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INDIA - MODI MAGIC, THE GST GAME CHANGER

After a slow start to the year, India has experienced a flurry of
activity in recent months. A new central bank governor and
progress on a number of critical reforms has provided a boost
to Prime Minister Modi and sets the base for the start of
campaigning for major state elections in 2017 and, ultimately,
the next general election in 2019. Given this news, Andrew
Holland, CEO of Nikko Asset Management's joint venture with
Ambit Investment Advisory, and Simon Down, one of our
senior portfolio managers in London, update their analytical
series on India - for reference see:

India: Modi Mania, December 2015
https://en.nikkoam.com/articles/2015/12/india-modi-mania

The Goods & Services Tax (GST)

After years in the making, the GST has now passed through
parliament, marking a huge milestone in Modi's reform
pathway. The new tax is expected to come into effect in April
2017, although it could end up taking a little longer. India has a
complex tax system, with taxes imposed at both central and
state levels and largely at the point of production rather than
consumption. The GST will effectively amalgamate these taxes
to create a single indirect tax rate on a country wide level,
creating the world'’s largest single market with 1.3bn
consumers.

The new GST will simplify the system for companies and at the
same time make avoidance much more difficult. The Ministry
of Finance believes that the economic efficiencies resulting
from the tax could boost GDP by up to 2% per annum for a
number of years from increased export competitiveness, more
efficient allocation of production resources and lower
costs/greater profits, which will attract more investment to
India.
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Even if the GST were to only boost growth by the lower end of
forecasts it would be a significant positive, India is already
expected to grow at the fastest pace in the world amongst
major economies. Under more optimistic scenarios India will
experience significant benefits over time. The single market
could see sweeping consolidation and the creation of large
corporations that will not only serve India more efficiently but
also be far better placed to face outwards and enter overseas
markets.
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Although the GST is a potential game changer for India and
the most significant reform since 1991, it is also not the only
progress that the country has experienced in recent months.
There are additional major measures which are changing the
medium term fundamental outlook.
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The Bankruptcy Law 2016: This bill was a key part of
outgoing central bank governor Rajan’s drive to reform the
banking sector and consolidates the complex bankruptcy
system into one single code. This will reduce the time it takes
to close companies and stop companies from being asset-
stripped, which has historically resulted in very low recovery
rates for bankrupt firms. This should improve economic
efficiencies and help banks clean up non-performing loans on
their balance sheets, but more importantly it will help boost
confidence amongst lenders and make them far more willing
to lend, especially for infrastructure projects. It currently takes
around 4-4.5 years to resolve a bankruptcy in India vs. 1.5-2
years in China. Under the new laws there are strict time periods
with a 180 day initial time limit which can be extended by an
adjudicator by a further 90 days in special circumstances.

Sovereign Gold Bonds: Launched in November 2015, the
Sovereign Gold Bond scheme was designed to reduce the
demand for physical gold in India, which has historically been
a major import and resulted in pressure on the country’s
current account position. After a slow start, the latest offering
in July raised 9.19bn INR which is the equivalent of 2.95 tonnes
of gold. Gold imports in the first six months of the year
dropped to 20 tonnes, down 79% from the previous year, so
this new investment vehicle has changed the importance of
gold to the Indian current account position in a meaningful
and likely sustained way. It also directs resources from imports
towards financing the government'’s fiscal position.

Both of these are significant medium term positives which will,
along with the GST support growth over the medium term.
There is also positive news in the short term though. The
Monsoon started off badly but July has seen the fifth highest
rainfall since the early 1990’s, over 6% above the average level
for the month. This has brought about a boom in planting for
crops such as rice, pulses, oilseeds and sugarcane. Government
employees will also get a significant boost in August as a result
of the 7th Pay Commission. This will bring significant salary
hikes for government employees but critically they will be
implemented from the 1st January 2016 with employees
receiving the whole backdated pay as a single lump sum in
their August pay.

So what challenges remain?

With all of this positive news it's important to also recognise
the challenges that India still faces.

The new central bank governor is still to be announced,
although it’s widely expected that he or she will be a highly
credible figure and a positive replacement for Rajan. The new
governor will face a very different framework than previous
governors however, which could be challenging. A new central
bank framework to be introduced later this year will shift from
the governor being completely in control of monetary policy
to a six person voting committee made up of both Reserve
Bank officials and members of the government. The central
bank also remains committed to moving to an inflation
targeting regime (4% +/- 2%) which is a significant change.

One area that India needs to keep pushing forward on is trade.
The government has been incredibly successful in bringing
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down the country’s current account deficit, which has in turn
seen volatility in the Rupee decline sharply. This has been
implemented by restricting imports with key policies such as
the Sovereign Gold Bonds helping on this front and the
country also benefiting from lower global oil prices.

The challenge now is to increase exports and the government
has set a target of increasing exports to $900bn by 2018-2019,
increasing the country’s share of global exports to 3%. The GST
will certainly be a positive as will continued infrastructure
construction, which will assist its international competitiveness.
India is also now starting to benefit from policies implemented
over the last 12-18mths with policies such as labour reforms
benefiting key industries such as textiles. Despite this, there is
still a long way to go before the government looks on track to
achieving its goal.

India: Imports / Exports & Trade Balance

' India Trade Balance $m 12mth Rolling ——India Exports $m 12mthRolling  ——India Imports $m 12mth Rolling
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Another concern is on Foreign Direct Investment (FDI). India
has experienced strong FDI inflows in recent years but has
seen bitter disputes with some companies over issues such as
taxation. The government is now looking to provide itself with
greater protection and wants to replace existing bilateral
investment treaties with a new treaty. In order to do this they
have activated early termination clauses on 47 of its current
treaties and have now started to negotiate with foreign
governments on the new treaty. Previous investments will
continue under the old agreements, so only new investments
will be affected.

It is likely that uncertainty surrounding this policy will dampen
FDI inflows for India over the coming 12-18mths, especially as
some countries appear to be unhappy with India’s treaty
changes and are, thus, unlikely to move quickly on agreeing
the new deals.

Equity markets performed poorly at the start of 2016,
underperforming other global markets. As investors have
recognised that the GST is gaining traction though and with
growth performing well they have gained ground and caught
up with other global markets to record strong gains on the
year. This could well mean that the positive news on the GST is
already priced into equity markets and that for now they are
fully valued.
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Equity Performance YTD (USD %)
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In the medium term the GST is a game changer for India and if
implemented well it could propel the country to a new level of
growth and quickly push India up world GDP rankings over the
coming years. But implementation is critical and the full
benefits of the GST may take many years before they are seen
in full as it will take time for corporate consolidation and the
full efficiencies of the single market to develop.

With inflation turning upwards and the economy stimulated
by the 7th Pay Commission the central bank are now unlikely
to cut rates further, but the high level of yields still makes India
attractive from an income perspective for investors given its
relatively low volatility relative to its EM peers.

The Rupee will be supported by the positive measures, but the
central bank will limit gains and look to build FX reserves. This
could change though if India does start to see success on
growing its exports and the country can move towards a trade
surplus.

Equity markets look fully valued for now, but we see some
areas of value such as pharmaceuticals. The positive news flow
could see further gains but it could be wise to look for a better
entry point than current levels. If there is a correction though
we believe that this would provide a very attractive
opportunity for investors who are looking at the long term
story and are able to wait for the full benefits of the GST to
impact the economy.

Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in

this material will not affect Nikko AM'’s investment strategy in any way.

The information and opinions in this document have been derived
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from or reached from sources believed in good faith to be reliable but
have not been independently verified. Nikko AM makes no guarantee,
representation or warranty, express or implied, and accepts no
responsibility or liability for the accuracy or completeness of this
document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor a
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.

Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the

en.nikkoam.com



INDIA - MODI MAGIC, THE GST GAME CHANGER

investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the objectives,
financial situation or needs of any individual and is not intended to
constitute personal advice, nor can it be relied upon as such. This
material is intended for, and can only be provided and made available
to, persons who are regarded as Wholesale Clients for the purposes of
section 761G of the Corporations Act 2001 (Cth) and must not be
made available or passed on to persons who are regarded as Retail
Clients for the purposes of this Act. If you are in any doubt about any
of the contents, you should obtain independent professional advice

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our website
www.nikkoam.co.nz).
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