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OVERVIEW 
  

HIGHLIGHTS 

 The recent surge of Foreign Institutional Investors (FIIs) investments into Indian debt is unlikely to sustain in the remainder of this fiscal, 
as factors such as a likely compression of spreads, geopolitical tensions and the sharp appreciation of the INR would temper the 
attractiveness of purchasing Indian debt.  

 Aggregate FII inflows into the Indian debt market in FY2018 are expected to be limited to US$5-10 billion, for which sufficient 
headroom exists within the existing limits for FIIs.  

 The bulk of the FII inflows into Indian debt in FY2018 would be in government securities (G-sec) or corporate debt, as concerns 
regarding the recent rise in state debt would be exacerbated by debt servicing for UDAY loans, pay revision and potential loan waivers 
by some state governments, preventing a revival in FII interest in state development loans (SDL).  

 Given the rather hawkish tone of the recently released minutes of the April 2017 Monetary Policy Committee (MPC) meeting, there is a 
growing likelihood that the next rate action after a long pause, would be a hike rather than a cut, which would entail a principal loss 
for investors at the time of sale or in mark-to-market terms. Therefore, funds brought in by FIIs into the Indian debt markets during 
FY2018 are likely to be primarily long term in nature, searching for higher yield rather than short term capital gains. 

 

FIIs interest in the Indian debt market has revived in the recent months. After recording outflows of US$7.1 billion during October 2016-
January 2017, FIIs have invested US$7.4 billion in the Indian debt market since February 2017 (refer Chart 1). In particular, inflows stood at 
US$3.9 billion in March 2017, the highest monthly tally since December 2011. This was aided by factors such as a widening of the spreads 
between 10-year US and Indian G-Sec yields (refer Chart 2), the receding impact of the note ban on economic activity and investor sentiment, 
as well as policy reforms including the passage of all the bills related to the goods and services tax (GST) needing Parliamentary approval. 
Aggregate FII utilisation of debt limits increased from 64.5% at end-January 2017 to 72.1% at end-March 2017, and further to 74.7% during 
April 2017, despite the planned rise in the limits for G-sec and SDL (refer Chart 3). 

While remaining lower than the range of 500-600 basis points (bps) seen during April 2015-September 2016, the spread on the 10-year US and 
Indian G-Sec yields widened from 395bps in January 2017 to 429bps in March 2017 (refer Chart 4). This rise in spreads was partly led by a dip 
in US treasury yields, despite the 25bps increase in the Federal Funds target rate in March 2017, as the US Federal Reserve’s commentary 
about the number of rate hikes in 2017 was less hawkish than market expectations. Moreover, sentiment eased with reference to the growth 
outlook for the US economy, following some setbacks to President Trump’s core agenda. Additionally, the Indian 10-year G-sec yield rose 
because of factors such as the change in the Reserve Bank of India’s (RBI’s) monetary stance from accommodative to neutral in February 2017. 

However, this trend of large monthly FII inflows into the debt markets is unlikely to sustain in coming months, as the spread between the US 
and Indian G-Sec yields is likely to narrow, particularly on account of an uptick in the former. Given the likely outlook for inflation and 
tightening of labour market conditions, the US Fed is likely to continue with monetary tightening, with at least two more rate hikes expected in 
CY2017. Moreover, there is a growing likelihood that the Fed would start to taper the reinvestment of maturing proceeds of its bond holdings, 
to reduce the size of its balance sheet, by the year-end. This would shrink the demand for US debt, further boosting yields. 
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The trajectory for the Indian CPI inflation in FY2018 will be influenced by monsoon dynamics, changes in the housing inflation related to the revision in house rent allowance 
(HRA) based on the recommendations of the seventh central pay commission, the impact of the GST on prices of various goods and services, and to a smaller extent, 

commodity price movements and the US$-INR exchange rate. Compared to its goal of bringing CPI inflation in a durable manner to 4%, i.e. the midpoint of the 
inflation target range of 2-6%, the trajectory indicated by the RBI builds in a hardening of inflation from ~ 4.5% in H1 FY2018 to ~5.0% in H2 FY2018. The impact of 

monsoon dynamics and the GST won't be clear for at least a few more months, which suggests a high likelihood of a prolonged pause for the policy rate domestically. Based 
on the expected rate actions by the US Fed and the RBI, we expect the spread between the US and Indian yields to decline, reducing the attractiveness of holding Indian 
assets for FIIs. This could lead to lower monthly inflows relative to the trend seen in the recent months, as well as sporadic outflows of FII investments in Indian debt. 

In addition, episodes of geo-political uncertainty are likely to increase demand for safe haven assets such as the Japanese Yen, Swiss Franc, US Treasuries and gold. 
Geopolitical risks have returned to the forefront after the US strike in Syria and Afghanistan, and the tensions brewing across the Korean Peninsula. Such events are likely to 
temper the attractiveness of relatively riskier emerging market assets, including Indian bonds, dampening FII interest in Indian debt market in coming months.  

Moreover, the 36-country trade weighted real effective exchange rate (REER) index has risen considerably to 117.7 in March 2017 from 110.6 in March 2016 (refer Chart 5). 
This suggests that the recent appreciation of the INR may have been overdone, especially in light of the continuing inflation differentials with advanced economies. If the 
INR does reverse trend and depreciates relative to the US$ in the coming months, this would dampen the currency-adjusted return earned by the FIIs on their investments 
in Indian debt. ICRA expects the recent surge of FII investments into Indian debt is unlikely to sustain in the remainder of this fiscal. We forecast aggregate FII inflows into 
the Indian debt market in FY2018 would be limited to US$5-10 billion, for which sufficient headroom exists within the existing limits for FIIs.  

The utilisation of the limit for FIIs’ investments in SDL currently stands at a low 5.8%, sharply lower than the same for G-sec and corporate debt (refer Chart 6). Concerns 
regarding the rise in state government debt in recent years may be exacerbated by factors such as debt servicing for UDAY loans, revision in pay scales for state government 
employees and pensioners and potential loan waivers by some states. Therefore, we do not anticipate a revival in FII interest in SDL. In our view, the bulk of the FII inflows 
into Indian debt in FY2018 would be in G-sec or corporate debt.   

Given the rather hawkish tone of the recently released minutes of the April 2017 MPC meeting, there is a growing likelihood that the next rate action after a long pause, 
would be a hike rather than a cut. A rate hike would lead to a firming of domestic yields, and a decline in bond prices, which would entail a principal loss for the investor at 
the time of sale or in mark-to-market terms. Therefore, we expect the funds brought in by FIIs into the Indian debt markets during FY2018 to be primarily long term in 
nature, searching for higher yield rather than short term capital gains.  

Chart 1:  Net monthly FII debt inflows                                                                    Chart 2: Movement in 10-year US and Indian G-Sec yields, and their spreads [no RHS] 

 
Source: National Securities Depository Limited (NSDL), Central Depository Services Limited (CDSL); Bloomberg; ICRA research 
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Chart 3:  FII Debt Utilisation vs. Limit (for Indian G-Sec, SDL and corporate      Chart 4: Spreads for 10-Year Indian G-Sec relative to US, Japanese, German and UK    
Debt)                                                                                                                       government debt 

 
Source: CDSL; Yahoo! Finance, Investing.com; ICRA research 

 

 

Chart 5:  Movement in 36-country trade weighted REER^ and US$-INR          Chart 6*: FII utilisation and limits for Indian G-Sec, SDL and corporate debt  
cross rate 

 
^ Increase in REER implies appreciation of INR     *Data in Chart 6 is as of April 21, 2017; figures in parentheses are in INR billion 

Source: RBI; ICRA research 
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