bp) 
Korea -45 25 
Thailand -45 25 
Philippines -30 45 
India* -25 120 (WPI) 
Taiwan -20 10 
Hong Kong -20 5 
China -15 25 
Singapore -15 10 
Indonesia -10 40 
Source: BofA Merrill Lynch Global Research estimates; Note: *based on WPI for India and thus not comparable with other countries. 

Here are some silver linings 
1. India is relatively better off: One positive feature is that Delhi has been hiking 
oil prices steadily. As a result, oil subsidies, at 0.9% of GDP, are still lower than 
ASEAN levels. This, in turn, will mean that the cost of adjusting to higher oil prices 
will be relatively lower.  

Table 7: Fuel Subsidies in Emerging Asia 
   Size of Subsidy (2011e)  
 Fuel subsidy Channel Amount (US$bn) % GDP Fiscal balance (% GDP) 
China  Yes Oil fund 4.8 0.1 -0.9 
Hong Kong  No    0.3 
India  Yes  Budget 17 0.9 -8.6 
Indonesia  Yes Budget 18.2 2.2 -1.3 
Korea  No    2.3 
Malaysia  Yes Budget 4.6 1.6 -5 
Philippines  No    -1.6 
Singapore  No    0.6 
Taiwan  Yes SOE … … -2.1 
Thailand  Yes Oil fund/cut in excise tax 4 1.1 -1.1 
Source: BofA Merrill Lynch Global Research estimates 

2. Ability to absorb higher oil prices rising: Finally, the Indian economy's ability to 
absorb oil shocks has increased over the years. In a macro sense, oil, at US$110/bbl 
today, is like oil at US$70/bbl in 2007. Growth has outstripped oil demand growth partly 
because part of the higher growth comes from less oil intensive services sector 

http://research1.ml.com/C?q=lTYVO3nht22iJ2eliT5PYw&e=jennifer.reilly%40baml.com&h=Ph-VCQ


 Ind ia  S t ra tegy   
29 February  2012     

 6 

Chart 3: Oil demand lagging growth… 
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For example, net oil imports remain around 4% of GDP and the oil subsidy 
around 0.8% of GDP although oil prices are over 50% higher. 
 
Chart 4: Oil subsidies stabilizing as % of GDP 
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Chart 5: …limiting oil import exposure 
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Link to Definitions 
Macro 
Click here for definitions of commonly used terms. 
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to buy or sell any securities or other financial instrument or any derivative related to such securities or instruments (e.g., options, futures, warrants, and contracts for 
differences). This report is not intended to provide personal investment advice and it does not take into account the specific investment objectives, financial situation 
and the particular needs of any specific person. Investors should seek financial advice regarding the appropriateness of investing in financial instruments and 
implementing investment strategies discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. 
Any decision to purchase or subscribe for securities in any offering must be based solely on existing public information on such security or the information in the 
prospectus or other offering document issued in connection with such offering, and not on this report. 

Securities and other financial instruments discussed in this report, or recommended, offered or sold by Merrill Lynch, are not insured by the Federal Deposit 
Insurance Corporation and are not deposits or other obligations of any insured depository institution (including, Bank of America, N.A.). Investments in general and, 
derivatives, in particular, involve numerous risks, including, among others, market risk, counterparty default risk and liquidity risk. No security, financial instrument or 
derivative is suitable for all investors. In some cases, securities and other financial instruments may be difficult to value or sell and reliable information about the 
value or risks related to the security or financial instrument may be difficult to obtain. Investors should note that income from such securities and other financial 
instruments, if any, may fluctuate and that price or value of such securities and instruments may rise or fall and, in some cases, investors may lose their entire 
principal investment. Past performance is not necessarily a guide to future performance. Levels and basis for taxation may change. 

This report may contain a short-term trading idea or recommendation, which highlights a specific near-term catalyst or event impacting the company or the 
market that is anticipated to have a short-term price impact on the equity securities of the company. Short-term trading ideas and recommendations are different 
from and do not affect a stock's fundamental equity rating, which reflects both a longer term total return expectation and attractiveness for investment relative to 
other stocks within its Coverage Cluster. Short-term trading ideas and recommendations may be more or less positive than a stock's fundamental equity rating. 

BofA Merrill Lynch is aware that the implementation of the ideas expressed in this report may depend upon an investor's ability to "short" securities or other 
financial instruments and that such action may be limited by regulations prohibiting or restricting "shortselling" in many jurisdictions. Investors are urged to seek 
advice regarding the applicability of such regulations prior to executing any short idea contained in this report. 

Foreign currency rates of exchange may adversely affect the value, price or income of any security or financial instrument mentioned in this report. Investors in 
such securities and instruments, including ADRs, effectively assume currency risk. 

UK Readers: The protections provided by the U.K. regulatory regime, including the Financial Services Scheme, do not apply in general to business coordinated 
by BofA Merrill Lynch entities located outside of the United Kingdom. BofA Merrill Lynch Global Research policies relating to conflicts of interest are described at 
http://www.ml.com/media/43347.pdf. 

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related 
investments. 

MLPF&S or one of its affiliates is a regular issuer of traded financial instruments linked to securities that may have been recommended in this report. MLPF&S or 
one of its affiliates may, at any time, hold a trading position (long or short) in the securities and financial instruments discussed in this report. 

BofA Merrill Lynch, through business units other than BofA Merrill Lynch Global Research, may have issued and may in the future issue trading ideas or 
recommendations that are inconsistent with, and reach different conclusions from, the information presented in this report. Such ideas or recommendations reflect 
the different time frames, assumptions, views and analytical methods of the persons who prepared them, and BofA Merrill Lynch is under no obligation to ensure that 
such other trading ideas or recommendations are brought to the attention of any recipient of this report. 

In the event that the recipient received this report pursuant to a contract between the recipient and MLPF&S for the provision of research services for a separate 
fee, and in connection therewith MLPF&S may be deemed to be acting as an investment adviser, such status relates, if at all, solely to the person with whom 
MLPF&S has contracted directly and does not extend beyond the delivery of this report (unless otherwise agreed specifically in writing by MLPF&S). MLPF&S is and 
continues to act solely as a broker-dealer in connection with the execution of any transactions, including transactions in any securities mentioned in this report. 

Copyright and General Information regarding Research Reports: 
Copyright 2012 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. iQmethod, iQmethod 2.0, iQprofile, iQtoolkit, iQworks are service marks 

of Merrill Lynch & Co., Inc. iQanalytics®, iQcustom®, iQdatabase® are registered service marks of Merrill Lynch & Co., Inc. This research report is prepared for the 
use of BofA Merrill Lynch clients and may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written 
consent of BofA Merrill Lynch. BofA Merrill Lynch Global Research reports are distributed simultaneously to internal and client websites and other portals by BofA 
Merrill Lynch and are not publicly-available materials. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report constitutes your 
agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including any investment 
recommendations, estimates or price targets) without first obtaining expressed permission from an authorized officer of BofA Merrill Lynch. 

Materials prepared by BofA Merrill Lynch Global Research personnel are based on public information. Facts and views presented in this material have not been 
reviewed by, and may not reflect information known to, professionals in other business areas of BofA Merrill Lynch, including investment banking personnel. BofA 
Merrill Lynch has established information barriers between BofA Merrill Lynch Global Research and certain business groups. As a result, BofA Merrill Lynch does not 
disclose certain client relationships with, or compensation received from, such companies in research reports. To the extent this report discusses any legal 
proceeding or issues, it has not been prepared as nor is it intended to express any legal conclusion, opinion or advice. Investors should consult their own legal 
advisers as to issues of law relating to the subject matter of this report. BofA Merrill Lynch Global Research personnel’s knowledge of legal proceedings in which any 
BofA Merrill Lynch entity and/or its directors, officers and employees may be plaintiffs, defendants, co-defendants or co-plaintiffs with or involving companies 
mentioned in this report is based on public information. Facts and views presented in this material that relate to any such proceedings have not been reviewed by, 
discussed with, and may not reflect information known to, professionals in other business areas of BofA Merrill Lynch in connection with the legal proceedings or 
matters relevant to such proceedings. 

This report has been prepared independently of any issuer of securities mentioned herein and not in connection with any proposed offering of securities or as 
agent of any issuer of any securities. None of MLPF&S, any of its affiliates or their research analysts has any authority whatsoever to make any representation or 
warranty on behalf of the issuer(s). BofA Merrill Lynch Global Research policy prohibits research personnel from disclosing a recommendation, investment rating, or 
investment thesis for review by an issuer prior to the publication of a research report containing such rating, recommendation or investment thesis. 

Any information relating to the tax status of financial instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax 
advice. Investors are urged to seek tax advice based on their particular circumstances from an independent tax professional. 

The information herein (other than disclosure information relating to BofA Merrill Lynch and its affiliates) was obtained from various sources and we do not 
guarantee its accuracy. This report may contain links to third-party websites. BofA Merrill Lynch is not responsible for the content of any third-party website or any 
linked content contained in a third-party website. Content contained on such third-party websites is not part of this report and is not incorporated by reference into 
this report. The inclusion of a link in this report does not imply any endorsement by or any affiliation with BofA Merrill Lynch. Access to any third-party website is at 
your own risk, and you should always review the terms and privacy policies at third-party websites before submitting any personal information to them. BofA Merrill 
Lynch is not responsible for such terms and privacy policies and expressly disclaims any liability for them. 

Certain outstanding reports may contain discussions and/or investment opinions relating to securities, financial instruments and/or issuers that are no longer 
current. Always refer to the most recent research report relating to a company or issuer prior to making an investment decision. 
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In some cases, a company or issuer may be classified as Restricted or may be Under Review or Extended Review. In each case, investors should consider any 
investment opinion relating to such company or issuer (or its security and/or financial instruments) to be suspended or withdrawn and should not rely on the analyses 
and investment opinion(s) pertaining to such issuer (or its securities and/or financial instruments) nor should the analyses or opinion(s) be considered a solicitation of 
any kind. Sales persons and financial advisors affiliated with MLPF&S or any of its affiliates may not solicit purchases of securities or financial instruments that are 
Restricted or Under Review and may only solicit securities under Extended Review in accordance with firm policies. 

Neither BofA Merrill Lynch nor any officer or employee of BofA Merrill Lynch accepts any liability whatsoever for any direct, indirect or consequential damages or 
losses arising from any use of this report or its contents.    
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