
  The Event

On June 24, UK voted in the referendum to exit the EU. The decision shocking as it was to the world, was even 

more so as opinion polls had indicated varying degrees of support in favour of UK remaining within the EU.

Expectedly, financial markets across the globe, from Tokyo to New York witnessed heavy sells offs. 'Risk' assets 

were pummeled during the day with sharp losses seen in currencies and global equities. The British Pound was the 

worst hit, falling to a 30 year low against the USD. Usual safe havens such as USD, JPY, Swiss Franc and Gold 

witnessed strong inflows as risky assets were sold off.

The event has far reaching implications for UK, Europe and the rest of the world. Given the strong political 

implications and the rather uncertain progress over the next few quarters of the UK’s exit from the EU, a precise 

and immediate assessment of the full impact of the event may not only be difficult but also hazardous. 

It is likely that other countries in the EU will embark on their course of action as they closely monitor the financial, 

economic and political fall out of the UK experiment. In the end, countries are likely to weigh the cost and benefit of 

an EU membership vis-à-vis the rewards of leaving the EU.

  Implications for India

Indian financial markets were not immune to the sell-off wave on Friday, June 24, 2016. Stocks opened markedly 

lower. The INR drifted lower against the USD at the start. Interestingly however, as the day progressed, markets 

regained some of the lost ground. INR was down a little over 1% to close the day at `67.96 against the USD. 

Bonds on the other hand had a better day; the 10 year benchmark (7.59%, 2026) ending the day at 7.47% (7.48% 

previous close). All liquidity indicators remained stable.

Near term performance in bonds and currencies will be influenced by performance of EM assets in general. 

Notably however, India has been getting differentiated within EMs in the recent past as seen during critical turning 

points. This was also visible recently in August 2015, (sell off post the Yuan depreciation). 

Factors supporting the superior performance on bonds are largely attributed to a steady improvement in macros led 

by falling inflation, shrinking Current account deficit, improving domestic liquidity and complemented by 

Government reforms on attracting FDI and sticking to previously communicated fiscal deficit targets.
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  Outlook for Bonds

India is likely to face a limited impact from Brexit given its relatively low direct trade exposures with UK. Impact will 

however be seen more from flows (FPIs) into financial markets in the event of a sharp risk-off sentiment.

There has been considerable discussion and debate in recent months on the probability and timing of the next rate 

hike by the Fed. In our view, Brexit casts a shadow on global growth in the near term, though more specifically on 

UK and Europe. Slower growth impacts demand for commodities and could cause them to go lower.  

At the start of the year, most consensus expectations were for 2-3 rate hikes in the Calendar year 2016. So far we 

are yet to witness a rate hike, given that there appears no unanimity within the Fed on US growth outlook for the 

near / medium term. The Brexit event in our view, weakens the argument further for a near / medium term rate hike 

by the Fed. This is a positive as far as India is concerned, as probability of outflows recedes.

Beyond the Brexit event, in our view, markets will start to re-focus on domestic factors. The monsoon is a critical 

event in India's domestic fortunes, given its far reaching impact on both food and headline inflation as also 

agricultural incomes. Monsoon after its delayed onset seems to be making steady progress across the country. 

Sowing acreage is still lower, on a year on year basis, but has been picking up in the last week.

Bonds have been practically unmoved post the event. In fact the benchmark 10 year bond strengthened marginally 

on Friday, probably on the back of better monsoon data.

In the wake of Brexit, ongoing reforms will assume continued significance. In the  long run fiscal improvements and 

supply side reforms will help to insulate India from risk events which occur from time to time. Recent reforms 

announced by the Government in opening up of FDI under the automatic direct route in several sectors are a case 

in point.

Given the on-going liquidity improvement, the bond curve is expected to steepen going forward. While we remain in 

a monetary easing scenario, timing of a rate cut at this juncture is slightly unclear given that the next policy is in 

August and the monsoon progress would only be around 50% by then. In this backdrop, the short term (2-5 years) 

looks particularly attractive for investors with a 6 months - 1 year holding horizon.

Source: Bloomberg

Past performance may or may not sustain in future.
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