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India is the best performing economy among emerging market peers. The steady
road of continued economic reforms, reduced political risk premium, stability on
both the fiscal as well as the monetary policy front seems to have enthused
investors. The positive sentiment received a further boost from a dovish Fed and a
hesitant Donald Trump. While India remains an attractive destination in the
medium term with most factors going in its favour, we would remain slightly
cautious in the short term given the recent run-up and impending monsoon
season.

Goods & Services Tax (GST) — Impact

With India set to shift to the GST regime on July 1 2017, we look at the wide impact it will
have on the Indian economy. For starters, the GST will subsume at least ten types of
indirect taxes which are collected at the state and central government levels. Effectively,
the implementation of GST will eliminate the compounding effect of multi-layered tax
system and progressively make goods cheaper for the consumer.

The impact of the shift over the medium term is likely to be multi-fold. At the starting
point, lower effective taxes at a single point will lead to greater compliance and limit
possibilities of evasion. This should help the government to increase its tax base and
revenues which in turn provides it with greater flexibility to stimulate the economy.
Additionally, lower prices should ideally boost consumption which in turn will provide
incentive to manufacturers and thereby create a virtuous cycle. For corporates, a single
point simplified tax system should lower logistics and manufacturing costs and improve
efficiency across the supply chain.

While most analysts’ have said that the GDP can receive a boost of as much as 2% in
the medium term, the Federal Reserve in a research paper said that growth could grow
by as much as 4% in the long term from the measure.

However, it is worth noting that for all its positive impact over the medium to long term,
there are likely to be disruptions in the short term as businesses adapt to the system and
the government fine tunes the background IT systems. Additionally, the government is
yet to categorize goods in different tax brackets. This exercise could well impact the
actual benefit of the GST as larger number of goods in the top tax bracket of 28% could
well negate a lot of positives from this shift.

Indian equities rally hard in Q1 2017
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Sector Focus — Banking

Banks in India have been under intense scrutiny given the issues of non-performing assets
and weak credit growth plaguing the sector. The credit growth in FY 2017 slowed down to
5.1% yly from 10.3% in FY 2016. This was the slowest credit growth in the last sixty years.
Demonetization seems to have been an important factor as between October and December
credit growth declined by 2.3%. Deposits on the other hand grew by 11.8% y/y and again
demonetization seems to have played a big part.

As a result of slowing credit growth, non-performing asset ratios for banks increased. The
latest available data as of September 2016 showed that stressed loans made up of 11.3% of
outstanding loans. The data for absolute non-performing shows that the situation has
deteriorated further. For public sector banks, NPAs increased by 20.9% in nine months of FY
2017 while for private sector banks it jumped by 45.3% in the same period. In this context, it
is worth noting that a research paper published on BIS showed that one percentage point
increase in loan growth in India is associated with an increase in NPLs over total advances of
4.3% in the long run.

The data from IMF’s global financial stability report indicates that Indian banks remain in the
lower quartile in terms of asset quality as well as capital ratios. The Tier 1 capital ratio as a
percent of RWA for Indian banks is 10.6%, second lowest among emerging market countries
after Colombia.

Banking sector indicators
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Country of Banks  Sample FSI gross loans) (percent) assets) (multiples) assets) assets)

(1) (2) (3) (4) () (6) (7)
India 64 10.6 10.6 11.3 79 73 >3 43 77
Russia 24 11.6 8.8 15.6 76 43 >3 21 49
South Africa 8 12.8 14.2 7.1 51 22 14 0 74
Brazil 22 12.9 13.1 95 48 20 0.9 20 21
Poland 14 14.8 15.7 76 44 16 1.4 2 7
Indonesia 32 19.5 20.6 8.0 36 12 1.7 1 7
Mexico 12 14.9 13.2 25 13 4 0.9 0 5
Thailand 12 141 14.8 6.5 34 3 0.9 0 3
Turkey 15 121 13.2 6.6 36 2 04 13 14
China 42 11.0 1.1 4.8 30 1 04 45 45
United Arab Emirates 22 171 16.9 6.6 26 1 0.6 0 0
Malaysia 12 14.2 14.4 3.7 27 0 0.7 0 0
Colombia 3 8.4 11.9 71 55 0 0.4 100 100
Saudi Arabia 12 17.6 16.8 3.0 12 0 0.2 0 0

Source: IMF Global Financial Stability Report, April 2017

Other data points from the same report suggests that situation remains dire. For example,
nearly 80% of Indian banks have provision needs in excess of their net profit. According to
IMF estimates, about one-third of Indian banks need to set aside at least three years of
earnings to provision adequately for non-performing loans.
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Provisions exceeding annual profits
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Hence it is not surprising to see the focus of the government on reducing the NPA ratio.
According to CARE Ratings, 24 public sector banks accounted for 88.2% of the total NPAs in
the banking system as of December 2016. This suggests that the situation is unlikely to result
in a systemic crisis and could be improved should the government come up with a credible
roadmap. As part of that roadmap, the government has approved plans to amend the
country’s banking regulation law to give more powers to the RBI to resolve the NPAs. This
should kick-start the process and enable faster resolution with the RBI giving specific
solutions for specific cases.

RBI — Surprisingly hawkish

In a surprising change, the Reserve Bank of India at the start of 2017 shifted its stance to
neutral from accommodative. This did catch a lot of market participants by surprise as most
(including us) had expected the RBI to retain an easing bias in light of disruptions in the
economy on account of demonetization. In fact, at its last meeting, the RBI narrowed the
policy gap by increasing the reverse repo rate to 6% from 5.75%. The commentary from the
central bank was also slightly hawkish as they upped the inflation projection for FY 2018 to
4.5% - 5% (from 4%-5%).

Notwithstanding the concern of the RBI, the inflation trajectory continues to remain benign
and well within the target of the RBI. The consumer price inflation data for March 2017 came
in at 3.81% y/y compared to 3.65% y/y. The wholesale price index came in 5.7% yly, lower
than previous month’s 6.55% yly.

Heading into FY 2018, we now expect the RBI to remain on a prolonged pause as the
change in stance and subsequent commentary suggests that the easing cycle in India has
come to a rather premature end. The RBI continues to remain wary of the stickiness of core
inflation, the impact of upward revision to government employee salaries and spike in food
prices ahead of the monsoon season.
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Economic data— Hard to read

At the end of last year, there were a lot of apprehension and anecdotal evidence suggesting
that demonetization may have had a crippling impact on the economy. The actual data bears
out that the effect was short-lived with the economy gearing towards normal levels sooner
than expected. Having said that, the data continues to remain mixed which makes it hard to
decipher. Moreover, the implementation of GST from Q2 FY 2017 will add another layer of
disruption in the immediate term given the complexity and magnitude of change.

The Nikkei PMI data suggests that economic activity is back to pre-demonetization level with
manufacturing PMI jumping to 52.5 at the end of April 2017 from 49.6 at the end of
December 2016. The Nikkei Services PMI has also improved to 51.5 at the end of March
2017 from 46.8 at the end of December 2016.

However, it does appear that the impact of demonetization is taking longer to dissipate in
certain sectors like consumer non-durables of the economy. The same is borne out by the
industrial production data which showed a contraction of -1.2% y/y in February 2017. The
consumer non-durables sub index (-1.7%) which is considered a proxy for rural economy
declined for a third consecutive month.

Markets — Solid performance

Indian equity markets shrugged off the impact of disruptive factors including demonetization
to deliver a solid performance. The Nifty index has rallied +13.7% ytd in local currency terms
on the back of solid budget from the government of India, decline in political risk premium
and continued momentum in economic reforms. In terms of relative performance, India has
marginally underperformed its emerging market peers but outperformed developed market
peers. The MSCI India index has added +12.7% ytd compared to a gain of +13.4% in the
MSCI Emerging Markets index and +6.6% ytd rally in the MSCI G7 index. Volatility has
declined in line with broad equity markets. The INVIXN index has declined -29.8% in the first
four month of 2017.

The sectoral performance since the start of 2017 not only reflects the confidence of investors
in India as an investment destination but also the anxiety around Donald Trump’s
protectionist policies. All sectors, with the exception of Technology and Health Care, have
delivered positive returns. Oil & Gas and Financials have delivered +28.9% ytd and +23.8%
ytd respectively which Technology and Health Care have returned -3.6% ytd and -9.3% ytd
respectively.

It is no surprise to see strong fund flows from foreign institutional investors (FlIs) in both the
debt as well as equity markets. In fact, the flows in the first four month of 2017 are at multi-
year highs. Flls have bought stocks worth USD 6.5bn so far in 2017 while they have invested
USD 7.5bn in debt markets. It is worth noting here that a rather ingenious use of ETFs by the
government to sell stake in public sector companies could have boosted inflows. According to
Bloomberg, Indian ETFs have received USD 1.8bn ytd, the fifth highest in the world and the
largest among its EM peers. The government's CPSE ETF (Central Public Sector Enterprise)
has received the maximum inflow so far this year.

INR — Surprise moves

The moves in INR has caught a lot of market participants unaware as the general consensus
at the start of the year was for it to depreciate to levels closer to 70.0. Instead the currency
has actually appreciated by +5.7% to levels below 65.0. The move has been in line with our
expectation albeit at a quicker pace. It appears that the move accelerated on back of
surprisingly strong inflows from Flls and a more hawkish RBI. The excess liquidity in the
system on account of demonetization seems to have mitigated the impact of RBI's
intervention in the market.

The recent appreciation in the INR has brought into focus the fact that India’s Real Effective
Exchange Rate (REER) has been in the overvalued zone since the start of 2015. The
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overvaluation essentially implies limited correction in inflation and productivity dynamics
between India and its trading partners. Hence, we believe that it would be a mistake to read
too much into the REER as a minor appreciation over the last two years does not mean
overvaluation. Moreover, if the market two years ago did not believe that the INR was
overvalued, nothing has changed in the interim to suggest otherwise.

India’s REER (Z score, EM basket)
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Having said that, we believe that the INR remains on a strong footing at least in the short
term because of its limited dependence on external trade, shift in the RBI's stance and
continued fiscal prudence from the government. In light of the recent moves, we have revised
our Q2 2017 forecast to 64.5 level and Q4 2017 forecast to 66.0 levels. We have factored in
the possibility of some outflows from foreign investors and a more hawkish Federal Reserve
in 2H 2017 in our forecast.
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Market watch and flows

Nifty (1y) USD INR (ytd)
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Performance and Valuations

Nifty Sector Breakdown (ytd total return, %)
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Sensex continues to command premium
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Economics

GDP growth remains steady (y/y, %) PMI rebounds (yly, %)
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Disclaimer

PLEASE READ THE FOLLOWING TERMS AND CONDITIONS OF ACCESS FOR THE PUBLICATION BEFORE THE USE THEREOF. By continuing to access and use the
publication, you signify you accept these terms and conditions. Emirates NBD reserves the right to amend, remove, or add to the publication and Disclaimer at any time. Such
modifications shall be effective immediately. Accordingly, please continue to review this Disclaimer whenever accessing, or using the publication. Your access of, and use of the
publication, after modifications to the Disclaimer will constitute your acceptance of the terms and conditions of use of the publication, as modified. If, at any time, you do not wish
to accept the content of this Disclaimer, you may not access, or use the publication. Any terms and conditions proposed by you which are in addition to or which conflict with this
Disclaimer are expressly rejected by Emirates NBD and shall be of no force or effect. Information contained herein is believed by Emirates NBD to be accurate and true but
Emirates NBD expresses no representation or warranty of such accuracy and accepts no responsibility whatsoever for any loss or damage caused by any act or omission taken
as a result of the information contained in the publication. The publication is provided for informational uses only and is not intended for trading purposes. Charts, graphs and
related data/information provided herein are intended to serve for illustrative purposes. The data/information contained in the publication is not designed to initiate or conclude any
transaction. In addition, the data/information contained in the publication is prepared as of a particular date and time and will not reflect subsequent changes in the market or
changes in any other factors relevant to their determination. The publication may include data/information taken from stock exchanges and other sources from around the world
and Emirates NBD does not guarantee the sequence, accuracy, completeness, or timeliness of information contained in the publication provided thereto by or obtained from
unaffiliated third parties. Moreover, the provision of certain data/information in the publication may be subject to the terms and conditions of other agreements to which Emirates
NBD is a party.

None of the content in the publication constitutes a solicitation, offer or recommendation by Emirates NBD to buy or sell any security, or represents the provision by Emirates NBD
of investment advice or services regarding the profitability or suitability of any security or investment. Moreover, the content of the publication should not be considered legal, tax,
accounting advice. The publication is not intended for use by, or distribution to, any person or entity in any jurisdiction or country where such use or distribution would be contrary
to law or regulation. Accordingly, anything to the contrary herein set forth notwithstanding, Emirates NBD, its suppliers, agents, directors, officers, employees, representatives,
successors, assigns, affiliates or subsidiaries shall not, directly or indirectly, be liable, in any way, to you or any other person for any: (a) inaccuracies or errors in or omissions
from the publication including, but not limited to, quotes and financial data; (b) loss or damage arising from the use of the publication, including, but not limited to any investment
decision occasioned thereby. (c) UNDER NO CIRCUMSTANCES, INCLUDING BUT NOT LIMITED TO NEGLIGENCE, SHALL EMIRATES NBD, ITS SUPPLIERS, AGENTS,
DIRECTORS, OFFICERS, EMPLOYEES, REPRESENTATIVES, SUCCESSORS, ASSIGNS, AFFILIATES OR SUBSIDIARIES BE LIABLE TO YOU FOR DIRECT, INDIRECT,
INCIDENTAL, CONSEQUENTIAL, SPECIAL, PUNITIVE, OR EXEMPLARY DAMAGES EVEN IF EMIRATES NBD HAS BEEN ADVISED SPECIFICALLY OF THE POSSIBILITY
OF SUCH DAMAGES, ARISING FROM THE USE OF THE PUBLICATION, INCLUDING BUT NOT LIMITED TO, LOSS OF REVENUE, OPPORTUNITY, OR ANTICIPATED
PROFITS OR LOST BUSINESS. The information contained in the publication does not purport to contain all matters relevant to any particular investment or financial instrument
and all statements as to future matters are not guaranteed to be accurate. Anyone proposing to rely on or use the information contained in the publication should independently
verify and check the accuracy, completeness, reliability and suitability of the information and should obtain independent and specific advice from appropriate professionals or
experts regarding information contained in the publication. Further, references to any financial instrument or investment product is not intended to imply that an actual trading
market exists for such instrument or product. In publishing this document Emirates NBD is not acting in the capacity of a fiduciary or financial advisor.

Emirates NBD and its group entities (together and separately, "Emirates NBD") does and may at any time solicit or provide commercial banking, investment banking, credit,
advisory or other services to the companies covered in its reports. As a result, recipients of this report should be aware that any or all of the foregoing services may at times give
rise to a conflict of interest that could affect the objectivity of this report.

The securities covered by this report may not be suitable for all types of investors. The report does not take into account the investment objectives, financial situations and specific
needs of recipients.

Data included in the publication may rely on models that do not reflect or take into account all potentially significant factors such as market risk, liquidity risk and credit risk.
Emirates NBD may use different models, make valuation adjustments, or use different methodologies when determining prices at which Emirates NBD is willing to trade financial
instruments and/or when valuing its own inventory positions for its books and records. In receiving the publication, you acknowledge and agree that there are risks associated with
investment activities. Moreover, you acknowledge in receiving the publication that the responsibility to obtain and carefully read and understand the content of documents relating
to any investment activity described in the publication and to seek separate, independent financial advice if required to assess whether a particular investment activity described
herein is suitable, lies exclusively with you. You acknowledge and agree that past investment performance is not indicative of the future performance results of any investment and
that the information contained herein is not to be used as an indication for the future performance of any investment activity. You acknowledge that the publication has been
developed, compiled, prepared, revised, selected, and arranged by Emirates NBD and others (including certain other information sources) through the application of methods and
standards of judgment developed and applied through the expenditure of substantial time, effort, and money and constitutes valuable intellectual property of Emirates NBD and
such others. All present and future rights in and to trade secrets, patents, copyrights, trademarks, service marks, know-how, and other proprietary rights of any type under the
laws of any governmental authority, domestic or foreign, shall, as between you and Emirates NBD, at all times be and remain the sole and exclusive property of Emirates NBD
and/or other lawful parties. Except as specifically permitted in writing, you acknowledge and agree that you may not copy or make any use of the content of the publication or any
portion thereof. Except as specifically permitted in writing, you shall not use the intellectual property rights connected with the publication, or the names of any individual
participant in, or contributor to, the content of the publication, or any variations or derivatives thereof, for any purpose.

YOU AGREE TO USE THE PUBLICATION SOLELY FOR YOUR OWN NONCOMMERCIAL USE AND BENEFIT, AND NOT FOR RESALE OR OTHER TRANSFER OR
DISPOSITION TO, OR USE BY OR FOR THE BENEFIT OF, ANY OTHER PERSON OR ENTITY. YOU AGREE NOT TO USE, TRANSFER, DISTRIBUTE, OR DISPOSE OF
ANY DATA/INFORMATION CONTAINED IN THE PUBLICATION IN ANY MANNER THAT COULD COMPETE WITH THE BUSINESS INTERESTS OF EMIRATES NBD. YOU
MAY NOT COPY, REPRODUCE, PUBLISH, DISPLAY, MODIFY, OR CREATE DERIVATIVE WORKS FROM ANY DATA/INFORMATION CONTAINED IN THE PUBLICATION.
YOU MAY NOT OFFER ANY PART OF THE PUBLICATION FOR SALE OR DISTRIBUTE IT OVER ANY MEDIUM WITHOUT THE PRIOR WRITTEN CONSENT OF EMIRATES
NBD. THE DATA/INFORMATION CONTAINED IN THE PUBLICATION MAY NOT BE USED TO CONSTRUCT A DATABASE OF ANY KIND. YOU MAY NOT USE THE
DATA/INFORMATION IN THE PUBLICATION IN ANY WAY TO IMPROVE THE QUALITY OF ANY DATA SOLD OR CONTRIBUTED TO BY YOU TO ANY THIRD PARTY.
FURTHERMORE, YOU MAY NOT USE ANY OF THE TRADEMARKS, TRADE NAMES, SERVICE MARKS, COPYRIGHTS, OR LOGOS OF EMIRATES NBD OR ITS
SUBSIDIARIES IN ANY MANNER WHICH CREATES THE IMPRESSION THAT SUCH ITEMS BELONG TO OR ARE ASSOCIATED WITH YOU OR, EXCEPT AS OTHERWISE
PROVIDED WITH EMIRATES NBD’S PRIOR WRITTEN CONSENT, AND YOU ACKNOWLEDGE THAT YOU HAVE NO OWNERSHIP RIGHTS IN AND TO ANY OF SUCH
ITEMS. MOREOVER YOU AGREE THAT YOUR USE OF THE PUBLICATION IS AT YOUR SOLE RISK AND ACKNOWLEDGE THAT THE PUBLICATION AND ANYTHING
CONTAINED HEREIN, IS PROVIDED "AS IS" AND "AS AVAILABLE," AND THAT EMIRATES NBD MAKES NO WARRANTY OF ANY KIND, EXPRESS OR IMPLIED, AS TO
THE PUBLICATION, INCLUDING, BUT NOT LIMITED TO, MERCHANTABILITY, NON-INFRINGEMENT, TITLE, OR FITNESS FOR A PARTICULAR PURPOSE OR USE. You
agree, at your own expense, to indemnify, defend and hold harmless Emirates NBD, its Suppliers, agents, directors, officers, employees, representatives, successors, and
assigns from and against any and all claims, damages, liabilities, costs, and expenses, including reasonable attorneys’ and experts’ fees, arising out of or in connection with the
publication, including, but not limited to: (i) your use of the data contained in the publication or someone using such data on your behalf; (ii) any deletions, additions, insertions or
alterations to, or any unauthorized use of, the data contained in the publication or (iii) any misrepresentation or breach of an acknowledgement or agreement made as a result of
your receiving the publication.
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