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INDIA
India is one of many emerging markets hit by a flight of capital seemingly triggered by expectations of a reduction
in U.S. Federal Reserve quantitative easing.

Current Prime Minister, Manmohan
Singh, was a key participant in
1991 (then as finance minister) in
aggressively dealing with the balance
of payments crisis. Now 80 years old,
Singh has been ridiculed for policy
drift.

India Foreign Institutional Investor Outstanding Investment in Debt

Current finance minister, P.
Chidambaram, has assisted in
establishing policy to reduce the
budget deficit to 4.35% of GDP…
Source: Bloomberg

…but, with a general election to occur
by May 2014, politically unpopular
policy (and arguably necessary)
decisions have not been pursued.

India Budget Balance (% GDP)

Source: Bloomberg
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As measured by 2012 Gross
Domestic Product (in USD), India
is the world’s 10th largest economy
…but has slowed significantly
compared to both pre and post
2008-2009 credit crisis periods.

Source: Bloomberg

Source: CNN

India GDP Constant 2004-2009
Prices Y-o-Y % Change

Source: Bloomberg
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Measured in US dollars, India has
the world’s 2nd largest current
account deficit (source: U.S. Central
Intelligence Agency). The U.S.
happens to be 1st on the list.

Source: Bloomberg

When measured as a percentage of
GDP, the metric has eroded materially.

India Current Account Balance (% GDP)

India is a large importer of energy and
gold. If gold imports were excluded,
the current account deficit would be
less than 3% of GDP.

Source: Bloomberg
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The Indian Rupee has materially
depreciated relative to the US dollar…

Source: Bloomberg

…and has been the worst performing
global currency since the end of Q1
2013, excluding the Syrian Pound and
Iranian Rial:

Relative to Emerging Markets
Relative to Emerging Markets

Relative to G10

Two global currencies which have
underperformed over the same horizon:
Source: Bloomberg
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India imports more than threefourths of the crude oil it requires. A
depreciating rupee has increased its
energy costs in local currency terms
and been complicated by the fact that
the government subsidizes fuel.

[The Rupee price of a barrel of Brent Crude has spiked over 50% in
the last four months]

Source: ZeroHedge.cm

Government and the RBI have attempted the following:
On August 16th, in an effort to reduce capital flight, the introduction of limited controls on domestic capital
spooked foreign investors since the implementation of controls on foreigners became a very real possibility, despite
policy makers stating otherwise. The plan backfired.
On August 28th, the central bank said it would provide dollars directly to India’s big oil-importing firms which, in
theory, would stop them from having to sell rupees in the spot market.
A pilot project has been discussed where the RBI will direct banks to buy gold from the public. The purchased gold
would be made available to refiners. The goal of this policy would be to reduce imports and relieve pressure on the
rupee.
On Tuesday September 3rd Foreign Minister Salman Khurshid announces “India is exploring possibilities of a
rupee-based trade-payment mechanism with several countries”. In a sign of desperation, this move would aid in
stabilizing the rupee and reduce the current account deficit. India currently has a rupee-based system with Iran.
However, unlike other countries, Iran is unable to transact in US dollars or Euros.
In July, Duvvuri Subbarao, the outgoing leader of the RBI raised target short term deposit rates by 200 basis points
to help stem the depreciation of the rupee:
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…The new head of the RBI, Raghuram
Rajan, says that containing inflation
expectations is the bank’s key goal.

India RBI Bank Rate

Source: Bloomberg

The India Consumer Price Index is
elevated, currently 10.66% year-overyear…

India Consumer Price Index (YoY%)

Source: Bloomberg

… India issued their first inflation
linked bond in May 2013.
However, the reference inflation
index is not the Consumer Price
Index referenced above, but is
the Wholesale Price Index All
Commodities:

India Wholesale Price Index All Commodities

…which, when measured year
over year, is running just over half
the rate of consumer inflation.
Source: Bloomberg
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Interestingly, given significant
currency depreciation, inflation
expectations as measured by
the inflation breakeven rate
over the 10 year term have been
decreasing, not increasing (with
the caveat of limited liquidity):

Source: Bloomberg

The rate of M3growth, a broad
based measure of Money Supply,
has been declining (albeit from
very high levels) :

India Money Supply

Source: Bloomberg

The banking and corporate sector is also
under duress. On August 21st, Prime
Minister’s key economic advisor C
Rangarajan indicated banks may have to
deal with higher non performing assets
(NPAs) on account of poor economic
performance.
“Gross non-performing assets (NPAs) have
increased sharply in public sector banks
(PSBs) in the first quarter of the current
financial year as a rapidly slowing economy
is resulting in a quantum leap in bad loans.
Gross NPAs as a percentage of advances
stood at a two-and-half year high in several
leading PSBs in the April-June quarter.”
The Times of India. Aug 24, 2013

India Scheduled Commercial Banks Gross Non Performing Assets

Source: Bloomberg
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The depreciating rupee is
adversely impacting corporations
with non-rupee denominated
debt:

Source: Credit Suisse

In term interest rate markets,
the 2-year yield has increased
sharply…

Source: Bloomberg

…especially when measured
relative to the U.S. 2-year note
(India 2-year- U.S. 2-year
Spread):

Source: Bloomberg
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India 10-year rates are also
higher…

Source: Bloomberg

…but as a surprise to many,
have outperformed 10-year U.S.
Treasuries relative to spread levels
seen during 2011, 2012, and in
early 2013:

Source: Bloomberg
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The term structure of interest
rates in India has steepened, when
measured by 10-year relative to
2-year bonds…

….as another obvious point of
interest, the 2s to 10s segment
of the India curve has been
inverted to varying degrees
since the credit crisis of 2008.
This segment of the curve
steepened of the significant
currency depreciation to date.
Source: Bloomberg

This document includes information concerning financial markets that was developed at a particular point in time. This
information is subject to change at any time, without notice, and without update. This commentary may also include forward
looking statements concerning anticipated results, circumstances, and expectations regarding future events. Forward-looking
statements require assumptions to be made and are, therefore, subject to inherent risks and uncertainties. There is significant
risk that predictions and other forward looking statements will not prove to be accurate. Investing involves risk. Equity markets
are volatile and will increase and decrease in response to economic political, regulatory and other developments. The risks
and potential rewards are usually greater for small companies and companies located in emerging markets. Bond markets
and fixed-income securities are sensitive to interest rate movements. Inflation, credit and default risks are all associated with
fixed income securities. Diversification may not protect against market risk and loss of principal may result. Index returns are
for information purposes only and do not represent actual strategy or fund performance. Index performance returns do not
reflect the impact of management fees, transactions costs or expenses. This information is provided for educational purposes
only. Certain information contained in this document has been obtained from sources which Guardian believes to be reliable,
however we cannot guarantee its accuracy. For further information on Guardian Capital LP, please visit www.guardiancapitallp.
com
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