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India – sovereign debt upgrade reinforces the quality story
India may have taken a knock recently as a result of a number of awkward policy moves, but we think its quality shines through
and we are not alone. Yet many investors will miss out on the potential this growing and strengthening economy offers if they focus
on traditional investment approaches.

A welcome upgrade
The recent upgrades of India’s local and foreign government
debt by rating agency Moody’s have provided some welcome
daylight between the nation’s credit rating and the high yield
(junk bond) threshold.
India’s first rating upgrade by Moody’s for 14 years, the increase
from Baa2 to Baa3 signalled a timely nod of approval towards
Prime Minister Modi’s institutional reforms and their positive long
term impact on the nation’s already strong fundamental profile.

Resilient in the face of home-grown challenges
On the back of the government’s somewhat controversial drive
last year to withdraw all high-value currency notes from circulation
(‘demonetisation’), along with the implementation of a national
goods and services tax (GST), India has seen a steady decline
in annual GDP growth levels over the past 18 months. Growth
fell from 9.1% in Q1 2016 to 5.7% in Q2 2017 as the reforms
negatively impacted economic activity. Despite this, the easing
of monetary policy by the Reserve Bank of India (RBI) has helped
to stabilise macroeconomic conditions, with inflation floating
around a sustainable 2-4% level over the last 12 months. And
with the IMF forecasting India to be the largest BRIC and ASEAN
growth nation (excluding Myanmar) in 2018, it would appear
as though the economy has weathered the temporary hit from
the controversial policies, emerging on the other side with a
more shock-absorbent structure. Indeed, Moody’s press release
cited the positive long-term growth outlook resulting from the
structural policy changes as a key driver for the rating upgrade,
whilst acknowledging the recent slowdown was a side effect of
the clunky initial implementation.

A strengthening governing party
The upgrade brings an additional benefit to the Modi government,
as it is likely to provide a boost the party in the upcoming polls
in Modi’s home state next month and create positive momentum
ahead of a national vote in 2019. It is possible that in strengthening

the government’s position, the upgrade could provide a multiplier
effect of sorts in terms of stability, consistent fiscal policies and
solidified fundamentals.

Risk factors to consider
It is, however, important to provide context. An improvement in
India’s debt position is greatly reliant on a number of factors, the
most obvious being the continued success of the fiscal reforms.
The government’s initiative to combat the nation’s non-performing
loans problem by recapitalising banks to the tune of USD 32 billion
was warmly received by credit agencies and economists alike and
was long over-due. However, this will further increase debt levels
in the short term, and if benefits fail to translate into increased
demand on the ground level, the outlook may well shift in the
opposite direction.
Secondly, and perhaps more importantly, the rally in oil prices could
scupper the Central Bank’s plans for further rate cuts. And if the oil
price increase persists, inflationary pressures will take their toll on
India’s energy-dependent manufacturing sector, particularly if export
data fails to pick up to compensate.
Furthermore, the upgrade is yet to be matched by Moody’s peers,
S&P and Fitch, as they are likely awaiting news from the upcoming
fiscal budget next year. Both agencies have cited weak fiscal
balance sheets as the key stumbling block for any potential upgrade.

Credit where it’s due
We believe the move by Moody’s was justified and deserved.
As Figure 1 shows, India’s gross debt to GDP figures have been
steadily declining for the past decade to much more sustainable
levels than seen previously. With the IMF forecasting 7.4% GDP
growth in 2018, in conjunction with the effects that new reforms
should have in terms of reducing the likelihood of a sharp increase
in debt, in our view, India seems well placed to further improve this
metric in the coming years.
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Figure 1 – Gross debt-to GDP of India since 2003
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Source: Bloomberg, IMF World Economic Outlook October 2017.

The importance of a fundamental-based
investment approach

to ascertain where quality lies as opposed to the leverage-rewarding
embedded in the traditional market cap approach.

When it comes to portfolio construction in emerging markets
space, India’s case underlines the importance of a rigorous
country-by-country fundamental analysis of emerging markets

Figure 2 shows the country allocation of LOIM’s fundamentallydriven emerging market local currency index against the relevant
market cap index.

Figure 2 – Country allocations of the LOIM Emerging local currency bond strategy compared to the traditional
market-cap benchmark
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Source: LOIM, JPM. For illustrative purposes only. November 2017.
Holdings and/or allocations are subject to change.

Our fundamental-based approach to portfolio construction results
in an allocation of 10% to India. Conversely, as access to local
bonds is subject to government auction, the Indian market is not
eligible for traditional market-cap indices. We believe that India
merits a significant allocation in a quality-based emerging market

debt portfolio and should be a core holding that is well suited to
today’s fractured liquidity environment.
Best regards,
Leslie Sita
Client Portfolio Manager
Jamie Salt
Graduate Analyst
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IMPORTANT INFORMATION
For professional investor use only.
This document is issued by Lombard Odier Asset Management (Europe) Limited, authorised and
regulated by the Financial Conduct Authority (the “FCA”), and entered on the FCA register with
registration number 515393
Lombard Odier Investment Managers (“LOIM”) is a trade name.
This document is provided for informational purposes only and does not constitute an offer or
a recommendation to purchase or sell any security or service. It is not intended for distribution,
publication, or use in any jurisdiction where such distribution, publication, or use would be unlawful.
This document does not contain personalized recommendations or advice and is not intended to
substitute any professional advice on investment in financial products. Before entering into any
transaction, an investor should consider carefully the suitability of a transaction to his/her particular
circumstances and, where necessary, obtain independent professional advice in respect of risks, as
well as any legal, regulatory, credit, tax, and accounting consequences. This document is the
property of LOIM and is addressed to its recipients exclusively for their personal use. It may not be
reproduced (in whole or in part), transmitted, modified, or used for any other purpose without the
prior written permission of LOIM. The contents of this document are intended for persons who are
sophisticated investment professionals and who are either authorised or regulated to operate in the
financial markets or persons who have been vetted by LOIM as having the expertise, experience and
knowledge of the investment matters set out in this document and in respect of whom LOIM has
received an assurance that they are capable of making their own investment decisions and
understanding the risks involved in making investments of the type included in this document or other
persons that LOIM has expressly confirmed as being appropriate recipients of this document. If you
are not a person falling within the above categories you are kindly asked to either return this
document to LOIM or to destroy it and are expressly warned that you must not rely upon its contents
or have regard to any of the matters set out in this document in relation to investment matters and
must not transmit this document to any other person. This document contains the opinions of LOIM,
as at the date of issue. The information and analysis contained herein are based on sources believed

to be reliable. However, LOIM does not guarantee the timeliness, accuracy, or completeness of the
information contained in this document, nor does it accept any liability for any loss or damage
resulting from its use. All information and opinions as well as the prices indicated may change
without notice. Neither this document nor any copy thereof may be sent, taken into, or distributed
in the United States of America, any of its territories or possessions or areas subject to its jurisdiction,
or to or for the benefit of a United States Person. For this purpose, the term “United States Person”
shall mean any citizen, national or resident of the United States of America, partnership organized or
existing in any state, territory or possession of the United States of America, a corporation organized
under the laws of the United States or of any state, territory or possession thereof, or any estate
or trust that is subject to United States Federal income tax regardless of the source of its income.
Emerging markets securities may be less liquid and more volatile and are subject to a number of
additional risks including, but not limited to, currency fluctuations and political instability.
Source of the figures: Unless otherwise stated, figures are prepared by LOIM.
Although certain information has been obtained from public sources believed to be reliable,
without independent verification, we cannot guarantee its accuracy or the completeness of
all information available from public sources.
Views and opinions expressed are for informational purposes only and do not constitute
a recommendation by LOIM to buy, sell or hold any security. Views and opinions are current as
of the date of this presentation and may be subject to change. They should not be construed as
investment advice.
No part of this material may be (i) copied, photocopied or duplicated in any form, by any means,
or (ii) distributed to any person that is not an employee, officer, director, or authorised agent of the
recipient, without Lombard Odier Asset Management (Europe) Limited prior consent. In the United
Kingdom, this material is a financial promotion and has been approved by Lombard Odier Asset
Management (Europe) Limited which is authorised and regulated by the Financial Conduct Authority.
©2017 Lombard Odier IM. All rights reserved.
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