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India: RBI looks into 2017, cuts more than expected

India
Repo rate cut 50bps, still looking for RBI repo rate of 6.5% by end FY 2015-16 Edward;;:;?ﬁg
RBI Governor Rajan pointed to the weaker external environment as a key reason for edward.teather@ubs.com
reducing policy rates 50bps at today's policy review (against UBS and consensus +65-6495 5965
forecasts of a 25bps cut). However, the Governor also stressed the front loaded nature Alice Fulwood
of the easing and a switch to focusing on the transmission mechanism of policy easing Associate Economist
to bank lending rates. As such a further policy rate cut in December seems unlikely but alice.fulwood@ubs.com
we do still see room for further policy rate cuts in February 2016 and during FY 2016- +65-6495 3085

17. We continue to project a repo rate at 6.5% come end FY 2015-16 and 6.0% come
end FY 2016-17, down from 6.75% after today's policy decision.

Inflation focus switches to 2017, lower UBS inflation forecasts

As expected, the Governor switched the intermediate goal for inflation to 5% CPI
inflation in March quarter 2017 from 6% in January 2016. This is consistent with the
inflation target of 4.0% in FY 2018-19. The RBI judged the inflation target for early
2016 would be met and that 5% inflation in early 2017 was achievable. We continue
to agree. Moreover, lower than we expected commodity prices lead us to reduce our
near term CPI inflation trajectory: we lower our March quarter 2016 inflation projection
from 6% to 5.5%). Our March quarter 2017 inflation projection remains 4.2%, below
the RBI's central tendency projection of 4.8%. Accordingly we project inflation of 5.0%
in FY 2015-16 and 4.6% in FY 2016-17 versus 5.3% and 5.0% previously. Our long
held view that inflation can be brought down towards 4% is predicated on i) political
priorities; i) RBI policy goals; iii) below potential growth; and iv) a subdued monetary
environment associated with balance sheet repair (see also link, link and link).

Real rate math implies room to cut next year

In the policy statement the Governor argued one year expected Treasury Bill real
interest rates of about 1.5-2.0% are appropriate for this stage of the recovery. That
was reconciled with the nominal repo rate of 6.75% by taking the RBI inflation forecast
in one year of 5.0-5.5% and a repo rate to T-Bill spread of 25bps. Because both the RBI
and ourselves expect inflation to drop below 5% in 2017, space for further policy rates
should open up on a 6-12 month view even if the 'appropriate’ real interest rate edges
higher with some improvement in real GDP growth momentum. However, we also take
note of Mr Rajan's views, reiterated in the Monetary Policy Report, that while
investment needs to be kindled it is structural reform that needs to play a leading role
and that monetary policy should not be the primary actor. Those longstanding views
combined with the comments at the press conference that policy cuts had been ‘front
loaded' and the imminent focus would be on ensuring monetary transmission lead us
to expect no further policy rate cut at the December policy review.

More structural reforms

In addition to easing policy more than expected the RBI also introduced a series of
financial sector reforms and implied more to come. Specifically the Governor seemed to
expect further regulatory moves as part of co-ordinated policies with the government
and banks to improve monetary policy transmission to lending rates. The incremental
liberalisation announced today included i) a framework for increasing foreign
participation in the bond market through March 2018; ii) a trend reduction in the
Statutory Liquidity Ratio (i.e. the required holding of government approved assets by
banks); iii) permission for Indian corporates to issue rupee '‘Masala' bonds in overseas
markets (subject to restrictions); iv) reduced restrictions on G-Sec trading; and v)
reduced documentary requirements for OTC FX hedging transactions. These are all
consistent with the general trend towards a more liberal Indian economy in recent
years. A growth positive trend we expect to continue.
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Figure 1: RBI inflation projection
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Figure 2: RBI sensitivity analysis

Scenario

Exchange rate movement RBI econometric model estimates a 10% depreciation in the rupee versus the US
dollar could lead to 20-30bps increase in headline inflation over two to four
quarters, while boosting growth (with a lag) by 10bps.

Global growth slowdown RBI assumes global real GDP growth of 3.3% in FY 2015-16. One percent lower
global growth is estimated to reduce India's real growth by 20-40bps versus
baseline. Associated fall in commodity prices could lower inflation by 10-20bps.

Food price pressures Deficient SW monsoon already in RBI forecasts. Successful supply management
could result in inflation 100bps below baseline in 2015-16. Worse than expected
crop yields could reduce growth by 30-40bps and add 100bps to CPI inflation.

Qil price uncertainties RBI assumes Brent Oil at USD 50 a barrel in H2 FY 2015-16. If oil prices settle at
USD40 a barrel instead, inflation could be 20-30bp lower in March 2016 and
growth about 10bps higher. If supply pressures push oil to USD 70 then inflation
could be 40bps higher and growth 20bp lower over same timeframe.

Boost to investment Data shows acceleration in public investment. If sustained, and private

investment crowded in, then real GDP growth could be 50bps higher than
baseline with little impact on inflation due to negative output gap.
Source: UBS, RBI

RBI expects inflation to rise into
year-end as favourable base
effects wear off. The underlying
disinflationary process the RBI
(and UBS) believes is underway in
India is then to drive inflation
lower over the subsequent year.

The RBI's inflation projection
depends on a number of
assumptions. The RBI assumes
real GVA growth of 7.3% in H2 FY
2015-16 for a full year average of
7.4%. This, the RBI believes, is
consistent with sustained excess
capacity in the Indian economy.
UBS assumes weaker growth of
7.1% and greater excess capacity
than the RBI. This table presents
the RBI's assessment of the risks
to its forecast.
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Figure 3: Now everyone believes the RBI
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Figure 4: First inflation down, then growth recovery
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In April 2015 (link) we asked
whether consensus believed the
RBI. Then the consensus for CPI
inflation was 5.7% in December
2016. Now the consensus for the
same period is 4.5%. Consensus
almost believes RBI's inflation
targeting prowess even more
than the RBI.

Near term, muted growth
(relative to expectations) and
balance sheet repair continue to
put downward pressure on
inflation. A sustained downtrend
in inflation will ultimately allow a
downshift in the yield curve. As
was the case in the early 2000s,
that should help balance sheet
repair and set the stage for a
medium term recovery in growth.
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Required Disclosures

This report has been prepared by UBS Securities Pte. Ltd., an affiliate of UBS AG. UBS AG, its subsidiaries, branches and
affiliates are referred to herein as UBS.

For information on the ways in which UBS manages conflicts and maintains independence of its research product; historical
performance information; and certain additional disclosures concerning UBS research recommendations, please visit
www.ubs.com/disclosures. The figures contained in performance charts refer to the past; past performance is not a reliable
indicator of future results. Additional information will be made available upon request. UBS Securities Co. Limited is licensed
to conduct securities investment consultancy businesses by the China Securities Regulatory Commission.

Analyst Certification: Each research analyst primarily responsible for the content of this research report, in whole or in
part, certifies that with respect to each security or issuer that the analyst covered in this report: (1) all of the views expressed
accurately reflect his or her personal views about those securities or issuers and were prepared in an independent manner,
including with respect to UBS, and (2) no part of his or her compensation was, is, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research analyst in the research report.

UBS Global Credit Strategy and Research: Rating Definitions
UBS ranks potential investment opportunities within non-government fixed income markets and sectors. Issuers
are rated on one or both criteria shown below, and specific securities may be recommended as well.

UBS Terminology Time Horizon Definition

Issuer Ratings

Credit Rating AAA, AA, A, BBB, BB, B, CCC, CC, C (+/-) Pt 12 UBS' assessment of a company's
months creditworthiness

Outlook Positive; Stable; Negative Upto6 uBs' expect_ed trend in a company's
months creditworthiness

Security Recommendations

Bond ' Outperform: Marketperform: Underperform Upto3 A corporate bond's expe;ted relative
Recommendation months performance versus a defined reference
CDS _ Buy Protection: Sell Protection Upto3 Recqmmenc_iatlon to hedge a company's
Recommendation months creditworthiness

Note: Credit Ratings (Issuer) are only used in the evaluation of Swiss corporates. Recommendations may be defined as
‘Tactical', as in Tactical Outperform or Tactical Underperform, where there is a near term catalyst(s) taken into account. The
UBS credit rating may be modified by the addition of a plus (+) or minus (-) sign where applicable to show relative standing
within the major categories.

Source: UBS

Company Disclosures

Issuer Name Credit Rating Outlook

India (Republic Of) - i
Source: UBS. Ratings in this table are the most current published ratings prior to this report.
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This document is for distribution only as may be permitted by law. It is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or
resident of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or
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This document and the Information are produced by UBS as part of its research function and are provided to you solely for general background information. UBS has no
regard to the specific investment objectives, financial situation or particular needs of any specific recipient. In no circumstances may this document or any of the
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(ii) to determine the amounts due or payable, the price or the value of any financial instrument or financial contract; or
(iii) to measure the performance of any financial instrument.

By receiving this document and the Information you will be deemed to represent and warrant to UBS that you will not use this document or any of the Information for
any of the above purposes or otherwise rely upon this document or any of the Information.

Research will initiate, update and cease coverage solely at the discretion of UBS Investment Bank Research Management. The analysis contained in this document is
based on numerous assumptions. Different assumptions could result in materially different results. The analyst(s) responsible for the preparation of this document may
interact with trading desk personnel, sales personnel and other parties for the purpose of gathering, applying and interpreting market information. UBS relies on
information barriers to control the flow of information contained in one or more areas within UBS into other areas, units, groups or affiliates of UBS. The compensation
of the analyst who prepared this document is determined exclusively by research management and senior management (not including investment banking). Analyst
compensation is not based on investment banking revenues; however, compensation may relate to the revenues of UBS Investment Bank as a whole, of which
investment banking, sales and trading are a part.

For financial instruments admitted to trading on an EU regulated market: UBS AG, its affiliates or subsidiaries (excluding UBS Securities LLC) acts as a market maker or
liquidity provider (in accordance with the interpretation of these terms in the UK) in the financial instruments of the issuer save that where the activity of liquidity
provider is carried out in accordance with the definition given to it by the laws and regulations of any other EU jurisdictions, such information is separately disclosed in
this document. For financial instruments admitted to trading on a non-EU regulated market: UBS may act as a market maker save that where this activity is carried out in
the US in accordance with the definition given to it by the relevant laws and regulations, such activity will be specifically disclosed in this document. UBS may have issued
a warrant the value of which is based on one or more of the financial instruments referred to in the document. UBS and its affiliates and employees may have long or
short positions, trade as principal and buy and sell in instruments or derivatives identified herein; such transactions or positions may be inconsistent with the opinions
expressed in this document.

United Kingdom and the rest of Europe: Except as otherwise specified herein, this material is distributed by UBS Limited to persons who are eligible counterparties
or professional clients. UBS Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority.  France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France S.A. UBS Securities France S.A. is regulated by the ACPR
(Autorité de Controle Prudentiel et de Résolution) and the Autorité des Marchés Financiers (AMF). Where an analyst of UBS Securities France S.A. has contributed to this
document, the document is also deemed to have been prepared by UBS Securities France S.A.  Germany: Prepared by UBS Limited and distributed by UBS Limited and
UBS Deutschland AG. UBS Deutschland AG is regulated by the Bundesanstalt fur Finanzdienstleistungsaufsicht (BaFin). Spain: Prepared by UBS Limited and distributed
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