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The trailer: the view from the ground
 “Envisage India’s unfolding macro story as a typical Bollywood plot  

– an extravaganza with elements of action, challenge, hope and drama…  

a happy ending will be revealed if the much needed infrastructure  

is undertaken.”

International financial markets renewed their interest in India after Narendra Modi 

came to power in May 2014. Mr Modi’s reformist and pro-business mandate 

described by many as “god-sent”, raised hopes that India would begin to break 

free from decades of institutional sclerosis. The stock market rallied on these 

expectations, while key macro indicators also started to improve.

As the so-called “unorganised” economy (also called the “mom-and-pop” 

economy) accounts for more than 75% of activity in India, it is extremely difficult 

to obtain robust macro-economic data that provide a reliable picture of broader 

economic health or prevailing trends. In order to help our assessment of the  

current situation, we conducted on-the-ground research in India. During our 

visit, we met high-level executives of state and private sector banks, senior 

management from economic bellwether companies, bureaucrats, policy experts, 

a rating agency and strategists. This provided us with an excellent balance of 

micro and macro perspectives.

The critical determinant on whether medium-term growth will live up  

to expectations is infrastructure investment. Insufficient infrastructure  

and administrative hindrance are key reasons behind why India  

has been unable to capitalise on its huge economic potential.  
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Is India bound for a Bollywood-style  
happy ending, thanks to infrastructure?
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Institutional inefficiency, complex regulation, corruption and, ironically,  

a democratic system, have led to under-investment in infrastructure.  

The government will play a crucial role in kick-starting the investment cycle, 

thereby “crowding in” capital spending via private partnerships. So far, the 

Modi-led government has shown it understands what is needed, and has shown 

some determination in pushing for the necessary reforms, as reflected in the 

recent Budget. Later in this commentary, we will highlight the challenges and key 

policies that are critical to a revival in capital expenditure (capex).

Our view is that in the short term, economic growth will be constrained by 

the legacy of inefficiency in the system: investment is still depressed, credit 

growth remains sluggish and demand has not really picked up. However, there 

are strong hopes that India will be able to break free from these historical 

constraints, with collective wisdom suggesting that the economy will regain 

traction further ahead. While the executives we met were brutally honest 

about being bearish on the short-term outlook for the economy and corporate 

earnings, they are consensually very optimistic over the medium-term.  

Given the positive changes announced since Mr Modi took office less than a 

year ago, they are confident roadblocks to growth will eventually begin to clear. 

In relation to this, we will focus on some visible progress already brought about 

by Mr Modi, and also on potential reforms going forward.

Envisage India’s unfolding macro story as a typical Bollywood plot  

– an extravaganza with elements of action, challenge, hope and drama.  

Realising India’s potential and implementing reforms will take time, but a  

happy ending will be revealed if the much needed infrastructure and removal of 

impediments are undertaken, enabling more self-sustaining and inter-connected 

growth to develop within the economy.
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Setting the macro scene:  
focus on infrastructure

In India, infrastructure improvements have been out of sync with wider economic 

developments. As a result, it has been unable to capitalise fully on favourable 

demographics and latent demand, due to a lack of supply-side response. In order 

to assess whether the government is beginning to administer the right remedies, 

it is important to understand why infrastructure projects have historically proven 

unattractive or unviable.

Firstly, it is a complicated and difficult process to acquire land for industrial use.  

Acquisitions of land by industrialists are often met by social and environmental 

protests, and public hearings are often involved. A prominent example has been 

the construction of India’s largest hydropower plant, Dibang. The project was 

rejected twice following its initial proposal in 2006, due to environmental 

concerns1. Although it was eventually given the green light in September 2014, 

under direct pressure from Mr Modi himself, it highlights the challenges of 

infrastructure investment. Even if land is secured for development, using the 

established democratic system, a lengthy series of court cases and protests  

may arise during the implementation stage. Given the requirement for upfront 

capital, this creates significant investment risks should the project be  

suspended or abandoned. As a result, the private sector is very reluctant to 

participate in infrastructure projects, leaving mostly state banks to fill the gap  

in capital provision.  

Corporate India awaits a pickup in infrastructure

Such regulatory rigidities have hindered construction of power plants, roads and 

factories, leading to significant supply-side bottlenecks. As demand growth has 

not been met by supply, inflation and corruption have resulted. At the same time, 

the fiscal deficit has worsened and non-performing loans have built up in the  

state banks. 

Companies are discouraged from investing because poor infrastructure acts as 

a significant constraint on product distribution. The CEO of one of the largest 

consumer goods companies told us “we know there is demand in the rural 

areas, but there are no roads for our trucks to reach them.” In short, India 

needs to provide robust infrastructure – more roads, railways, bridges, better 

electricity distribution etc. – to incentivise companies to start investing. So far 

the investment cycle has not picked up, as corporate India is still at the stage of 

watching and waiting, albeit with some optimism.

1 Source: http://www.indianexpress.com

Key points

In the short-term, economic growth will  

be constrained by weak investment and 

credit growth.

On the positive side, the slump in the  

oil price is a significant tailwind to  

India’s economy.

Regulatory rigidities have hindered 

infrastructure development, leading to 

significant supply-side bottlenecks.

The medium to longer-term growth  

hinges on whether the investment cycle  

can be restarted. We think this should 

eventually prove achievable, but patience 

will be needed.
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With a lack of investment, supply-side constraints mean consumption, 

productivity and profitability did not live up to their full potential. In particular, 

consumption growth has been weak in the past few years as high inflation 

has eroded real purchasing power. Interest rates faced by smaller companies 

remain very high (around 16–18%), undermining their profitability and investment 

appetite. In addition, exports have come under pressure from international 

developments. For instance, steel exports were heavily affected by Russian 

competition due to the sharp depreciation of the rouble. Meanwhile, slowing 

Chinese demand for cotton has caused prices to fall below the minimum 

support levels, affecting the income of farmers.

Slump in oil price as a tailwind

More recently, and positively, the slump in the oil price has been a significant 

help to India’s economy. Inflation has come down sharply, enabling the Reserve 

Bank of India to cut interest rates. The fall in prices of imported commodities 

such as oil and the temporary restrictions on gold imports, have dramatically 

improved India’s current account deficit, to just 1.3% of GDP from a peak of 

5.4% in mid-2013. The government budget deficit has also started improving 

thanks to lower fuel subsidies and higher excise duty for diesel. The fall in petrol 

prices has been felt almost immediately by consumers, giving a huge boost 

to disposable incomes. Even so, continuing supply-side constraints will offset 

much of the benefit from lower oil prices, and India’s economy is likely to see 

only a modest recovery over the next 12–18 months. The medium to longer-term 

growth is heavily dependent on whether the investment cycle can be restarted. 

Given that Mr Modi’s government has the strongest mandate of any over the 

past three decades and given greater optimism within corporate India, we think 

this should eventually prove achievable, but patience will be needed. We discuss 

the challenges and critical policies for capex revival in subsequent sections.
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The leading and supporting characters: 
Narendra Modi and Raghuram Rajan

Prime Minister Narendra Modi – a true economic reformist

To put India’s reform potential into context, it is important to understand 

the man in the driving seat. Narendra Modi is highly respected in both the 

domestic and international circles. Mr Modi has a clear reformist mind-set and 

has unquestioned political authority within his political party. His pro-growth, 

pro-business and reformist mandate has widespread appeal: to the younger 

generation which seeks change; to the lower-income group which is trying to lift 

itself out of poverty; and to businesses who are awaiting reforms to kick-start 

their investment. 

A small but highly influential sample of people we met in India cannot speak 

highly enough of Mr Modi. However, they all agreed that too many expectations 

have been placed on the Prime Minister to deliver instant reforms to counter 

decades of deep-rooted institutional inefficiency, which is unrealistic. Instead 

of criticising Mr Modi for not yet delivering the promised reforms, which the 

media focuses on, the people we spoke to all agreed that patience is needed 

and expressed a great degree of confidence in the future. They all spoke of how 

progress has been made in terms of project approval processes, incentivising 

productive use of resources, addressing corruption and promoting a pro-

business environment. Simply put, Mr Modi is proving to be a “man of action”, 

which is a breath of fresh air given years of failed promises from previous Indian 

policymakers. With great power comes great expectation: expectations on  

Mr Modi remain high, albeit gradually adjusting to more realistic levels.

Key points

Narendra Modi’s pro-growth, pro-business 

and reformist mandate is widely acclaimed.

Mr Modi is proving to be a “man of action”, 

which is a breath of fresh air given  

years of failed promises from previous  

Indian policymakers.

However, too many expectations have 

been placed on Mr Modi to deliver instant 

reforms to counter decades of deep-rooted 

institutional inefficiency.

Raghuram Rajan has boosted confidence  

in the Reserve Bank of India’s monetary 

policy and restored credibility in relation  

to fighting inflation.

Corruption

One deep-rooted concern, and source of 

foreign scepticism, in relation to India is 

corruption, which is an area that Mr Modi 

has vowed to fight. We attempted to 

gauge the opinion of corporate executives 

on the matter, given their interaction with 

high-level officials. The response was that 

while lower-level transactional corruption 

is still common, high-level corruption has 

diminished significantly. Indeed, there 

was a recent high-profile crackdown 

on corruption involving some of India’s 

biggest oil companies. So far, at least 

12 people have been arrested over the 

alleged leaking of classified documents 

relating to sensitive decisions from India’s 

oil ministry2. This “anti-corruption” stance 

adopted by Mr Modi has clearly hit both 

officials and the business community. 

Procedural reforms that make it easier for 

citizens to access government services, 

simplification of the bureaucracy and 

increasing transparency through more 

e-governance initiatives will help tackle 

lower level transactional corruption 

better. The corporate executives we met 

acknowledged that tackling corruption 

takes time and expressed confidence in 

the medium-term outlook.
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Benefit of the doubt

The frustrating experience of India’s failure to deliver in the past has caused 

considerable scepticism, particularly amongst foreign investors, on the credibility 

of current reforms. While there is always risk of a loss of momentum in reform, 

because of political obstacles, Mr Modi should continue to be given the benefit 

of the doubt.

Given Mr Modi is in such a pivotal role in relation to India’s reform, we raised 

a concern about the ramifications of the recent defeat of the Bharatiya Janata 

Party (BJP) in the Delhi state elections. Instead of heightening concern, many 

executives regarded this as a positive development and a wake-up call for the 

BJP, as the newly-elected party, Aam Aadmi Party (AAP), has an even stronger 

pro-reform and anti-corruption mandate. This sends a very strong signal to  

the voice of the people and the BJP must not slip back on reform if it is to stay 

in power.

Reserve Bank of India (RBI) Governor, Raghuram Rajan – an ‘Oscar’ for the 

best supporting actor

Raghuram Rajan is very highly regarded in both corporate India and financial 

markets. His curriculum vitae speaks volumes: he was chief economic adviser to 

India’s Ministry of Finance in 2012, chief economist at the International Monetary 

Fund from 2003 to 2007 and received a PhD in Management from MIT.  

Since Mr Rajan took office in September 2013, he has boosted confidence 

in RBI’s monetary policy, restored credibility in relation to fighting inflation and 

thereby has helped stabilised the Indian rupee. Maintaining stable inflation, 

positive real interest rates and a stable currency are powerful aids to facilitating 

India’s reform agenda. 

Direct subsidy transfer scheme

Another successful example of reform 

has been the introduction of a direct 

cash transfer scheme for the fuel 

subsidy, which is the largest direct 

subsidy scheme in the world. It has 

numerous benefits: it reduces pricing 

distortions, reduces misuses of welfare 

benefits and, perhaps most importantly, 

facilitates financial inclusion for the mass 

population. As of January 2015, as many 

as 115 million bank accounts have been 

opened under the scheme, exceeding 

the 100 million target4.

Relatively stable INR despite recent uptick in US treasury yield
Indian Rupee Spot vs US 10 year treasury yield

Source: Bloomberg.
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Mr Modi should be given credit for pushing 

through meaningful reform within a short 

period. One visible attempt to speed 

up project approval and streamline the 

government’s administrative process has 

been to bring it online. The government 

introduced online environmental 

clearances for industrial and infrastructure 

projects, within two months of Mr Modi 

taking office. The electronic process 

will ensure a clear audit trail, improve 

transparency and shorten the time 

lag between each stage of approval. 

Impressively, in his first 100 days in office, 

environment minister Prakash Javadekar 

reportedly cleared 240 of 325 projects 

that had been in limbo3, apparently aided 

by direct pressure from Mr Modi himself. 

In February this year, the government 

launched an e-biz portal which 

amalgamates 14 regulatory permissions 

into one source, broadening the initiative. 

Coal mine auctions

One widely-cited case of incentivising 

productive use of resources is coal mine 

auctions. Historically, coal mine licenses 

had been handed out without competitive 

bidding, resulting in a huge loss of 

potential fiscal revenues and leaving 

companies with little financial incentive 

to make productive use of coal reserves. 

Now, India is putting up mining licenses 

for auction after the country’s Supreme 

Court cancelled 204 coal licenses issued 

since 19935. This is regarded as a 

significant move by Mr Modi to fix India’s 

unproductive coal sector.

3 Source: http://www.hindustantimes.com

4  Source: http://www.rediff.com

5 Source: http://www.ndtv.com
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The suspense…and a happy ending?  
A long and winding road to reform

Reluctance and inability to lend

We have emphasised that spending on infrastructure is the key to reviving the 

capex cycle and helping unlock India’s massive growth potential. We believe 

infrastructure investment can only be restarted by the government, for two major 

reasons. Firstly, domestic and foreign private capital is reluctant to participate in 

infrastructure investment because of unattractive margins and daunting project 

approval processes. This is the key structural/regulatory issue which needs to be 

addressed by the government. Secondly, because the private sector refrained 

from providing credit to infrastructure projects, public sector banks filled the 

financing void. However, the difficult backdrop to infrastructure investment led 

to persistent asset quality concerns in relation to public sector banks, with 

rising non-performing assets (NPAs) and restructured assets. In the Budget, the 

proposed recapitalisation of public sector banks amounting to INR 95.55 billion 

is inadequate given the INR 500 billion Tier 1 capital requirement. In short, public 

sector banks face significant balance sheet problems which restrict their ability 

to lend. Overall, weak economic growth and higher NPA levels have kept public 

sector banks from providing new credit for infrastructure projects.

The “visible hand”

With a lack of lending appetite amongst both private and public sector banks, 

India needs a “visible hand” – i.e. the government – to step in. It needs to 

construct three key pillars to reignite the investment cycle: a credible regulatory 

framework, targeted fiscal spending and the underwriting of implementation 

risks in the Public-Private Partnership (PPP) model. In our view, the most 

important of the three pillars is a robust and credible regulatory framework for 

securing land for infrastructure development. 

Land Acquisition Amendment Bill

To remove key hurdles in acquiring land for projects, the government passed an 

emergency ordinance in December 2014 to remove the mandatory 80% consent 

clause and also the Social Impact Assessment (SIA) required for certain types of 

infrastructure projects associated with the 2013 Land Acquisition Act. While it 

signals good intent and is a sensible step, the emergency ordinance is only  

short-term in nature, providing little credibility given the long-term nature of 

infrastructure projects.

Key points

Private sector is reluctant to participate 

in infrastructure projects because of the 

unattractive reward, leaving mostly state 

banks to fill the gap in capital provision. 

State banks are faced with balance  

sheet issues which deter lending to 

infrastructure projects.

The government will play a crucial role to 

kick start the investment cycle, thereby 

“crowding-in” private partnership.

A credible regulatory framework, targeted 

fiscal spending and the underwriting of 

implementation risks in the Public-Private 

Partnership (PPP) model are key pillars to 

revive the investment cycle.

The passage of the Land and Acquisition 

Amendment Bill will be a game changer, 

but it faces tremendous resistance from the 

opposition party.

India commercial credit to commercial sector 

Source: Bloomberg.
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The Land Acquisition Amendment Bill needs to be passed by both Lower 

and Upper Houses in the parliament for it to be permanent and provide 

clarity to investors. However, the bill faces tremendous resistance from the 

opposition party. As the BJP does not control the Upper House, it is highly 

unlikely that the bill will be passed by both Houses. One resolution is that 

the government could convene a joint session of parliament, in which the 

BJP would have a majority to pass the Bill. Note that such a joint session 

has only been used three times in 67 years since independence and will cost 

considerable political capital. However, as the implications of not passing 

the Land Acquisition Amendment Bill are considerable, a joint session of 

parliament looks a distinct possibility to resolve this irreconcilable difference.

The fiscal boost

With a lack of private sector capital, the government needs to set aside 

money for higher spending on infrastructure. Very positively, there was a clear 

thrust in this direction in the Budget. Aside from a 25% increase in funds for 

public capital expenditure, the Budget outlined a series of proposals including 

setting up of a National Investment and Infrastructure Fund as well as tax-free 

infrastructure bonds. Given the pressing need for increasing public investment, 

the government has relaxed the fiscal deficit target marginally (from 3.6% 

to 3.9% of GDP in 2015/16). The market is likely to be more tolerant of this 

deviation if funds are used in areas such as investment.

Following the Budget, individual states are going to be allocated an increased 

share of taxes collected from 32% to 42% from the central government.  

There will also be a decentralisation of fiscal autonomy. An important boost 

to finances in some states is the revenue generated from coal mine auctions. 

Hence in the near-term, the states are going to be sitting on substantial cash 

as well as having a higher fiscal allocation. The competition that exists between 

states, fiscal autonomy and capacity to spend means they are expected to play 

a more important role in investment. Critically, the states will need to spend the 

funds effectively.

Risk sharing

In order to regain investors’ interest and restore confidence in infrastructure 

projects, the government needs to assume responsibility for or minimise 

implementation risks. On that, the Budget demonstrates the government’s 

understanding of this need: for so-called “Ultra Mega Power Projects”, an area 

where serious investment in electricity distribution is needed, all land, linkage 

and environmental approvals are granted simultaneously, reducing delays to 

project completion. This practice will be extended to cover all infrastructure 

projects in due course. The Budget also includes the establishment of the 

National Infrastructure and Investment Fund, which has been designed to ensure 

the government takes on its share of risk. This will be capitalised with equity 

from the government, debt funding from international funds and surplus cash 

from public sector enterprises.

If the government can implement the three pillars above, there is a greater 

likelihood that it will succeed in “crowding-in” private sector participation 

in infrastructure projects. In particular, the passage of the Land Acquisition 

Amendment Bill would be a game changer for corporate sentiment. It will be 

a long and winding road for these to come to fruition, but the government has 

done the right thing so far, and the economic potential that can be unlocked in 

the medium term is tremendous.

Asset quality in the Indian banking sector

Source: BofAML.
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The review: investment implications

From our on-the-ground findings and macro analysis, we are cautious with regard 

to near-term growth prospects for India, due to supply-side constraints and legacy 

stress on the economy. However, we are optimistic on a three-to-five-year horizon 

on the basis that these issues will gradually be resolved thanks to reform progress.

Equities

Indian equities have rallied both prior to and after Mr Modi’s landslide victory 

in May 2014. The view of some company executives is that equity valuations 

are ahead of current economic reality. Indeed, corporate earnings remain 

disappointing and consensus earnings expectations continue to be trimmed. It 

is evident that the rally has so far been driven as much by the hope of reform as 

by existing fundamentals. Hence, the market must be considered vulnerable to 

disappointment on the progress of the reform agenda.

The key risk is reform fatigue or failure which is structural in nature.  

As discussed, while Mr Modi has shown consistency and some initial success in 

pushing for reforms, the technical challenge on passing key bills in the  

Upper House remains a key obstacle. While a joint session of the parliament 

can be convened on a one-off basis, it cannot be done as a regular manoeuvre. 

Despite the periodic shuffling of members in the Upper House, Mr Modi’s 

government is unlikely to gain a majority there until 2018, so passing bills during 

the remainder of his term will remain problematic. While Mr Modi can maintain 

reform momentum via the ordinance route, this is only a short-term solution and 

therefore will lack credibility in the judgement of long-term investors. We expect 

uncertainties around these parliamentary developments to keep equities volatile 

in the near-term.

While near-term adjustment from elevated valuations cannot be ruled out, we 

believe the risk of a more substantial setback is limited. Although expectations 

may have run ahead, near-term downside risks to the economy have reduced. 

In part this is due to the slump in oil prices, which is a big and immediate benefit 

to consumers, companies and the government. Also, corporates will start to 

feel a more visible effect from the fall in commodity prices more generally, as the 

benefit comes through to contracts and input costs. Companies’ profit margins 

will also gain from interest rate cuts made by the Reserve Bank of India and the 

25% cut in corporate tax outlined in the Budget, which will come through over  

the next four years. 

Key points

We are cautious on the near-term 

performance of Indian equities due to 

the divergence between valuation and 

fundamentals.

We see potential in the medium to  

long-term if supply-side reform materialises. 

We are cautiously optimistic on the  

desired outcome.

The Budget should be viewed positively 

in the medium-term by the market as it 

strengthens the platform on which India is 

being rebuilt. The key risk is reform fatigue 

or failure.

The Indian fixed income market is an 

interesting area with a favourable monetary 

backdrop, lower inflation risk premium and 

supportive technicals, against the backdrop 

of a stable currency.

Source: Bloomberg.
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As emphasised throughout this article, India’s medium growth potential is 

dependent on infrastructure. Equally, whether upward momentum in the Indian 

equity market can be maintained is contingent on how the capex situation 

unfolds. We are cautiously optimistic that the desired outcome will be achieved 

but patience is clearly needed. This benign assessment is based on the 

maintenance of favourable fiscal and monetary policy support, optimism from 

corporate India over the medium-term outlook, and the apparently increased 

level of policy urgency. 

The positive medium-term investment case, contingent on the revival of 

capex, is also based on a number of thematic factors. India enjoys favourable 

demographics with a falling age dependency ratio (that is, dependents as a 

percentage of the working population) and increasing labour supply. This makes 

India stand out within emerging markets, especially when compared to China’s 

deteriorating demographics. If supply-side reforms succeed, potential growth 

will be boosted both by increased productivity and rising labour supply. As a 

simple rule of thumb, stock market returns tend to reflect a country’s economic 

potential over the long term.

Arguably, India has some of the easier quick-wins amongst countries that are 

undergoing reform. While China needs to shift away from an investment-led 

growth model, India’s aims are exactly the opposite. As some countries seek 

export-driven growth through currency depreciation, India can focus on its 

massive domestic potential, as penetration rates are very low in many areas. 

In our meetings with the biggest automakers and ceramics producers in India, 

their executives pointed out that working on domestic penetration is the main 

near-term objective and they are not actively looking to promote export growth. 

Ironically, over the past few years of challenging economic conditions, Indian 

companies across a variety of sectors have cut down capex aggressively.  

From a business cycle perspective, capex is in a trough. As a result, the 

replacement cycle should ensure there is a natural rebound in spending, 

following which we would hope to see a more prolonged upswing. Against 

the new normal backdrop of lower demand from developed markets and a 

more competitive export environment, countries like India that can establish a 

domestic investment-driven model look far better placed.

It is worth highlighting that aside from the Land Acquisition Amendment Bill, 

the Goods and Services Tax (GST) reform is another possible game changer in 

relation to the capex revival. Under the current GST system, states have varying 

tax rates, and movement of goods between states is subject to excise duty.  

This creates huge inefficiencies, including: long queues of trucks at the 

state border waiting for customs to clear; the loss of economies of scale 

as companies structure production locations in order to avoid inter-state 

transaction taxes; and pricing distortion as a result of multiple layers of taxation. 

GST reform will be “revolutionary”; streamlining tax collection on a national basis 

and reducing loopholes that result in non-compliance should ultimately result 

in a lower average indirect tax rate. While the targeted implementation date of 

GST is April 2016, technical challenges, such as compensation to certain states 

for revenue losses, remain a hurdle. Having said that, positive news and clarity 

pertaining to GST reform could help rejuvenate capex spending and hence 

would be well-received by financial markets.

Fixed income

The Indian fixed-income market is potentially an interesting area for investors  

in both the short and medium-term. The sharp fall in inflation and a fiscally 

responsible Budget may provide capacity for the RBI to sanction further  
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monetary easing. It is worth noting, however, that the easing cycle is highly 

dependent on external developments such as oil prices and food prices. 

Moreover, in the near-term, supply-side rigidities mean India remains prone to 

high inflation. We also expect the RBI to exercise more caution with respect to 

the potential rate hike by the Federal Reserve. Hence, the RBI is unlikely to risk 

cutting interest rates too aggressively. Near term, the goal of maintaining a 

positive real rate suggests there is scope for 50–75 basis points of further rate cuts. 

Importantly, Mr Modi has acknowledged the necessity to contain inflation by 

setting up a specific inflation targeting framework, as announced in the Budget. 

Such a measure is likely to promote a decline in inflation volatility and reduce 

the inflation risk premium in the Indian bond market. On the basis that the 

new policy framework is expected to succeed and presuming there are further 

interest rate cuts by the RBI, long-term government bonds look attractive. 

Indeed, bond valuations do not look as stretched as equities, as the 10-year 

government yield is currently around its 10-year average. Taking a broader view, 

Indian fixed income is especially attractive in the context of the negative real 

yields in many developed markets. Conversely, Indian real rates remain high and 

support for bonds should be provided by the significant improvement in current 

account balance and the potential for fiscal consolidation.

Corporate refinancing requirements may also help generate interest in the debt 

market. Despite benchmark interest rates being lowered, banks are reluctant 

to reset interest on corporate loans because of the potential hit to net present 

value (NPV). Therefore, corporates may be incentivised to rely more on the bond 

market for refinancing. The Budget’s proposal for a composite cap on foreign 

portfolio investment (FPI) and foreign direct investment (FDI), as well as the 

extension of concessionary income tax rates on debt securities for foreigners 

may create more headroom for portfolio inflows.

Currency

The Indian rupee is likely to remain stable or mildly depreciate versus the US 

dollar. The RBI has demonstrated an aversion to rupee appreciation, which 

previously resulted in the accumulation of record high levels of US dollar 

reserves. Overall, the RBI has some credibility with regard to maintaining a 

relatively stable currency.

To conclude, we are cautious on the near-term performance of Indian equities 

due to the divergence between valuation and fundamentals, while seeing 

potential in the medium to long-term if supply-side reform materialises.  

The Indian fixed income market is an interesting area with a favourable monetary 

backdrop, lower inflation risk premium and supportive technicals, against the 

backdrop of a stable currency. However, caution is needed when compared to 

investing in developed markets due to the inherently higher risks associated with 

investing in emerging markets.

India 10-year government bond yield

Source: Datastream.
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Extras: outtakes and anecdotes

“ Passing the GST Bill will send a strong signal on reform progress…  

From the recent pickup in progress after years in limbo, I am confident  

that the reform bill will be passed.”

Customs and Goods & Services Tax (GST) expert

“ Things are definitely improving at a central level… approval process are  

faster and clearer… the government cannot afford a stall in reform.”

Former Cabinet Secretary

“ The government will recapitalise state banks which perform better…  

smaller and uncompetitive state banks will be forced to consolidate.” 

C-level executive from a leading public sector bank

“ Rajan has brought back financial savings with positive real interest rates...  

the pace of recovery will be slow but more sustainable.”

C-level executive from a leading private sector bank

“ India has such low financial penetration that we do not need to do riskier things 

to grow the market… there is huge potential.”

C-level executive from a leading private sector bank 

“ Asset quality in the retail sector is stable, but there is still plenty of stress in the 

wholesale sector… we need to keep a close eye [on this] within the coming year.”

C-level executive from a leading financial services company 

“ The Insurance Act has not been revised since 1938… the government has 

talked about raising foreign investment in insurance since 2006, but we need  

to see real changes.”

C-level executive from a leading insurance services provider 

“ Decision-making is structured to take a lot of time in India… if reforms cannot be 

pushed through, we will need to reassess [whether] India’s growth potential can 

be achieved.”

C-level executive from a leading infrastructure finance company 

“ Industries did not actively provide comments on GST, as no one takes it 

seriously before…but the mood has changed.”

C-level executive from a leading construction material company 
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