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Indian Local Bonds offer attractive Yields
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In a series of articles we discuss and present invest-
ment opportunities we actively use in our building
blocks to form our absolute return portfolios. So far
we discussed “structured credit” as well as “private
debt”. In Series III we introduce you to one of our
most appealing higher beta themes: Indian local
bonds. They bear currently not only an attractive
nominal yield of 7%, but also a real yield that
exceeds 3% - much above the levels in the de-
veloped world.

Chart I: Indian real bond yield gaps up vs USD/EUR
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Most recently, the real yields (nominal 5 year gov-
ernment bond yield adjusted for inflation) in Indian
bonds have exceeded the threshold of 5%. While we
believe this elevated level will be only temporary,
we still expect continued positive real rates in the
Indian Rupee as it was the case since 2014, when
inflation started to fade. India’s attractive real rates
are a significant yield advantage as it is well exem-
plified in chart I. In a world of low nominal yields in
general and real yields of only 0% in the U.S. or
being even negative in Europe, investments in high
quality bonds in economies such as India remain
an attractive investment opportunity.

Historically, the Indian Rupee (“"INR"”) has been a
weak currency and the yield advantage of an inves-
tor was typically eaten away by a depreciating cur-
rency. With India’s paradigm shift in its mone-
tary policy in August 2016 towards an “infla-
tion-forecast targeting” model, the dynamics
for the currency have changed meaningfully to
the positive. India implemented an inflation target
of 4% for at least the next 5 years (until March 31st
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2021). This shall help increasing the macroeco-
nomic stability of the country and keep the inflation
in check. The inflation rate shall range within an up-
per tolerance level of 6% and a lower limit of 2%.
The Reserve Bank of India (“RBI”) steers via its
Monetary Policy Committee ("MPC") the implemen-
tation. This policy was set up in consultation with
Raghuram Rajan, the former Governor of the RBI.

Chart II: Inflation in structural down trend
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Chart II above does well demonstrate the early suc-
cess of the newly implemented monetary policy.

Since India’s Prime Minister Narendra Modi took
over the lead in 2014 his reform agenda was sup-
ported by strong economic fundamentals and this
has resulted in strong returns for investors. This
was especially true for Indian equities. However,
with the newly employed monetary policy and the
resulting lower inflation outlook, high quality bonds
enjoyed also strong performance.

Chart lll: Performance of our Indian bond exposure
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We initiated our first Indian bond investment in
March 2016. Chart III shows the performance of our
Indian bond portfolio, which is primarily made
of government bonds and earns at the moment
a yield of 7% p.a. with a duration of 5 years.

On July 1st, India implemented with the Goods and
Services Tax (“"GST"”) probably its most signif-
icant economic reform since decades. The GST
will transform the country’s 29 states into one single
market. This is a landmark achievement for India,
which accounts for almost a fifth of the world’s pop-
ulation (1.3 bn people). Both equity and fixed in-
come markets are beneficiaries of the longer term
effects of this new tax regime as this will lead to less
bureaucracy and higher productivity. However, in
the short term, we also expect some economic dis-
ruptions with the implementation of the GST as the
transformation process needs time to be success-
fully put through. A slightly softer economic growth
outlook (but still above 6%) leads to disinflationary
forces, which could result into lower interest rates
and give inherent support to bond prices.

While the above described economic implications
may weigh negatively on the short term prospects
for some equity investments, they bear at the same
time positive effects for Indian (government) bond
investors. Both the implementation of the GST as
well as the expected slightly lower economic activity
should help keeping inflation in check. Hence, there
is scope for stable or even decreasing interest rates,
what would lift bonds higher.

Chart IV: Indian Reserve Bank Repo Rates headed lower
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of the INR. On the contrary, the currency has even
started to level off versus the USD. The chart below
shows well the stabilization of the INR vs. the
USD since 2016.

Chart V: INR shows signs of stabilization
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At its last meeting in June, the MPC left its policy
unchanged and maintained a neutral stance. How-
ever, it has cut its CPI inflation forecast for FY18 to
an average of 3.5%. While the recent inflation
downturn may be only temporary, the real rate is
still extraordinary high with more than 3%. Should
inflation prove to be in a structural decline, this
could lead to further rate cuts over the next 12
months. The Reserve Bank Repo Rate has not yet
fully discounted such an outcome (pls see chart IV
for illustration).

The slowing inflation pressure combined with the
high real rates have stopped the devaluation path

Investment Insight | Series III

As stated before, the Indian economy is growing
with more than 6% p.a. and the implementation of
the GST may cause some sort of short term eco-
nomic softness. However, we believe that this will
be only a temporary effect. On the opposite, a high
level of bad debt in the corporate sector remains
one of the major headwinds for the Modi govern-
ment, which has otherwise managed the economy
well. This weighs also negatively on the profitability
and solidity of Indian banks (non-performing assets
reached on average a level of 6%). In this respect,
the implementation of India’s new insolvency and
bankruptcy bill that became live in 2016 (it shall re-
solve bankruptcies within 6-9 months) is a move
into the right direction. However, this needs several
years to have a meaningful positive impact.

For our investments in the Indian bond market, the
above described negative environment for the In-
dian banking sector is of little concern as we primar-
ily invest in Indian government bonds. These are
very safe investments with respect to default risk as
the Indian state is very solidly financed and it runs
low public debt. For illustration purposes, the public
debt ratio (debt/GDP) in India is 22%, what com-
pares for example favorably versus the U.S. with a
ratio of 74% or France with 96%. Hence, the largest
risk for our exposure in Indian bonds is not default,
but rather currency risk.

With 7% nominal and attractive real yields,
Indian bonds remain one of the most appeal-
ing investment themes in our global fixed in-
come portfolios. With the current moderate in-
flation outlook, the RBI could even cut its
benchmark repo rate in one of its next meet-
ings (what would lead to higher bond prices)
and the Indian Rupee is currently backed by
short term disinflationary forces and strong
medium term economic growth prospects.
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Disclaimer

This document does not constitute an offer to anyone, or
a solicitation by anyone, to make any investments in se-
curities. Such offer will only be made by means of a per-
sonal, confidential memorandum. This document is for
the intended recipient only and may not be transmitted
or distributed to third parties

Past performance is not a guide to future performance
and may not be repeated. You should remember that the
value of investments can go down as well as up and is
not guaranteed. The actual performance realized by any
given investor depends on, amongst other things, the
currency fluctuations, the investment strategy invested
into and the classes of interests subscribed for the period
during which such interests are held. Emerging markets
refer to the markets in countries that possess one or
more characteristics such as certain degrees of political
instability, relative unpredictability in financial markets
and economic growth patterns, a financial market that is
still at the development stage, or a weak economy. Re-
spective investments may carry enhanced risks and
should only be considered by sophisticated investors.

Nothing contained in this document constitutes financial,
legal, tax, investment or other advice, nor should any in-
vestment or any other decisions be made solely based on
this document. Although all information and opinions ex-
pressed in this document were obtained from sources be-
lieved to be reliable and in good faith, no representation
or warranty, express or implied, is made as to its accu-
racy or completeness and no liability is accepted for any
direct or indirect damages resulting from or arising out of
the use of this information. All information as well as any
prices indicated is subject to change without notice. Any
information on asset classes, asset allocations and in-
vestment instruments is only indicative. Before entering
into any transaction, investors should consider the suita-
bility of the transaction to their own individual circum-
stances and objectives. We strongly suggest that you
consult your independent advisors in relation to any legal,
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tax, accounting and regulatory issues before making any
investments.

This publication may contain information obtained from
third parties, including but not limited to rating agencies
such as Standard & Poor’s, Moody’s and Fitch. Reproduc-
tion and distribution of third-party content in any form is
prohibited except with the prior written permission of the
related third party. Alpinum Investment Management AG
and the third-party providers do not guarantee the accu-
racy, completeness, timeliness or availability of any in-
formation, including ratings, and will not be responsible
for any errors or omissions (negligent or otherwise), or
for the results obtained from the use of such content.
Third-party data are owned by the applicable third parties
and are provided for your internal use only. Such data
may not be reproduced or re-disseminated and may not
be used to create any financial instruments or products,
or any indices. Such data are provided without any war-
ranties of any kind.

If you have any enquiries concerning the document
please contact your Alpinum Investment Management AG
contact for further information. The document is not di-
rected to any person in any jurisdiction which is prohib-
ited by law to access such information. All information is
subject to copyright with all rights reserved. Any commu-
nication with Alpinum Investment Management AG may
be recorded.

Alpinum Investment Management AG is incorporated in
Switzerland and is FINMA licensed and regulated.

Contact Information:

Alpinum Investment Management AG
Talstrasse 82

CH-8001 Zurich

Tel: +41 43888 79 33

Fax: +41 43 888 79 31

alpinumim.com
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