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India, like many markets in the pandemic, experienced a difficult
2020, with its economy contracting the most since 1952". However,
recent data points to the conclusion that the worst may be over as
new COVID-19 cases decline and economic activity accelerates. In
this 2021 Outlook, Rana Gupta (Senior Portfolio Manager and
Indian Equities Specialist) and Koushik Pal (Senior Analyst), present
their views on how a sharp growth comeback is likely this year given

favourable structural government policies and cyclical tailwinds that support two transformative
medium-term trends: formalisation through a digital economy and reinvestment in manufacturing.

2021 Outlook: India’s growth
comeback

Despite the economic and societal challenges of the
COVID-19 pandemic, we believe that the worst is
likely behind us and the stage is set for growth in
India to make a strong comeback in 20212. This will
be driven by the government's long-term policy
framework and the Reserve Bank of India's (RBI)
supportive monetary policies. The growth outlook is
further underpinned by benign monetary conditions
and low real rates resulting from substantial inward
capital flows seeking to participate in India's long-
term growth story. An end to the economic
disruptions caused by the COVID-19 pandemic in
India is now clearly visible: active cases have
consistently declined over the past three months,
and a large-scale vaccination programme
commenced in January 2021.

Indeed, the focus should now turn to medium and
long-term growth themes that are receiving further
impetus through government policy action during the
pandemic and the recently released 2021 Union
Budget.

Two powerful themes have emerged from the
focused policy agenda of the past six years (see
Chart 1). We believe these will drive India's medium-
term growth potential:

' Source: Bloomberg, 7 January 2021.

2 National Statistical Office: First Advance Estimates of National Income:
The growth in real GDP during 2020-21 is estimated at -7.7 per cent
as compared to the growth rate of 4.2 per cent in 2019-20.

1) Formalisation through a digital economy;
2) Reinvestment in manufacturing.

Chart 1: Virtuous cycle of two transformative
medium-term themes?®
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These two themes should serve as primary tailwinds
for the country’s growth potential over the medium
term. Both can also feed off each other to create a
virtuous cycle that should generate more jobs,
improve domestic savings, and enable reinvestment
in better infrastructure. On the one hand,
formalisation is driving the growth of a massive digital
economy; at the same time, the digital economy is
itself driving the formalisation process by boosting
productivity.

We also believe that manufacturing growth is at an
inflexion point. India should continue to benefit from

3 Source: Manulife Investment Management.
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global capital inflows, as trade tensions and the
diversification of supply chains outside of China are
trends that are likely to persist in the medium term.
International firms have already committed large
investments in areas like electronics manufacturing,
and the Indian government has turned its policy
agenda firmly toward incentivising the localisation of
manufacturing. As manufacturing grows, more
formal jobs will be created, which we believe will
drive income growth and consumption, thereby
unleashing another virtuous cycle of growth.

Previous structural reforms serve as
foundation for growth

In our past investment notes, we have consistently
highlighted that despite the challenges of the
COVID-19 pandemic in 2020 and the cyclical
slowdown that preceded it, India remains a local,
bottom-up story that is supported by a host of
structural reforms already in place to promote
formalisation: the JAM* trinity, lower corporate taxes,
indirect tax reform (GST), real estate regulations (the
RERA Act), and the Bankruptcy Act.

We had also argued that with the fundamental
building block of formalisation in place, the Indian
government has a unique opportunity to revitalise
economic growth through a policy framework we
called the “3 Rs”™:

1) Recycle: Funding government spending needs
through the privatisaton of state-owned
enterprise (SOE) assets.

2) Rebuild: Aggregating savings by providing tax
cuts to the private sector and households. Further
augmenting savings by opening various sectors
to FDI.

3) Reinvest: Providing incentives for manufacturing
firms and global capital to reinvest such savings
to substitute imports and increase the country's
global market share of exports.

While the Recycle initiatives briefly took a backseat
in 2020 amid the disruption posed by the pandemic,

4 JAM stands for “Jan Dhan Yojana, Aadhaar and Mobile”, which is a
government initiative to link Jan Dhan accounts, mobile numbers and
Aadhar cards.

5 The government reduced the corporate tax rate to 22%, consolidated
44 different labour laws into four labour codes, and introduced

the government has consistently moved ahead on
Rebuild and Reinvest policy agenda over the past 18
months, focusing on long-term policies during the
pandemic to reduce the corporate tax rate, simplify
labour laws, and incentivise localisation of
manufacturing, rather than just concentrating on
fiscal stimulus®.

Union Budget supports and amplifies growth
agenda

The latest Union Budget presented on 1 February
2021 privileged growth over near-term fiscal
discipline. It also avoided any sudden tax increases
that could have affected investor sentiment. We
believe this is the right policy agenda, as the fledgling
economic recovery needs spending and policy
support. Benign global monetary conditions and
bottom-up factors favour India, meaning that markets
can support more near-term borrowing from the
government.

While some near-term fiscal relaxation has been
taken, the medium-term fiscal consolidation path
remains intact and consistent. Despite being higher
than previous targets, the fiscal deficit is still
projected to fall to 6.8% in FY2021-2022 from 9.5%
in  FY2020-2021 ¢ . The medium-term fiscal
consolidation path has also been defined with a
targeted deficit of less than 4.5% over the next five
years’.

We believe next year's targets are conservative. The
actuals are likely to surprise positively, as we find
both the nominal GDP growth estimates and tax
growth targets conservative given the tailwind to tax
collection and high-frequency indicators that we have
seen over the past few months.

More importantly, we see that government spending
and policy aims should have a better multiplier effect
rather than just providing short-term stimulus; and
multiple policy announcements in our 3R framework
should strengthen medium-term growth potential and
attract foreign capital:

production-linked incentive schemes in key electronic and
pharmaceutical manufacturing segments.

6 India Ministry of Finance: https://www.indiabudget.gov.in/.

7 India Ministry of Finance: https://www.indiabudget.gov.in/.
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Recycle: The budget has gone big in this category
with an ambitious asset-monetisation programme:

e Privatisation of two SOE banks and insurance
companies

e Creation of more REIT-like structures to
monetise road highways, power distribution,
and rail assets (dedicated freight corridors).

¢ Monetisation of other core infrastructure assets
such as airports, oil & gas pipelines, railway
infrastructure, sports stadiums, toll roads, and
warehousing.

Rebuild:

¢ Extension of special tax benefits for affordable
housing to support real-estate recovery.

e Provision of approximately US $2.7 billion to
recapitalise the SOE banks®.

e Plans to create an asset reconstruction
company (ARC) to take over stressed banking
sector may help accelerate an NPA resolution.

¢ Raising the FDI limit for insurance companies
from 49% to 74% is likely to introduce more
capital to India's attractive insurance sector

Reinvest:

e Capex allocation has seen a healthy growth of
26% in the current year, focusing on areas like
road, rail, defence, and urban housing. There
is an additional allocation for the social-policy
agenda, such as education, healthcare, and
public transport networks. At the same time,
there is a reduction in subsidies to fund long-
term spending.

e Plans to establish a development finance
institution (DFI) that will provide infrastructure
financing with a targeted lending portfolio of
around US $68 billion in three years®.

e To further incentivise localisation, customs
duties on specific auto components, mobile
parts, and electrical components have been
raised.

8 Source: India Ministry of Finance: https://www.indiabudget.gov.in/.

® Source: India Ministry of Finance: https://www.indiabudget.gov.in/.

® Fiscal Deficit- Source: RBI, MoF, Kotak Economics Research
estimates, as of 2 February 2021.

Successful 3R policies should drive higher
savings and lower deficits

A growth agenda driven by successful 3R policies
(formalisation, digitisation, and manufacturing)
should increase domestic savings. As formal
employment and capital formation improve, so
should tax collection and capital inflows, giving the
government more room spend, but without the cost
of higher deficits. Indeed, these factors should
potentially help reduce the estimated fiscal deficit
quicker after reaching its peak of 9.5% of GDP in
FY 2021 towards the medium-term goal of 4.5% (see
Chart 2).

Chart 2: Fiscal deficit estimated to decline, while
current account has swung to surplus™
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As a result of successful 3R policies, we have
already seen a rise in India's share of net exports in
areas such as electronics and chemicals. India has
also garnered a higher regional share of FDI and
FPI flows over the past 12 months' . This has
augmented domestic savings, pushed the current
account to surplus, and propelled forex reserves to
an all-time high'2. As growth improves in 2021, we
expect the current account surplus to moderate due
to higher consumer demand. However, we believe
that the structural trend of a higher share of foreign
flows to India will continue, and this should keep
external account balances manageable, despite
higher growth.

Cyclical tailwinds should drive growth
prospects

Given the favourable structural backdrop, we also
see three key cyclical factors turning positive, which
augurs well for a V-shaped growth recovery in growth
in FY 2021-2022, with real GDP growth projected to
reach double digits.

1. Monetary conditions remain benign

Real rates have come down due to higher foreign
flows (capital account), supportive central-bank
policies, and gains in the share of net exports
(current account) that are augmenting domestic
savings and liquidity. The RBI has supported the
recovery with various policy tools, including
market interventions, to ensure that both the
pricing and credit availability are adequate for
growth to recover. This has pushed real rates into
negative territory and consumer lending rates to
decade-low levels (see Chart 3).

We expect low real rates to be a strong catalyst
for capex. We have already seen this in
household capex where low rates and targeted
incentives have catalysed a nascent recovery in
the real-estate market across major cities. The
volume of property sales has crossed pre-COVID
levels, and listed developers are posting strong
year-on-year growth.

" Source: https://timesofindia.indiatimes.com/business/india-business/
fdi-inflows-into-india-jump-by-13-to-57bn-in-2020-un/articleshow/
80460076.cms

2 Bloomberg, as of 31 December 2020.

Chart 3: Negative real rates and low home
lending rates propel investment™
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2. The COVID-19 pandemic situation has
improved quite sharply

Since peaking in mid-September 2020, active
COVID-19 cases have continued their sustained
downward trajectory (as of the end of January
2021- see Chart 4). India has already started a
mega vaccination programme that targets a goal
of 300 million people by the end of July — this
includes 30 million healthcare and other frontline
workers, and those aged over 50 or with pre-
existing medical conditions’. As of 30 January
2021, 3.74 million people had been vaccinated™.
In our view, India has enough domestic capacity
to produce COVID-19 vaccines. As the
vaccination drive picks up pace, we anticipate
improvements in more sectors, especially on the
services side, which should further boost the
recovery.

3 Negative real rates- RBI and Bloomberg, as of 31 December 2020.
Home rates- SBI, HDFC, Jefferies, as of 31 December 2020.

4 Reuters, 15 January 2021.

S Our World in Data, as of 31 January 2021.
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Chart 4: COVID-19 cases have likely peaked'®
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3. Economic conditions have likely bottomed

We have seen both a pickup in high-frequency
indicators and an upgrade of GDP estimates for
FY2021-2022 at the RBI's recent monetary policy
meeting. As the pandemic situation sharply
improves, economic activity has normalised
faster than expected: over the past few months,
high-frequency indicators have surprised
positively (see Chart 5). We expect this trend to
continue, as economic activity completely
normalises over the next few quarters.

Chart 5: Economic growth has likely bottomed'’
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6 www.covid19india.org, as of 2 February 2021.

7. CSO0, Kotak Institutional Equities estimate, January 2021.

Cyclical upturn supporting medium-term
themes drives sectoral outlook

Given our view that India should experience a sharp
growth recovery in 2021 based on cyclical tailwinds
supporting the two medium-term growth drivers, we
have a positive outlook for the following sectors:

¢ Financials

Financials should benefit from both a cyclical
upturn, such as a growth revival in vehicle sales
and housing, as well as longer-term structural
trends including higher spending through the
formal channels like digital (e.g., credit cards)
and an increasing savings pool in the
country. We expect banking-asset quality to
remain under control, as large private banks have
raised capital to strengthen their balance sheets,
pandemic-related stress has been lower than
expected, and the RBI has actively intervened in
the market to prevent systemic issues.

¢ Materials and Industrials

In our view, these sectors directly benefit from
economic recovery, increased government
spending on infrastructure, and an upturn in real
estate through cement, building materials, and
commercial vehicles.

e Consumer Discretionary

As economic growth rebounds, this sector should
continue to do well with higher sales of
discretionary items like consumer durables,
electronics, and automobiles.

e Structural themes

We remain constructive on macro themes,
like import substitution plays, that
benefit from the government's supportive
domestic manufacturing (EMS companies, auto
ancillaries) policies, and a production
diversification away from China due to the trade
war (speciality chemicals). These companies are
present across both the consumer discretionary
and materials sectors.
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We hold a more cautious view on:

e Consumer staples

Valuations have rerated ahead of growth
expectations, as they were seen to benefit from
the lockdown. We see better opportunities in
more cyclical sectors like consumer discretionary
and financials.

e Energy

Most companies in this sector have weak ESG
characteristics and uncertain growth outlooks.

2021 outlook looks compelling

To conclude, we believe that the worst is behind us
and the stage has been set for a strong comeback in
2021 as cyclical challenges are behind us and the
recovery will be two pronged, i.e. formalisation will
continue to boost the digital economy and reinvest
policies which should lead to a revival in
manufacturing.  Given  favourable  structural
government policies and cyclical tailwinds that
support the two transformative medium-term trends,
we believe the medium to long-term investment
outlook for Indian equities remain compelling.

Disclaimers

A widespread health crisis such as a global pandemic could cause
substantial market volatility, exchange trading suspensions and closures,
and affect portfolio performance. For example, the novel coronavirus
disease (COVID-19) has resulted in significant disruptions to global
business activity. The impact of a health crisis and other epidemics and
pandemics that may arise in the future could affect the global economy
in ways that cannot necessarily be foreseen at the present time. A health
crisis may exacerbate other pre-existing political, social and economic
risks. Any such impact could adversely affect the portfolio’s performance,
resulting in losses to your investment

Investing involves risks, including the potential loss of principal. Financial
markets are volatile and can fluctuate significantly in response to
company, industry, political, regulatory, market, or economic
developments. These risks are magnified for investments made in
emerging markets. Currency risk is the risk that fluctuations in exchange
rates may adversely affect the value of a portfolio’s investments.

The information provided does not take into account the suitability,
investment objectives, financial situation, or particular needs of any
specific person. You should consider the suitability of any type of
investment for your circumstances and, if necessary, seek professional
advice.

This material, intended for the exclusive use by the recipients who are
allowable to receive this document under the applicable laws and
regulations of the relevant jurisdictions, was produced by, and the
opinions expressed are those of, Manulife Investment Management as
of the date of this publication, and are subject to change based on market
and other conditions. The information and/or analysis contained in this
material have been compiled or arrived at from sources believed to be
reliable, but Manulife Investment Management does not make any
representation as to their accuracy, correctness, usefulness, or
completeness and does not accept liability for any loss arising from the
use of the information and/or analysis contained. The information in this
material may contain projections or other forward-looking statements
regarding future events, targets, management discipline, or other
expectations, and is only as current as of the date indicated. The
information in this document, including statements concerning financial
market trends, are based on current market conditions, which will
fluctuate and may be superseded by subsequent market events or for
other reasons. Manulife Investment Management disclaims any
responsibility to update such information.

Neither Manulife Investment Management or its affiliates, nor any of their
directors, officers or employees shall assume any liability or
responsibility for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in reliance on the
information contained herein. All overviews and commentary are
intended to be general in nature and for current interest. While helpful,
these overviews are no substitute for professional tax, investment or
legal advice. Clients should seek professional advice for their particular
situation. Neither Manulife, Manulife Investment Management, nor any
of their affiliates or representatives is providing tax, investment or legal
advice. Past performance does not guarantee future results. This
material was prepared solely for informational purposes, does not
constitute a recommendation, professional advice, an offer or an
invitation by or on behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any investment strategy, and
is no indication of trading intent in any fund or account managed by
Manulife Investment Management. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any
market environment. Diversification or asset allocation does not
guarantee a profit nor protect against loss in any market. Unless
otherwise specified, all data is sourced from Manulife Investment
Management.
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Manulife Investment Management

Manulife Investment Management is the global wealth and asset
management segment of Manulife Financial Corporation. We draw on
more than a century of financial stewardship to partner with clients across
our institutional, retail, and retirement businesses globally. Our specialist
approach to money management includes the highly differentiated
strategies of our fixed-income, specialised equity, multi-asset solutions,
and private markets teams—along with access to specialised,
unaffiliated asset managers from around the world through our
multimanager model.

These materials have not been reviewed by, are not registered with any
securities or other regulatory authority, and may, where appropriate, be
distributed by the following Manulife entities in their respective
jurisdictions.

Additional information about Manulife Investment Management may be
found at www.manulifeim.com/institutional.
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