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In brief
An important theme within Asia is the
progress of reform in India. Under Prime
Minister Narendra Modi, India has the best
reform momentum amongst the Asian
countries we invest in. Several structural
reforms have already been undertaken:
the implementation of the Goods & Services
Tax (GST) is progressing well, the high-value
currency demonetization is shrinking the
black market, the approval of the Insolvency
& Bankruptcy Code has been a significant
step towards cleaning up bank’s balance
sheets, the state-owned banks’ recapitalization
should enable the stronger banks to grow
their loan books more aggressively, the
affordable housing buildout is likely to help
revive growth and, finally, the digital
transformation is reducing costs and
increasing efficiency. Ultimately, investors
have remained confident that Modi’s reforms
will increase the economy’s potential growth
rate and therefore support higher corporate
earnings in the longer term. We concur with
this view. But if these reforms do not actually
produce improved growth in 2018, then
investors may start to question whether
the valuation premium attached to Indian
companies is deserved.

Four years after Narendra Modi became Prime
Minister of India, there are good reasons to be
optimistic about his reform programme and the
impact it may have on economic growth in the
medium term. We have identified six key areas
of significant positive change.

International investors like
India’s Prime Minister
Narendra Modi and his
economic reforms.
International investors like India’s Prime Minister
Narendra Modi and his economic reforms. Since he
assumed office in May 2014, investor sentiment
towards the subcontinent has taken a turn for the
better. This is true for financial investors as well as
foreign companies trying to get a foothold in Asia.
In any case, assuming foreign direct investment is
the appropriate indicator, there are clear signs that
Modi’s international credibility is high (figure 1).
Figure 1
Foreign direct investment in India has increased by 60% in the last
three years
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Source: Department of Industrial Policy & Promotion (DIPP), Centre for the study of Education
in an International Context (CEIC), Morgan Stanley Research. Data as at 31 December 2017.
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The Goods and Services Tax
(GST) is arguably one of the
most ambitious reforms ever
attempted in India.
Roll-out of GST should lend support to economic
growth over the medium-term
The Goods and Services Tax (GST) is arguably one
of the most ambitious reforms ever attempted in
India. It was implemented in July 2017 with six
different tax rates on goods or services across the
country, though the long-term plan is to reduce
the number to two. The rationale for the GST is
very clear: Firstly, India’s pre-GST indirect tax
structure had layers of government and individual
state taxes, which made state border-checks
necessary. To reduce their tax bill, many companies’
distribution centres were subscale. Under the new
regime, supply chains will be based on economic
criteria, leading to lower costs and better delivery
timelines. Secondly, the GST will help reduce the
number of tax evaders. Since this tax is built on
a matching invoice and tax-credit concept, where
supporting documents are required for the GST
input credit to be claimed, large companies will
not do business with tax evaders. Finally, the
GST will also help to reduce the excessive level
of bureaucracy in the economy. The logistic sector
is an obvious beneficiary of the GST, but all
companies transporting goods across many
different states will benefit.
Demonetization is reducing corruption and
boosting tax revenues
The Indian government unexpectedly announced in
November 2016 that INR 1,000 and INR 500 notes
were no longer legal tender and that new security
banknotes in denominations of INR 2,000 and INR 500
would be issued. This action was aimed at clamping
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down on corruption and tax evasion. When
demonetization was implemented, it reduced the
availability of cash and black money in the system,
at least temporarily, and as a consequence increased
the percentage of deals / deal value with a greater
component of “white money”. What is important
is that demonetization generated a lot of fear, as
individuals and businesses were forced to deposit
large amounts of cash in bank accounts, increasing
the potential for scrutiny by tax officials. This
encouraged tax returns to be filed and more
businesses to shift to legitimate channels. This
should have a positive impact on India’s fiscal deficit
over the medium term (3.5% of GDP for FY18).
Insolvency & Bankruptcy Code is critical in
reducing bad debts and accelerating loan growth
A key obstacle to growth in India has been the high
level of bad debt on banks’ balance sheets. The
banks account for nearly 80% of financing in the
economy, and their stressed loan ratio is approximately
12%.1 The inability to wind up loss-making companies
has stopped banks from financing new projects and
hindered any potential upturn in the investment
cycle to date. Hence, there is a macro imperative
to address the level of non-performing loans (NPLs)
if loan growth is to match the Indian economy’s
need for it.
A notable step in this direction took place in
December 2015, when the Reserve Bank of India
(RBI) asked banks to fully provide for all bad loans
by March 2017. To help, an Insolvency & Bankruptcy
Code (IBC) was introduced. Under this framework,
all banks must work towards resolving defaults, and
failure to put in place a plan within six months
would result in a referral to the IBC for insolvency
proceedings. With ‘encouragement’ from the RBI,
banks referred 12 major cases – approximately
one-quarter of total stressed assets – to the National
Company Law Tribunal (NCLT)2 in June 2017. The
outcome of these cases and a second list of 28
cases (results due later in 2018) should establish
new price marks and hopefully lead to a widespread
restructuring process. While we expect this to
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Figure 2
Recapitalisation of India’s state-owned banks
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Source: CLSA, February 2018.

increase near-term pain for the banks, particularly
as we could see more skeletons tumbling out of
banks’ loan books, this is what is needed to improve
their long-term health.
Government’s bold plan to recapitalize state-owned
banks is a medium-term positive for growth
A critical step in Modi’s reform agenda is
recapitalization of the state-owned banks, which
are still the largest corporate lenders with a more
than 70% share of the corporate lending market.3
Some of these state-owned banks are only just
meeting their capital adequacy ratios, and are not
able to handle large write-offs. In October 2017,
the government announced a recapitalization plan
totalling INR 2.11 trillion (USD 32 billion) to be
provided over the next two years (figure 2). Overall,
this capital infusion is equivalent to approximately
35% of the market cap of the state-owned banks.
We believe this recapitalization should help to speed
up NPL resolution as the banks would be able to
accept larger haircuts.
A push for affordable housing may act as a
structural driver of economic growth
One way the government can both revive growth
and generate jobs is through the mass buildout of
affordable housing. Under its “Housing For All” plan,
the government aims to build an additional 20 million
homes for lower-income households by 2022 (atop
existing stock of around 100 million urban homes).
Although India’s housing stock has grown enormously
over the past decade, there is a glut of large,
expensive homes and too few smaller, cheaper
ones. To address the housing issue, all constituents
of the housing chain – developers, home-loan
borrowers and lenders – are now being incentivised
by the government. Affordable housing projects
are given “infrastructure status”, which warrants
a reduced tax rate and cheaper financing, while
buyers are offered interest subsidies for home loans
subject to annual income levels and house size
limits. Also, these incentives need to be seen in the
context of reforms such as the introduction of the
Real Estate Regulation Act (RERA) in May 2017.
For years, buyers had to bear the costs when their
new homes were not delivered on time – frequently
because builders diverted buyers’ payments into
alternative projects. The RERA rectifies this problem
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by requiring developers to deposit 70% of the money
raised from buyers on any given project into an
escrow account.
The real estate sector’s linkages to the broader
economy involve some large sectors that could
benefit from a housing boom, such as cement, steel,
paints, electrical goods/appliances and building
materials. Since construction is a low tech intensity
sector, which is relatively immune to automation,
it is one of the key sectors for absorbing India’s
declining labour requirement in agriculture.
A digital transformation benefits government
finances, governance & consumer demand
“Digital India” is a campaign launched by Modi’s
government in July 2015 to address technological
shortcomings, save money and reduce corruption.
As part of this campaign, the government is focused
on ensuring that high-speed internet is available to
all, government services are distributed online,
financial transactions above a certain threshold are
electronic and ownership of bank accounts becomes
widespread. This digital initiative is only possible
due to the existence of the unique identification
project, Aadhaar (introduced in 2009). This provides
a cradle to grave digital identity (UID) for each
resident, based on their biometric data, which is
used to access government and financial services.
Currently, Aadhaar enrolment is within the range
of 70% to 100% across most states.4
One of the most notable benefits of Aadhaar has
been the increase in banking penetration (previously
below 60%),5 as the UID by itself is sufficient for
opening a bank account. This has brought hundreds
of millions of households into the banking system.
It is also worth noting that the government used the
opportunity provided by demonetization to promote
a switch from cash to electronic transactions as the
primary means of payment (figure 3).
The greater ownership of accounts has facilitated the
government’s direct benefits transfer (DBT) scheme.
The aim of this scheme is to transfer a range of
subsidies (e.g. cooking fuel, food, fertilisers and
guaranteed rural wages) directly into citizens’ bank
accounts using the UID system (table 1). This is
aimed at reducing corruption.
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Figure 3
Demonetization resulted in an increase in e-payments
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Source: RBI. Data as at December 2017.

Turning to internet connectivity, the number of
internet users increased at a CAGR of roughly 31%
from 2000 to 2017 (figure 4). The use of mobile
phones has driven this growth, particularly among
economic segments of the population who cannot
afford computers.

The use of mobile phones
has driven this growth,
particularly among economic
segments of the population
who cannot afford computers.

Debit Card

Table 1
DBT programme – estimated annual savings
Key subsidies and DBT implementation
Subsidy

Potential savings
(USD bn)

Cooking fuel

0.9

Rural employment

0.9

Kerosene (cooking fuel)

0.2

Food

3.0

Fertilisers

1.6

Total

6.6

Source: CLSA, January 2017.

Currently, India’s internet economy, though not as
developed as China’s, is booming in some segments.
Although the retail segment, for example, has only
about 3% of total market share coming from online
business, segments such as mobile phones now see
more than half of their sales done via online
channels.6

Figure 4
Internet users CAGR of approx. 31% in India from 2000 to 2017

Conclusion: What next?
We expect the combination of these reforms to have
a marked effect on the Indian economy. The twin
balance sheet problems of highly overleveraged
corporates and banks saddled with high levels of
debt has been a key growth constraint reflected
in the low level of capex as a % of GDP (figure 5).
However, we are confident that the necessary steps
to address these problems have now been taken,
coupled with a plan to revive the housing market.
As a result, loan growth has already picked up to
10% year-on-year, from a low of 6% in 2017.7
Consequently, we are optimistic for India’s growth
momentum, which is crucial for the country’s longterm success.
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Finally, a word about valuations: the MSCI India
Index is currently trading at a 12-month forward
price/earnings ratio of around 21x, just above its
historical average over the last decade (figure 6).
The consensus expects earnings growth of 19% and
17% for FY18 and FY19 respectively. Corporate
earnings and valuations should be supported as
economic growth ticks up. Four years after Modi
came into power, prospects are good not only for
the Indian economy, but also for the Indian stock
market.
Overall, we are impressed with the progress made in
addressing some of the key issues in the economy.
A lot of problems which are being addressed have
needed to be tackled for 20-30 years, and it is only
this government that has been able to find solutions.
Although valuations in many areas of the Indian
equity market remain stretched, we believe there
are companies which are well placed to benefit
from higher growth and offer attractively valued
opportunities for active bottom-up stock pickers.
India can have a leap in growth, if Modi continues
to do the ‘the right thing’.

Figure 5
Gross fixed capital formation
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Figure 6
MSCI India Index P/E 12-month forward
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Box
What type of companies can potentially benefit from incremental economic growth?
Our preferred way to play higher economic growth is through the financial sector. In particular, a large private bank has suffered
from asset quality problems which have put downward pressure on its market valuation. However, we now believe that we have
MXAPJ
Average
SD
-1 SD
passed the peak of these problems and the bank’s profitability should gradually
normalize.
Another +1
bank
on higher
valuation
multiples, which is likely to be a beneficiary of a recovery in housing, is a sizable mortgage financier. With an average loan ticket
size of INR 2.5 million, this bank is well positioned to capture any growth in the affordable segment (house price < INR 5 million,
approx. USD 40,000), and we expect continued strong loan growth going forward. Elsewhere, we believe a satellite TV and
broadcasting company is well-positioned to benefit from an economic revival. Companies will spend more on advertising while
consumers with higher disposable income will increase their subscriptions to this company’s TV channels.
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Notes
1 Source: Gavekal Research, ‘Escaping The Indian Funk’, November 2017. Stressed loans
include both non-performing loans (NPLs) and restructured loans. Non-performing loans are
loans on which a bank has not received payments up to 90 days past due. Some of these
loans are restructured.
2 National Company Law Tribunal is a quasi-judicial body in India that adjudicates issues
relating to Indian companies.
3 Gavekal Research, ‘India: Poised For A Pickup’, August 2017.
4 CLSA, Reform’nation, November 2016.
5 Ibid.
6 CLSA, March 2018.
7 Source, ‘India Banks: SBI raises retial term deposit rates’, Nomura, 28 February 2018.

About risk
The value of investments and any income will fluctuate (this may partly be the result of exchange-rate fluctuations) and
investors may not get back the full amount invested. When investing in emerging and developing markets, there is potential for
a decrease in market liquidity, which may mean that it is not easy to buy or sell securities. There may also be difficulties in
dealing and settlement, and custody problems could arise.
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Important information
This document has been prepared only for those persons to whom Invesco has provided it for informational purposes only. This document is not an
offering of a financial product and is not intended for and should not be distributed to retail clients who are resident in jurisdiction where its
distribution is not authorized or is unlawful. Circulation, disclosure, or dissemination of all or any part of this document to any person without the
consent of Invesco is prohibited.
This document may contain statements that are not purely historical in nature but are "forward-looking statements", which are based on certain
assumptions of future events. Forward-looking statements are based on information available on the date hereof, and Invesco does not assume any
duty to update any forward-looking statement. Actual events may differ from those assumed. There can be no assurance that forward-looking
statements, including any projected returns, will materialize or that actual market conditions and/or performance results will not be materially
different or worse than those presented.
The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or
particular needs. Before acting on the information the investor should consider its appropriateness having regard to their investment objectives,
financial situation and needs.
You should note that this information:
•
•
•
•

may contain references to amounts which are not in local currencies;
may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;
may not address risks associated with investment in foreign currency denominated investments; and
does not address local tax issues.

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk.
Please review all financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to
change without notice. These opinions may differ from those of other Invesco investment professionals.
The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose possession this marketing
material may come are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or
solicitation by anyone in any jurisdiction in which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or
solicitation.

