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India’s recent ascent into the global spotlight seems undeniable and arguably inevitable given the litany of positive
catalysts — robust growth, improved macro stability, strong structural tailwinds, and continuing economic reforms -
spurring it on.

Though India remains a relatively bright spot amid a challenging global environment there are questions around how
various external (tighter global financial conditions, higher oil prices, risk of recession in the US and European
economies in 2024) and domestic (inflation, upcoming election cycle) factors could potentially derail what seems to be
India’s star turn. There are also other fundamental concerns around the pricey valuations of Indian equities and the
impact of the recent index inclusion announcement on Indian bonds that are likely giving some global investors pause
at this time.

In this article, our experts weigh in on the most pressing investor questions regarding investing in India, balancing
potential risks and rewards and reinforcing our conviction in what we believe is India’s decade.

Q. Global macro headwinds are a significant concern for most major economies. What makes India
uniquely positioned in this environment?

Risk of “high(er)-for-longer” US rate narrative

The recent rise in long-term US Treasury yields, amid market concerns about a “higher-for-longer” Fed rate narrative
and a wider US fiscal deficit, has tightened global financial conditions and weighed on capital flows into emerging
markets (EM). This in turn has exerted pressure on EM and Indian sovereign bonds and currencies. However, the
INR has shown relative resilience, thanks to its solid macroeconomic fundamentals and the Reserve Bank of India’s
(RBI) FX management during periods of volatility. India’s ample foreign reserves (see Fig. 1) provides the RBI with
sufficient ammunition to defend the INR if necessary. Furthermore, we think the global rate environment could shift
materially in 2024, as the US economy falling into recession would lead the Fed to begin cutting rates.
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The outlook for India’s balance of payments (BOP) is
supported by its strong growth prospects, robust
services exports and remittance inflows, prospects for a
structural uptrend in foreign direct investment (FDI), and
expectations for increased foreign fund flows in 2024-25
due to India’s inclusion in the GBI-EM bond index (and
the potential of other global indices to follow suit). A
higher foreign participation rate in the local bond market
will help to broaden and diversify the investor base,
improve market liquidity and deepen domestic capital
markets. It could also potentially lower India’s cost of
funding, though it means increased exposure to global
financial volatility and the need for fiscal prudence and
policies consistent with macroeconomic stability.

India’s banking sector has been relatively resilient and
stable despite the heighted global uncertainty, helped by
stable credit growth, improved asset quality, adequate
capital and liquidity buffers, and greater regulatory over-
sight for both banks and non-bank financial institutions.

Risk of supply-side oil price shocks

Crude oil price movements have important implications
for India’s macro stability risks, given India imports more
than 85% of its crude oil requirements. Any sustained
and sharp rise in oil prices would have an adverse
impact on India’s inflation, trade/current account and
fiscal balances. The pass-through of higher oil prices
could also increase the cost of production and
transportation for various sectors, weighing on profit
margins, and reducing consumers’ disposable income.
So far, however, the impact from higher inflation has
been largely contained by the government’s policy
intervention. Domestic petrol and diesel prices have
been unchanged since May 2022, and the government
has announced a cut in cooking gas prices to ease cost
of living pressures. Policy intervention is likely to remain
in place, in the run-up to the election cycle and amid
sticky food ex. vegetable price inflation and lukewarm
rural demand.

Fig 1: Ample FX reserves buffer; solid external
balances
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Note: Basic balance is the sum of current account balance and net foreign direct
investment (FDI) flows. Source: CEIC, Bloomberg, HSBC AM, October 2023

Fig. 2: Contained oil pass-through; core disinflation
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Near-term inflation risks also emanate from adverse weather patterns, such as El Nino and the erratic monsoon
rainfall distribution, impacting crop yields especially in the case of rice and pulses. Key to watch in the near term
would be how rice and pulse production and prices evolve alongside news about winter crop sowing.

Higher oil prices will raise the import bill. Every USD10 rise in Brent prices could lead to a 0.3-0.5% of GDP increase
in India’s current account deficit, based on street estimates. Meanwhile, government efforts to manage food prices—
by increasing agricultural imports and discouraging agricultural exports—and stable domestic demand growth may

also push up imports. That said, several favourable macro trends should help keep India’s BOP at a sustainable level.

Higher oil prices are negative for India’s fiscal balance, but the exact impact is hard to gauge. The combination of
retail fuel price controls in the short term (costs borne by oil marketing companies) and an eventual higher subsidy
bill (loss-sharing by the government) or tax cuts means the fiscal impact reflected both on- and off-budget. The
government has estimated that the immediate fiscal cost of the LPG price cut is minimal, but more fiscal measures
to control inflation and support rural incomes are expected in a pre-election year.

Source: HSBC Asset Management, Bloomberg, October 2023.
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Fiscal and trade policy intervention to tackle energy and food price inflation eases pressure on monetary reactions,
though supply-side risks could delay any dovish pivot. The RBI has vowed to be vigilant against the risk of food and
fuel price rises which could lead to more generalised and persistent inflation. That said, the RBI could take comfort
from the recent core disinflation. While tight supply concerns will likely continue to support oil prices, a sharp or
sustained supply-driven increase in energy prices would weaken global demand. Overall, we expect the RBI to likely
keep policy rates on hold through FY24 and focus on liquidity management. We see some scope for policy easing in
FY25, amid easing underlying inflation and as we expect the Fed to start cutting rates.

Q. India’s reform agenda and policy continuity have been important considerations for investors in the
past decade. What are the risks to these catalysts going into the election year?

The election calendar is heating up. Five state elections
will take place in November, with results out on 3
December. Investors will likely weigh the implications of
these polls for the general elections expected in April-May
2024), though Indian voters tend to vote differently in
state and national elections, as state elections tend to be
fought more on local issues. Prime Minister Narendra
Modi’s ruling Bharatiya Janata Party (BJP) will be seeking
a third term. Meanwhile, 28 opposition parties across
states have formed a grand alliance called the Indian
National Developmental Inclusive Alliance (INDIA). Early
opinion polls point to a political status-quo and policy
continuity in the general elections, though surveys
suggest some discontent among voters on issues such as
rural recovery, jobs and inflation. We are still at a
relatively early stage of the election cycle and the political
landscape could still change.

As elections approach, the focus is now on potential pro-
voter policies or an increase in populist spending, such as
the extension of the Covid-era free food programme-
which offers b kg of food grains free of cost to a majority
of the population and is scheduled to end in December
2023, or higher cash transfers to small farmers. While any
populist shift could add to inflationary and fiscal
pressures, we think the government would tilt towards
pro-rural, pro-social spending over the coming months
within fiscal boundaries, along with the ongoing focus on
infrastructure spending. Healthy revenue growth has
supported a gradual pace of fiscal consolidation.

Elections may slow or temporarily delay further progress
in major structural reforms. But the reform momentum is
likely to pick up afterwards, particularly if there is a strong
mandate for the next government. Decisive election
results ensuring political stability would improve policy
certainty and remove the market overhang. An election
outcome of a weak coalition government could
potentially face more populist pressures and raise market
concerns about the prospects for effective policymaking
and reform implementation.

Source: HSBC Asset Management, Bloomberg, October 2023.

Fig. 3: Populist fiscal spending in focus as
elections loom
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However, regardless of the election
outcome, structural tailwinds would
continue to support India’s growth
potential helped by the significant
reform progress witnessed thus far
and certain supportive secular
global trends, such as supply-chain
diversification and renewable

energy transition, etc.

Investment involves risks. Past performance is not indicative of future performance. Any forecast, projection or target contained in this presentation is
for information purposes only and is not guaranteed in any way. HSBC Asset Management accepts no liability for any failure to meet such forecasts, projections or targets. The views
expressed above were held at the time of preparation and are subject to change without notice. The information provided does not constitute any investment recommendation or

advice. For illustrative purposes only.

For Professional Investors only. Not for further distribution.
Non contractual document



Q. The recent index inclusion announcement indicates that allocation to emerging markets can be sufficient to
gain India exposure. Why does India deserve standalone allocation?

In fixed income, India’s local currency bonds have always lacked global index representation and will only start to
be included in emerging market indices beginning in June 2024, as confirmed in JPMorgan’s recent announcement.
This long-awaited decision was welcomed by the market and is a significant positive for India bonds, though the
inclusion news has also raised questions on whether global investors need to even to allocate separately to India
since exposure could be seemingly achieved via a broader emerging market allocation. But by just allocating to
emerging markets, investors may miss out on the potential benefits from investing in a standalone India fixed
income strategy, particularly given the following considerations:

* India bonds eligible in JPMorgan's indices are government Fig. 4: India bonds would still be
bonds under the Fully Accessible Route (FAR) with a residual underrepresented after inclusion process
maturity of 2.5 years (from 28 June 2024) (i.e., FAR India (%)
government bonds maturing after 31 December 2026). A 50
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Index and 8.7% in the GBI-EM Global Index — in the latter index,  Fig. 5: Adding India bonds in a global
where there is no 10% cap on country allocation, China makes  portfolio can provide yield enhancement
up half of the index (Fig. 4) As of 30 September 2023
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In equity, India is included in emerging market and global equity

indices but heavy China weighting and underrepresentation may

. Fig. 6: Equities: India has been
warrant standalone allocation:

outperforming emerging markets
* India’s weight in the MSCI Emerging Market Index has 30 September 2018=100
increased from 8.7% five years ago to the current 15.9%.' 170
Standalone allocation can give investors an opportunity to stay
ahead of the curve and benefit from potential further increase in 150
India’s index weight

* In the global context, India has the fifth largest equity market in
the world with a market cap of USD 3.7 trillion, but only it 110
makes up 1.5% of the MSCI AC World Index." India is also
underrepresented when compared to India’s significant 7.5%
contribution to world GDP 2 70

* Indian equity is exposed to strong earnings growth and new
economy sectors as more unicorns get listed. Investors can
benefit from bottom up security selection, such as in our India
equity strategy, with there being potential alpha that can be
achieved in a dedicated India equity investment
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Using MSCI India Net Returns USD and MSCI Emerging Market Net Returns
USD. Source: MSCI, Bloomberg, October 2023.

Note 1: Source is Bloomberg, MSCI, October 2023. Note 2: Source is IMF, October 2023. Source: HSBC Asset Management, JPMorgan, MSCI, October 2023.
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Q. These past few months have proved to be difficult for fixed income assets. What makes now the time to
look at India bonds?

Global bond yields have been moving higher, and as seen in the Fig 7: Rates less volatile in India
earlier section, there is a risk of a higher-for-longer narrative on the _
: US10-yr govt bond India10-yr govt bond
US rates front. The Indian bond markets, though, have been less vield (%) vield (%)
volatile relative to global bond markets. The confirmation of index
inclusion of India government bonds has cushioned the impact of 5.9 8.0
global market volatility to some extent. While the Reserve Bank of
India’s (RBI) monetary policy in early October came in as expected, A8 =—US (LHS) ====India (RHS) 8
the reference to open market operation (OMO) sales in the RBI
governor's statement was not anticipated by the market, and this a4 79
led to a negative reaction after the RBI meeting.
4.0 6.8
Rates globally could remain volatile, and against this backdrop and
given the overhang of potential OMO sales, the India bond markets 36 6.4
have seen further correction with yields moving higher. However,
as observed a few times in the past, reversal from such points can 3.2 6.0
be sharper than the move up (in yields). Hence, we believe that any 8 &€ &£ €& 88 8 & & &
correction can provide an opportunity to add India exposure as this 85 883 88 58 388 ¢
isa gOOd entry point. Source: Bloomberg, October 2023.
Overall, factors appear to have aligned for the investment case for Fig. 8: Strong foreign inflows into debt
India fixed income: 2023 monthly foreign inflows into debt (USD million)
* The INR currency should see potential upside in the coming 1100
months, boosted by the index inclusion. Year-to-date, Indian
debt inflows have been strong and has more than reversed the 700
2022 outflows (Fig. 8). In Indian equities, while flows year-to- 300
date remains solid, flows in the recent months have been under
pressure with the surge in US bond yields. We would likely see -100
that JPMorgan’s index inclusion flows, which is expected to
total USD 20-25 billion, would begin sooner than the index 0T L L L 2 o e s
inclusion start date of June 2024 s ¢ 22 &£ 3= 2 89

October figure is as of 27t of the month Source: National Securities
Depository (NSDL), 27 October 2023.

+ A number of support factors from the macroeconomic side are also aligning in favor of India bonds: India’s

improved current account helped by an uptrend in services exports, the cooler inflation, and the peak in policy
rates with the expectations of rate cuts in in 2024 are all beneficial for India bonds

* At 7.4% yield for its 10-year government bonds, India — as an investment grade market — provides a substantial
yield pick up against other investment grade bonds. Even with the recent volatility in global rates, India’s yield is
significantly higher than that of the US at 4.9%, and remains well above China's 2.7%

» Animportant diversification benefit can be gained from an allocation to India fixed income, particularly with the
low correlation the asset class exhibits against other major bond markets (Fig. 9)

Fig. 9: Low correlation between India bonds and major bond markets

Correlation India govt Global govt EM govt us Global IG US IG EM IG USD EUR IG
bonds bonds bonds Treasuries bonds bonds bonds bonds

India govt bonds

Global govt bonds 1.00

EM govt bonds 0.45 1.00

US Treasuries 0.77 0.07 1.00

0.75 1.00

Global IG bonds 0.98
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EM IG USD bonds | 063 | 052 | 057 | 069 [N
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Correlation is based on daily returns over last 5 years. Using Markit ALBI India TRI Unhedged USD, FTSE World Government Bond Index USD, J.P. Morgan GBI-EM Global Diversified
Composite Unhedged USD, Bloomberg US Treasury Total Return Unhedged Index, Bloomberg Global Aggregate Unhedged USD, ICE BofA US Corporate Index, J.P. Morgan Corporate
Broad EMBI Diversified High Grade Index Level, ICE BofA Euro Corporate Index. Source: Bloomberg, Markit, FTSE, JPMorgan, 17 October 2023.

Note 3: Source is Bloomberg, 30 October 2023.

Source: HSBC Asset Management, Bloomberg, October 2023.
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Q. Indian equities seem to be the most expensive among major markets. Are the current valuations
justified?

Though valuations of Indian equities appear expensive when compared to major emerging and developed markets,
they remain reasonable when viewed against their own long-term averages. Indian equities are currently trading at
21.1x forward price-to-earnings ratio, very close to its five-year average of 20x (Fig. 10). Another point to note is that
the relative premium to global equities is equally driven by the de-rating of other major markets such as China during
the same period that Indian stocks have rallied sharply.

Relative valuations only tell a part of the story though as India arguably stands apart when it comes to earnings
visibility and growth prospects. For instance, earnings growth between 2022-2025 is expected to come in at 16.7%
per annum following the 12.6% growth per year witnessed between 2018-2021 as Indian companies are set to
benefit from a slew of ongoing reforms and structural changes such as digitalisation, infrastructure spending, energy
transition and the reorganisation of the global supply chain (Fig. 11).

In contrast, earnings growth of US equities is projected to be largely flat for 2023, on the back of the Fed's higher for
longer narrative, a strong dollar environment and bond vyields at levels not seen since 2007.

We believe that superior earnings growth coupled with a longer runway of economic growth, favorable macro
backdrop and supportive government policies make the case for a long-term investment allocation into Indian
equities. The market also remains uncrowded at present with foreign institutional investors’ (Flls) ownership of
NSES00 companies still recovering after bottoming out in September 2022. The most eager buyers of Indian stocks
remain local retail investors (through monthly investment plans, the flows into which have doubled since the
pandemic) and domestic institutions who act as a much-needed counter-balance to foreign flows, reducing volatility
and providing liquidity.

While equity market returns in medium to long term are typically a function of earnings and growth expectations,
they tend to work with some sort of lead/lag, with markets at times performing ahead of earnings growth and at
other times waiting for a stronger confirmation of sustainability or magnitude of earnings growth. When it comes to
the Indian equity market, an argument can be made that the mid and small cap parts of the market may have run
ahead of themselves with their sharp outperformance in recent months. However, the same is not true of large cap
stocks which have registered much more modest short-term gains but have a history of stable returns and a
comparatively favourable risk/return profile.

Fig. 10: Forward PE valuations Fig. 11: Earnings growth between FY13 and
FY25e
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Source: HSBC Asset Management, Bloomberg, October 2023.
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