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Reform priorities

1) Re-start stalled projects - Reducing regulatory uncertainty and simplifying
procedures for obtaining clearances is a top priority

2) Tackle food inflation - open market sale of food grains, crack down on
hoarders, improve infrastructure facility, increase farm productivity

3) Revive manufacturing - (raise manufacturing sector’s share in GDP to 25%
from 15% by 2025)

4) Fiscal consolidation - Getting the fiscal deficit down to 3% of GDP by FY17/18
5) Goods and Services Tax - tax reforms critical to achieve fiscal consolidation

6) Subsidy rationalization - oil, food, fertilizer subsidies constitute1.8% of GDP;
need to reduce subsidies further & make it more targeted

7) Capital account liberalization - Increased FDI caps and further liberalization of
debt markets
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Status of reform measures announced since May 2014

Key reform measures announced by the government since assuming office in May'14 EXECUTION
Deregulating diesel prices, paving the way for new investments in petroleum sector Operational
Raising gas prices from US$ 4.2 per million British thermal unit to US$ 5.6, and linking pricing, transparently and Operational

automatically, to international prices so as to provide incentives for greater gas supply and thereby relieving the power
sector bottlenecks

Taxing energy products. Since October 2014, taking advantage of declining oil prices, the excise tax on diesel and coal Operational

was increased four times

Replacing the cooking gas subsidy by direct transfers on a national scale Partially operational

Securing political consensus on the goods and services tax (GST) that will allow legislative passage of the Bill passed in Lower

constitutional amendment bill House; awaiting passage
in Upper House

Instituting a major program for financial inclusion—the Pradhan Mantri Jan Dhan Yojana under which over 125 million Progressing

new accounts have been opened till mid-February 2014

Continuing the push to extending coverage under the Aadhaar program, targeting enrollment for 1 billion Indians; as of Progressing

early February 2015, 757 million Indians had been bio-identified and 139-Aadhaar linked bank accounts created

Increasing FDI cap in defense Operational

Passing an ordinance to make land acquisition less onerous, thereby easing the cost of doing business, while ensuring Stuck in Parliament

that farmers get fair compensation

Facilitating Presidential assent for labour reforms in Rajasthan, setting an example for further reform initiatives by the Progressing

states

Passing the coal mines bill which will enable private companies to mine coal for sale in the open market, thereby Legislated

helping in easing India's power sector woes

Passing an ordinance increasing the FDI cap in insurance to 49% from 26% Legislated

Passing the Mines and Minerals (Development and Regulation) (MMDR) Amendment Ordinance, 2015 is a significant Legislated

step in revival of the hitherto stagnant mining sector in the country. The process of auction for allotment would usher in
greater transparency and boost revenues for the States

Accepting recommendations of 14th Finance Commission to decentralize more revenues to states Operational

Faster liquidation of foodgrain stock surplus Operational

Source: Press Information Bureau of India, Deutsche Bank
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Political constraint — the government lacks majority in the

Upper House, which is delaying the passage of land & GST bill

Deutsche Bank
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New GDP series is at odds with high frequency indicators
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Growth momentum remains weak

India macroeconomic momentum indicator (IMMI) is a composite index which
attempts to capture the underlying momentum in the economy by tracking the
movement of five growth relevant variables: industrial production, exports, non-oil
imports, bank credit to commercial sector, and auto sales

India macroeconomic momentum has also moderated
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Capital goods production momentum has weakened
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Economic momentum is likely to have moderated

Lowrsar CEAC, Doutscha Bank

Real GDP growth likely to be lower in Jan-March'15
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Capex recovery will take time — more stress in the
private sector relative to public sector

Stalled project costs have eased in FY15
INR bn
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Private sector in worse shape
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But stalled/completion ratio is at a record high
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Public sector investment will have to take the lead

Projects completed
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Stalled projects have affected banks’ balance sheet

Major contributor to stressed advances of scheduled commercial banks (%)

Sector Mar-09 Mar-10 Mar-11 Mar-12 Mar-13 Mar-14 Jun-14
Infrastructure Share in total advances 95 1.8 135 13.2 146 14.4 14.8
Share in total stressed advances 8.3 8.6 3.4 212 288 294 30.7
Iron & steel Share in total advances 39 41 44 46 49 4.8 4.8
Share in total stressed advances 51 78 79 6.7 8.2 10.8 10.2
Textiles Share in total advances 38 38 3.8 3.4 3.7 35 3.5
Share in total stressed advances 9.0 1.6 12.2 8.9 75 77 7.2
Aviation Share in total advances 09 1.0 05 0.7 05 05 05
Share in total stressed advances 0.1 1.1 1.8 6.3 3.9 3.3 31
Mining Share in total advances 05 0.6 0.7 0.7 0.7 0.6 0.6
Share in total stressed advances 0.3 0.2 0.4 0.4 0.6 049 0.9
Total of these sectors Share in total advances 186 21.3 233 226 244 239 242
Share in total stressed advances 228 295 305 433 489 520 52.0

Sowroe: B8 Financal’ Stabity Ropart - Decamber 2074, Deutsobe Banik

Stressed loans are concentrated in five key sectors — Gross and net NPL* of the banking system — has steadily
infra, iron & steel, textiles, aviation and mining deteriorated in the last few years
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Land bill a key test for investment revival

* The Land Acquisition, Rehabilitation and Resettlement (LARR) Act came into force in January 2014,
replacing the Land Acquisition Act of 1894

* The new Act, requiring consent of 80% of "affected families" for land acquisition and compensating up to
4 times the market value of the land in rural areas and twice the market value in urban areas, raised
concerns about the time and cost of obtaining land

* The government is trying to make some changes to the Act (whereby the consent clause and social
iImpact assessment will not be applicable for five sectors including infrastructure), which is expected to
make land acquisition relatively easier, but this has evoked strong criticism from opposition parties and
civil society activists

* An amendment to the 2014 law was passed through the Lower House on March 10, with the amendments
softening the consent and impact assessment needs. The journey through the Upper House (session is
ongoing) has turned out to be more challenging as the government is a minority in the Upper House

* The passage of the amended legislation would help business sentiments, but could entail substantial
political cost as the government could be seen as favoring businesses over environmental concerns and
the rights of small landowners
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Within the EM though, India’s macro is compelling

India’s real GDP growth likely to remain high relative to

ey EMN peers
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No country above USD1 trillion GDP is likely to grow as fast
as India in the next 5-6 years
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Investment pick-up is a prerequisite to economic revival

|Nat|'cma| accounts: production and expenditure side GDP

% yoy FY12/13 FY13/14 FY14/15F FY15/16F FY16/17F
Real GDP 5.1 6.9 7.4 15 75
Agriculture 1.7 3.6 1.1 3.3 3.0
Industry 50 5.1 6.0 6.6 6.6
Services 59 8.1 10.0 9.0 9.0
Expenditure side GDP
Consumption exp. 49 6.5 76 6.6 71
Private hb 6.2 7.1 6.5 7.3
Government 1.7 8.2 10.0 7.5 5.8
Investment -0.3 3.0 4.1 7.3 95
Exports 6.7 7.3 09 6.6 12.8
Imports 6.0 -8.4 -056 45 13.2

Source: C50, CEIC, Deutsche Bank forecasts
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Growth and investment model for India 2015-20

Key assumptions and implications

Savings: We expect a gradual improvement in the savings rate as the public sector consolidates its fiscal
position, corporate profitability returns, and households find savings worthwhile as inflation eases and real
rates rise. Buoyed by the improvement in savings rate, the investment ratio rises from 32% to 35% of GDP.
Current account deficit rises steadily, but sustainably, to around 3% of GDP

Growth: Nominal GDP crosses USD3.2trin by 2020, raising per capita GDP to around USD2500. This
constitutes about a 4.5% annual average growth of real per capitaincome

Inflation: RBI targets inflation successfully, bringing it down to below 6% by FY16 and below 5% by FY19

Rupee: The exchange rate appreciates gradually in real terms. In nominal terms, against the USD, the rupee
ranges from 63-65

Assuming progress is made in fiscal consolidation, monetary stability, and structural reforms, India’s

macro path for the rest of decade could well be a promising and sustainable one
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Sustainable growth above 7% would need significant
Improvements in productivity

7%+ growth by the end of the decade would require

significant improvements in productivity > India’sTFP growth has declined almost each year since 2007, presently
running below 2%. In contrast, Indonesia, Philippines, and Thailand have
s Growth  ee|COR seen TFP rise during the same period
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) f a— 1 . . " .
‘( » To boost Total Factor Productivity, India needs to i) increase its scale of
g \,‘ \f \ s manufacturing; ii) reduce product market regulation; iii) ease employment
7 . AL protection; and iv) remove barriers to entry
5] e
5 - L) - .'.- ] vig
VA S i
4 -1 —
3
2
1 |TDtaI factor productivity
0
T T T T T T T T T T T T T T T T 1 %
FYO4 FYO6 FYOS FY10 FY12 FYl4 FY16 FY18 FY20 e m2003-07 =2008-10 m2011-13
6

Souroa: CEN, Dawtscha Bank: OOR stand for inoramantal capital sutput rafic, derfeod by diuigding gross
irvastment by el GOF growth. Dortad lings dencts projactions.

[ B S R L

A S

i ; o F £
\"\’?} \}l} qw:& < -5

Souroa: M, Deutsche Sank. * TFF cakulations are dorfved’ from “Potantisd Growth in Emanging Asia. © by Aalw Anand) Kowie C Chang,
Sigdre Rotyman, and Longmai Zhang, W Wonbng papar 142 2074, Washingfon OC

.. o B iy = & & o
ot & & 3 ¢ a <® Q3§
&

Deutsche Bank Kaushik Das kaushik.das@db.com +91 22 7180 4909 Taimur Baig taimur.baig@db.com +65 64238681 15
Q2 2015



Infrastructure investment also needs to rise appreciably

to support non-inflationary hig

Investment recovery will likely be accompanied by a rise
in the current account deficit
% of GDP
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External debt will rise gradually
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Fiscal consolidation is key Z

194 of GDP reduction in deficit leads to growth rising by 0.4% within 2 years
subsequent to the effort

The authorities want to bring the centre’s fiscal deficit
down to 3.0% of GDP by FY18
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F¥15/16 fiscal projection - Budget vs. DB forecast

IMR bn % of GDP Yo yoy
ltermnis Budget DB forecast Budget DB forecast Budget DB forecast
Total receipts 12218 12162 8.7 8.6 4.6 41
Total expenditure 17775 17636 12.6 125 57 449
Mon-Plan Expenditure 13122 13262 9.3 9.4 82 9.3
Plan Expenditure 4503 4374 33 31 -0.6 -85
Fiscal Deficit E5E6 5474 39 3.9
Sourca: Govarnmant of indis, Deutscha Sank I
MMedium term fiscal policy statement
% of GDP, at current market prices F¥15 revised estimate Y16, budget estimate F¥17 target F¥18 target
Revenue deficit 29 28 24 2.0
Fiscal deficit 41 38 35 3.0
Gross 18} revenus 9.9 10.3 108 107
Total outstanding liabilities at the end of the year 46.8 46.1 4.7 428

Sowrce: Govarnmant of nda, Dewtscha Bank Noto: “Total outstanding bebilties” include axtarnal public dabt at currant exchangas rafes. I
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Debt sustainability hinges on sustaining strong growth

Considerable vulnerability to debt sustainability, if

growth slowdown prolongs for a lengthy period
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India’s fiscal metrics rank poorly compared to peers

India’s general government gross debt is still far higher than the EM average
and servicing this high level of debt is very costly

General Government Cyclically Adjusted Balance — India’s fiscal metrics are

poor by emerging market standards

. % of GDP
?Do; potential Bindis WEM aversge MAsis W2007 w2014
0.0 - 80.0
-1.0 4 J0.0
2.0 — 60.0
-3.0 4
40 - 500
50 - 400
5.0 30.0
7.0 20.0
8.0
90 10.0
-10.0 0.0
2006 2007 2008 2009 2010 2011 2012 2013 2014 India EM average Asia
Sowroa: COFIC, IMF, Doutsche Bank Sowroe: CEIC, IMF, Doutscha Bani
General Government Revenue General Government Expenditure
% of GDP . )
Y of GDP Mindia WEM sversge MAsia Mindia MEM average MAsia
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150 - 150 -
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Sowce: CEIC, IMF, Dowtsche Bank Sowoe: CEIC, IMF, Dowtscha Bank
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Need to focus on quality of fiscal consolidation

|Interest spending taking up a large chunk of the budget

# mm % of total spending, left  emmmm% of GDP, right  ° ° GDP
300 45
25.0 40
20.0 . » Quality of expenditure is poor: interest, defense
- ) and subsidies constitute 53% of total expenditure
3.0
10.0
50 25
0.0 20
FY07 FY08 FY03 FY10 FY11 F¥12 FY13 F¥14
Sourser CEIE, Doumsche fark | Government expenditure (% of GDP)
Year Fevenue Interest Pavand Pension #£Defence Subsidies  Capital Total
Exp. payments allow- Exp. Exp.
ances®
1 2 3 4 5 1] 7 §
200102 1280 4.56 1.33 0.61 2.30 132 258 1538
2004-05 11.85 392 1.1% 0.56 234 142 3.50 1535
200708 11.92 343 093 0.49 1.84 142 237 14.29
2008-09 14.10 il 1.20 039 203 230 1.60 1570
2009-10 1408 329 1.3% 0.87 2.19 218 1.74 15.82
2010-11 13.37 EX] 1.14 0.74 1.98 223 2.0 1538
2011-12 12.72 303 1.06 0.68 1.90 242 1.76 1448
2012-13 1230 310 1.07 0.69 1.80 254 1.65 1395
2013-14 (RE) 1233 335 - 0.65 1.79 225 1.68 14.01
2014-15 (BE) 12.18 332 - 0.64 1.78 202 1.76 1394
Source: Various Budget reports, 14% Finance Commission report, Deutsche Bank. Note: *
Brochure on pay and allowances of central government (excluding Defence Services)
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Deutsche Bank

Dependence on one-off disinvestment proceeds and
capital expenditure compression need to be reduced

The government has cut capital expenditure by 1% of GDP for
the third consecutive year to contain fiscal deficit

INR bn

1200 -
1000 -
800 -
600 -

0 . . I . I . I

400 -~
200 -
FY12 FY13 FY14 FY15

Source: Various Budget reports, Deutsche Bank

B Capital expenditure compression

Fiscal deficit should be considered ex disinvestment proceeds
% of GDP MCentral govt fiscal deficit

. Central govt fiscal deficit (ex disinvestments)

FY05 FYo7 FY09 FY11 FY13 FY15

Source: Various Budget reports, Deutsche Bank
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Dependence on disinvestments to contain fiscal deficit is not a
good strategy; real fiscal effort needs to be accelerated

INR bn
700 ~

600 -
500 -
400 -
300 -
200 A
100 -

O -

H Disinvestments

Vb o> O & QO & & O & QO O & &
9" @ 9O @ & QO Q & & N O\ N\
P E R d\éb

Source: Various Budget reports, Deutsche Bank

Fiscal stance, excluding one-offs, is slightly stimulatory

% of GDP

B Overall balance minus disinvestment

M Overall balance

0.0 -

Fr14 FY15 (prov) FY16 (budget)

Eowce: Govarnmant of ingis, Doutsche Bank
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Containing subsidy is a key priority

Explicit subsidies relative to Central government’s revenue receipts

Year Food Fermliser Petroleum Others Bonds Total
2001-02 £.69 625 0.00 038 447 1979
2004-05 843 519 097 .39 0.00 1498
2007-08 578 6.00 0.52 0.79 518 1327
2008-09 8.10 14.18 0.53 1.20 177 41.77
2009-10 10.20 10.70 261 1.17 1.80 2648
2010-11 8.10 790 4 87 1.13 0.00 2199
2011-12 969 932 911 (.88 0.00 2900
2012-13 9.67 7446 11.02 1.09 0.00 2024
2013-14 (RE) 3.94 6.60 831 0.98 0.00 24 83
2014-13(BE) 967 6.13 533 0.78 0.00 2191

Source: Various Budget reports, 14%" Finance Commission report, Deutsche Bank.

% of GDP % of GDP
25 -  mmmmmm Petroleum, |hs mmmmmm Fertilizer,lhs -

Food, Ihs Total, rhs
- . - - - . . 2-0 ] i
» Energy subsidies will decline significantly if

global oil prices remain soft, but food (1.0 % of GDP) 1.5 - -
and fertilizer subsidies (0.5% of GDP) will continue to

keep overall subsidy level high 1.0 4 i

0.5 A L

0.0 - L
<

H O A OO 0O N A D Mo
Q Q Q Q Q N N N N N N ©

Source: Various Budget reports, Deutsche Bank.
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Oil subsidies will reduce significantly in this and
next year, if global oil prices remain soft

|D|'I under-recovery and sharing

FYO8 FY09 FY10 F¥11 P12 FY13 Fy14 FY15E FY16E FY17E
Brant price (USSbb) 824 852 701 86.8 1144 1105 107.6 88.7 62.5 M3
LUSS/IMNA 402 459 474 45 6 480 4.4 605 61.3 84.0 BB.0
Gross under-recoveries
(IMNR bn)
Domestic LPG 191 176 174 220 300 396 455 359 111 264
PDS Kerosene 155 282 143 196 274 294 306 236 159 191
Diesel 352 B3 0 0 1 1 1 0 0 0
Petraol 73 52 52 22 0 0 0 0 0 0
Total under-recovery i 1.043 451 782 1.385 1.610 1.389 M2 270 455
Subsidy sharing formula
(INR bn)
Lipstream 2586 330 144 303 RO &00 670 428 108 182
Government of India 353 713 260 410 835 1,000 708 284 162 273
OMCs 162 0 b6 69 0 10 21 0 0 0
Gross under-recovery 71 1.043 461 782 1,385 1.610 1,389 M2 270 455
Sharing in %o
Lipstream 33% 32% 3% 39% 40%: 37% 48% B0°%: 40% 4005
Government of India 4B5%% B8% BE% 2% B60%: B2% B1% 40°%: B0%: 6%
OMCs 21% 0% 12% 9% 0% 1% 1% 0% 0% 0%
Source: Govarnmant of indis, Deutecha Bank
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Subsidy delivery is characterized by inefficiency
and major pilferage

|How much do subsidies benefit the poor?

Product

Producer Subsidy

Consumer Subsidy

Fisca
expenditure
{INR bnj

Fiscal
expenditure{¥s of

201112 GDPR)

Whaat share of benefits accrue to the poor?

Raibevays

[EHE

Subsidized
passenger fares

510

057

[The bottorn 80% of households constitute
lonly 28.1% of total passenger through fare
lon railways

Liguefied petrcleum gas

Kerosene

[EHE

[EHE

Subsidy (now via
CBT)

Subsidy via PDS

237

204

0.26

023

The bottomn 50% of households only
lconsume 25% of LPG

[41% of PDS kerosene allocation are lost as
leakage, and only 46% of the remainder is
lconsumed by poor households

Fertiliser & nitrogenous
commaodities

Firm and nutrient
specific subsidies to
manufacturers. Import
of urea regulated by
the government

Iaximurm

738

0.82

Urea and P&K manufacturers derive most
leconomic benefit from the subsidy, since
farmers, especially poor farmers, have
lelastic demand for fertilizer

Rice (paddy)

Wheat

Price floor (minimum
SUpport price)

Subsidy via PDS

1,290

15% of PDS rice is lost as leskage.
Houssholds in the bottom 3 deciles
lconsume 53% of the remaining 85% that
reaches households

5% of PDS wheat is lost as leakage.
Houssholds in the bottom 3 deciles
jconsume 56% of the remaining 46% that
reaches households

Pulzes

Price floor [MSP)

Subsidy via PDS

0.002

The bottom 3 deciles consume 36% of
subsidized pulses

Electricity

Subsidy

ICapped below
market price

323

0.36

l&verage monthly consumption of bottomn
lquintile = 45 kKWh wvs top quintile = 121
kWh. Bottom guintile captures only 10 %% of
the total electricity subsidies, top guintile
jcaptures 37% of subsidy

Water

[EHE

Subsidy

142

0.5

Most water subsidies are allocsted 1o
private taps, whereas ©60% of poor
households get their water from public taps

Sugar for sugar cane farmers,
subsidy to mills

Minimum price

Subsidy via PDS

330

0.37

48% of PDS sugar iz lost as leskage.
Houssholds in the bottom 3 deciles
jconsume 44% of the remaining 52% that
reaches households

Total

3776

4.24

Sourca: Econamic Suray 207475 - Voluma |, Dewtache Sank

Deutsche Bank

Kaushik Das kaushik.das@db.com +91 22 7180 4909

Taimur Baig taimur.baig@db.com +65 64238681

Q2 2015

25



Moving toward a cash transfer scheme through JAM
trinity — current status and challenges

* The government’s aim to move toward a cash transfer system through the trinity of Jan Dhan Yojana (a scheme targeted to
achieve comprehensive financial inclusion), Aadhaar (Unique Identification Number) and Mobile numbers — popularly known
as “JAM” is encouraging as it will help target subsidies better and reduce pilferage in the system

* The cash transfer mechanism of delivering subsidies is already being tried out in certain areas, by paying cooking gas
subsidies directly into the bank accounts of 97million recipients. But the challenge is to deliver all subsidies through the
cash transfer system mechanism, including food and fertilizers which account for 1.5% of GDP (INR2trillion).

* According to the 2014/15 Economic Survey report, total number of Aadhaar enrolments are expected to exceed 1 billion by
end-2015, from about 700mn enrolments that have been already completed by end-December 2014.

* Linking Aadhaar to the potential recipient’s bank accounts is critical to make the cash transfer mechanism a success; by
end-2014, over 100 million bank accounts have already been linked with Aadhaar numbers and with the introduction of Jan
Dhan Yojana, the number of bank accounts is expected to increase further

* Despite the obvious benefits, many state governments including Orissa, Tamil Nadu and Madhya Pradesh have shown
resistance to move toward a cash transfer system of delivering food subsidies, citing lack of technological preparedness
and raising doubts whether the JAM trinity will work or not

* The challenge for the central government will be to convince all the states (especially in non-BJP ruled states) to embrace
cash transfer scheme wholeheartedly, keeping political differences aside

* As far as opening of bank accounts are considered, effort should be made to ensure that due diligence is not sacrificed just
to meet targets

* Also while providing financial inclusion is imperative to be able to enjoy a just and equitable growth, it should be
complemented with consumer protection and literacy, so that financial frauds can be avoided. The current JAM trinity fails to
address this issue, which could become a complicating factor later
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Goods and services tax — current status and challenges

*The FY16 budget indicated that GST will be implemented from April 2016, but did not provide further details

* The budget was silent on what the revenue neutral rate (a rate at which where will be no revenue loss to the states after
the adoption of GST) should be and which items should be outside the purview of the proposed GST

* Late last year, a sub-committee on GST recommended to fix the combined revenue neutral rate at 26.68% (12.77% CGST
+ 13.91% SGST = 26.68%). These rates are nearly the same as — if not slightly higher than — the current rates of indirect
taxes at the central and state levels. Ideally, the rates for GST ought to be significantly lower than current rates to bring
additional competitive strength to the economy

* The states want petroleum, liquor and land to stay outside the purview of GST, which if accepted, would dilute the
efficacy of GST and would make the revenue neutral rate higher than ideally desired

* For operationalizing GST, an amendment to the constitution (122nd amendment) is required by securing two thirds of
the majority in Parliament. The bill has been passed in the Lower House; awaiting passage in the Upper House. GST
cannot be passed by a joint session of the Parliament, as joint sessions are not applicable to the “constitution amending
bills” like the GST

* Once the legal framework is established, major efforts are needed to align IT, human resource, and accounting
framework for effective implementation

I_E.x:ea tz be subsumed under the proposed GST

Tauss levied by the Cantral Govarmment that would be subsumed in CEGET  [Taxes levied by the State Govemmants that would be subsumed in SGST
Cantral Exciza Duty (VAT Salos tax

Additional Exaise Duty Ertorainment tax (unless it is levied by the kocal bodias

Excizsa Duty levied undar tha Medicinal and Todlatnes Preparation Aot Luxcury tax

Sorvice Tax [Taxnes on lottery, betting, and gamblirg

Additionsl Customs Duty, commaonly known as Countarvailing Duty [CVD]  [Sisfe cosses and surcharges relating to supply of goods and services

Spooial Additional Duty of Custorns [Entry tax not in lieu of ootroi
Surcharges
Canzes
Socrre MK, Ceitecre Hasl I
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Competitive Cooperative Federalism — will it work?

* We welcome the government’s decision to decentralize more resources to states and
accord them with greater discretionary spending power

* But the question is whether the states have the administrative capability and willingness
to be able to spend the increased allocation, productively and transparently. This remains
an open question at this stage

* Another issue is that while the states’ cumulative fiscal deficit has reduced over the
years, there is considerable heterogeneity among the performance of the various states

* States which are poor and populous (but fiscally weak), such as Uttar Pradesh, Bihar
and West Bengal would be receiving a higher allocation of the increased transfer of funds
from the central government

* Transferring larger share of resources to states which have historically been fiscally
imprudent, could prove to be counterproductive, in our view, as it would disincentivize
such states to expedite fiscal reforms
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Snapshot of state finances and ranking of states

|StatE~£.’ gross fiscal deficit has improved somewhat |Fi£.ca health of key states based on 2013-14 figures
% of GDP M State govt. gross fiscal deficit _Z-score
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Sowreas RIS, Deurscha Bank. Mote: Lower the r-soovn, wasker e Sooal foalh of the aiste. The
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Sourca: RE), 14% Finance Commission rapornt, Deutscha Bank dafoitG0F ) primany daffcnt GO 5 own fax rovenea/GOF: and fel pubiio dabe G0

All States  2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 » We use four fiscal parameters —fiscal deficit,

p—— E primary deficit, own tax revenue and state debt,
ESTgA &L 6E) all as a % of GSDP to construct a composite
GFD/GDP 33 25 1.6 14 24 3.0 21 1.9 19 25 24 fiscal ranking of the states
RD/GDP 12 02 0.7 0.9 02 0.6 0.0 03 -02 0.0 03 > Orissa tops the fiscal scorecard, followed by
Maharashtra, Tamil Nadu and Karnataka, while
PD/GDP 0.6 02 -0.6 -0.6 0.6 12 0.5 04 04 10 0.9 Bihar fares the worst
RD/GFD 36.8 15 420 624 34 192 -19 -141  -104 -10 -118 > Uttar Pradesh and West Bengal continue to

) be fiscally challenged, while states such as
Outsﬁmﬂingﬂéb{ 31.1 3{}5 28.2 jﬁ‘ﬂ 2}5 248 25{} 2].9 216‘ 21.4 21':] Goa and Kerala have seen a S|gn|f|cant

& liabilities/ GDP deterioration over the years

Source: 14 Finance Commission , Finance Accounts; State Budgets, 2014-15. Note: (+) indicates deficit,
(-) indicates surplus)
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Fiscally weak states to receive higher share of centre’s
resources; can prove to be counter-productive

|State wise share in central taxes

0o = o e W R =

States

Andhra Pradesh
Arunachal Pradesh
Aszam

Bihar
Chhattisgarh
Goa

Gujarat

Haryana
Himachal Pradesh
Jammu &Kashmir
Jharkhand
Karnataka
Kerala

Madhya Pradesh
IMaharashtra
IManipur
Meghalaya
IMizoram
Magaland
QOdisha

Punjab
Rajasthan
Sikkim

Tamil Nadu
Telangana
Tripura

Uttar Pradesh
Uttarakhand
West Bengal
Total

Share of States (%)
43
14
33
a7
31
04
31
11
0.7
19
31
47
25
75
55
086
08
0E
05
46
16
EE
04
40
24
06

180
11
7.3

100.0

Lourca: T4tk Finance Commission raport, Doutscho Bank

|C|"t€":-| and Weights

Deutsche Bank

Kaushik Das kaushik.das@db.com +91 22 7180 4909

Criteria Weight (%%
Population 175
Demographic Change 10.0
Income Distance 500
Ares 15.0
Forest Cover 15
Lourca: T4t Fnance Commission raport, Doutsobo Bani

» The devolution of tax revenues from the centre to

states is based on a formula, whereby the relatively

poorer (calculated as the income distance of a

particular state from the state having the highest

GSDP) and populous states qualify for a larger

share of resources

» Based on this, states which are poor and

populous (but fiscally weak), such as Uttar Pradesh,

Bihar and West Bengal would be receiving a higher

allocation of the increased transfer of funds from

the central government

|
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Reform update, short term growth outlook
A growth and investment model
Fiscal structural reforms
Monetary policy, direction, effectiveness, transmission
Inflation, rainfall, supply side reforms
Exchange rate, competitiveness, reserves
Demographics

Urbanization
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What RBI believes and wants to achieve

1) No trade-off between growth and inflation in the long term — Imperative to get inflation
and inflation expectations down, to achieve higher growth and investments

2) Growth is important, but composition of growth is even more important — healthy mix
of consumption and investment growth needs to be achieved to prevent macro imbalances from
building up

3) Need to maintain positive real interest (1.5-2.0%)in the economy — to incentivize higher
financial savings, which is critical to fund investment needs of the country; unless this is
achieved, pressure on current account deficit will persist

4) Inflation glide path — RBI has targeted to bring CPI inflation down to 6% by Jan 2016 and to
4% thereafter; need to sustain CPI inflation at 4-6% in the medium term

5) Current account deficit — Policy framework should be geared to sustain current account
deficit at about 2.0-2.5% of GDP
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Inflation has eased significantly, helped by lower food
and fuel prices; core CPI inflation has also moderated

(o)
1/; V_OV CPI (W) s \W/P| inflation emCP| new

15 1
12 4
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Source: CEIC, Deutsche Bank
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1670 YOV CPI

Food e e ee(Core CPI
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Source: CEIC, Deutsche Bank
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CPl inflation and inflation momentum - long term trend

CPlinflation down by 400bps in FY15 vs. FY14

0 - . . . . . CPI inflation momentum has also moderated
2000 2003 2006 2009 2012 2015 compared to past

Source: CEIC, Deutsche Bank 253m/3m SA, %yoy
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15

10

2000 2003 2006 2009 2012 2015
Source: CEIC, Deutsche Bank
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No major divergence between rural and urban CPI

% yoy

16 CPI (Rural) e CP| (Urban)
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1270.YOY Core CPI (Rural) === Core CPI (Urban)
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Old CPI also shows the same trend

% yoy
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WPI and core WPI inflation has turned negative

o %yoy, e \/\/P| momentum, lhs % yoy
O 1 | L}
12 7o Yoy WP inflation Core WPI 18 -3m/3m ,SA WP inflation. rhs 19
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Source: CEIC, Deutsche Bank Source: CEIC, Deutsche Bank
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Food inflation drives CPI inflation, given almost 50%
weight in the CPI basket z

Contribution of components to CPI

12% m Services Housing
Pan & Tobacco mClothin . . .
? Factors driving food inflation
10 - - Fuel m Food
8 1 » Demand-supply mismatch
5 . I - > Food security act and pricing policy
» Evidence of hoardin

. I g _

[ » Asymmetry related to monsoon rains
2 -
0 .

Jan-Dec' 2013  Jan-Dec' 2014  Jan-Apr' 2015
Source: CEIC, Deutsche Bank

% contribution to CPI Jan-Dec' 2013|Jan-Dec' 2014 Jan-Apr' 2015
Food 5.8 3.2 2.8
Pan & Tobacco 0.2 0.2 0.2
Clothing 0.7 0.5 0.4
Housing 1.1 0.9 0.5
Fuel 0.5 0.3 0.3
Services 2.2 1.5 0.9
CPI 10.6 6.7 5.1

Source: CEIC, Deutsche Bank
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In Feb-March likely to put pressure on food prices

Food inflation looks to have bottomed: unseasonal rain .
/

Food price disinflation has ended
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Unseasonal rain has affected prices of pulses
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Fruits & vegetable inflation showing divergent trend

2%0 _mom @ Fruits Vegetables
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Food prices tend to firm in June-July each year,
but last year’s spike in July was striking

% mom m June July W Aug Sept
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Source: CEIC, Deutsche Bank
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Besides the risk related to food price dynamic,
underlying inflation pressure remains muted

|Inflation expectations of households have moderated
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|LOW capacity utilization and weak order book

Capacity utlization, lhs
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Rural wage growth has fallen sharply
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We expect CPI to average 5.5% in FY16, which leaves
room for RBI to cut the repo rate by another 50bps

Based on our inflation projection, we expect another Even with rate cuts, real interest rates are likely to be
50bps of repo rate cut by August 2015 higher in 2015 and 2016 compared to the previous years
% W Real interest rate (Repo rate - CPI inflation)
o voy. 0, ——— | —— Hepg 30 i P .
17 - = Forecast = = Forecast
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Source:s CEIC, BB, Dowmcha Sank Source: CEIC, Dewtsche Bank
India’s real interest rate (Repo rate — CPI inflation) is
currently higher than that of comparable ENM peers
% — |y s—China Indonesia Key assumptions influencing our rate cut call

(25bps each in June and August)

6
: A
2 P » We assume that administrative measures will be successful
”r}" in preventing food prices from spiking excessively in the event
0 T v~ of a poor summer monsoon, helping RBI meet its 6% Jan 2016
CPI target
-4 4 » We assume oil prices will not rise much from current levels
61 » RBI will have to cut policy rate more to push banks into
-8 - cutting lending rates; the transmission so far from policy rate to
10 A bank lending rate has been disappointing and is insufficient to
boost real economic activity

12 -
2005 2007 2009 2011 2013 2015 » India’s real interest rate remain higher than comparable peers
at this stage, leaving room for RBI to cut rates further

Source: CEIC, Deutschs Bank |
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Monetary policy transmission is not smooth

* With inflation coming down, the Reserve Bank of India has cut the policy repo rate by 50bps to
7.50% during the first quarter of the year. The yield curve has shifted down and flattened as long-
term bond yields have declined substantially

* Some key commercial banks finally reduced their lending rates recently, in response to the
50bps repo rate cut of RBI in the 1Q’2015, but only by 15-25bps

* There are four key reasons why banks have been reluctant to reduce their lending rates so far:
(i) peculiarities of the funding structure, (ii) uncertainty about credit quality, (iii) balance sheet
concerns weighing down loan demand, and (iv) persisting liquidity tightness in specific areas of
the financial system

* Even if monetary policy moves are transmitted with some lag, banks are unlikely to match the
RBI's rate cuts. In the last easing cycle (April 2012-June 2013), a 125bps cut in the repo rate,
along with a 75bps cut in the CRR rate (200bps cut if the period is extended from Jan 2012-June
2013) led to a bank-base rate reduction of just 50bps

* Clearly more rate cuts and liquidity support measures would be needed to nudge banks toward
lower rates in the coming months
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Historically, monetary policy transmission has been
weak and delayed in India .

|Tra nsmission evidence from past monetary policy cycles
Tightening Easing Tightening Easing

Phase Phase Phasze Phase
Variation (% points) Phaze | Phaze I Phaze 1l Phasze IV*
Policy Rate (Repo Rate) 3.00 -4.25 3.75 -1.25
Cash Reserve retio (CRR) 1.75 075 -1.00E8 075
Call Rate 558 -7.189 b 66 -1.93 : : : - -

Banks reducing lending rate in small clips and with a
CBLO Rate 2.1 457 529 o = .
considerable lag
Market Repo Rate 3.37 -5.06 5.a7 -1.52 9%
° wemesRepo rate = Bank lending rate
11 p g
3-Month CP Rate 8.19 -7.85 5.51 -3.11
3-Month CD Rate 2.02 -7.54 555 -2.95 10 !,' ;‘\‘
1

5-%ear Corporate Debt Yield 495 -3.49 0.86 -0.52 g . 5. ':
10-Year Corporate Debt Yield 6.70 -6.25 316 -1.11 g i '.:
B-Year G-Sec Yield 1.23 -0.36 0.92 -0.94 ,"
10- Year G-5ac Yield 0.72 0.07 0.44 -1.02 7]
Modal Deposit Rate 238 -2.38 2.42 -0.16 6
Model BPLR/Basze Rate # 3.00 -2.00 275 080 5 . . . .
Sourca: RE Bulatin: infevest refes and SO0 SOty EgaﬂwMﬂMWﬂanthﬂm:wmtmm 2010 2011 2012 2014 2015

Phase | - Oct 28, 2005 to Oct 18 2008 Phase I : Oct 20, 2008 to Mar 18 2070: Phase N1 - Mar T8 2010 to Apr 18, 2072 Phase IV Apr 17,
A to Jon 30 2018 @ CRR was out fo croafe the dearabe Iguwidfy condiions safesd of the rapo mafe ows in Phase-V. * Post Jufy 16 2073
jpaniod i not inciludod wihan market intarast ratas respondod fo ¥ Msaswes aimad af scdnessing axchanga rata wolstity. Souree: CEIC. Deutsche Bank

Repo, CRR and bank base rate reduction in the last easing cycle (in bps)

Period Repo CRA Bank base rate
Jan 2012-March 2012 -125

Apr-12 50 -13
Sep-12 -25 -13
Mowv-12 -25

Jan-13 -25

Feb-13 -25 -1
March 2013-May 2013 -B0

Lourca: Dovtsoha Bani: I
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Why is monetary policy transmission weak?

#1. Peculiarity of the funding structure: Banks find it more
difficult to cut lending rates immediately following a cut in the
policy rate because cost of deposits does not adjust
commensurately and immediately given the fixed nature of
deposit contracts. However, the banks can raise lending rates
far more quickly after a policy rate hike, because loans are
mostly at variable rates, and can be re-priced faster. There is a
competitive constraint of reducing deposit rates as well. If bank
deposit rates are reduced lower than small savings rates which
are administratively fixed, there could be some deposit flight to
the small savings schemes providing higher returns

#2. Reflection of risk-averse behavior: The banking system
continues to be under stress due to rising non-performing
loans, which along with restructured assets are estimated to be
about 10% of total assets currently. Stressed loans are
concentrated across five key sectors — infrastructure, iron &
steel, textiles, aviation and mining — which constitute 24% of
total advances and 52% of share in total stressed advances.
Given this backdrop, it is natural to expect banks to be risk-
averse and show reluctance in lending further to these sectors

#3. Lack of demand for credit: While the banks are not that
eager to lend, the demand for credit from corporates also
remain low, due to balance sheet concerns, difficulty in
acquiring land for fresh green-field projects, low capacity
utilization and lower working capital loan requirement, helped
by falling oil prices

#4. RBI’s liquidity management stance: Reluctance on RBl’s
part to cut the CRR or bring liquidity into a surplus mode, given
uncertainty over inflation and fiscal outlook

Kaushik Das kaushik.das@db.com +91 22 7180 4909

Gross and net NPL* of the banking system — has steadily

deteriorated in the last few years
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A positive demand shock is needed for the banking
sector to get more proactive; RBI also needs to cut more

Consumer durables growth has collapsed; motor vehicle |Capa|:it~,-' utilization remains low
sales remain weak

Sﬂq,_rn —Cﬁpﬂcit',l' U'HiZEl'tiC-FI. % |h5 % -.'.-D-!.- 3{]
Hyoy. IMME o Consumer durables production o= == New order book, % yoy, rhs
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Reform update, short term growth outlook
A growth and investment model
Fiscal structural reforms
Monetary policy, direction, effectiveness, transmission
Inflation, rainfall, supply side reforms
Exchange rate, competitiveness, reserves
Demographics

Urbanization
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Monsoon risk and policy response

* According to the Indian Meteorological Department, the probability of a poor monsoon is higher this
year compared to last year, which ultimately turned out to be a drought year, with cumulative rainfall
falling more than 10% in the June-Sep 2014 period

* In the event of a repeat poor monsoon outturn this year, agricultural sector growth will likely suffer,
but not as much as in the previous decades, when bad monsoon evidently resulted in sharp decline in
agricultural production

* This is due to i) reduced dependency of agriculture on monsoon rains with improvement in irrigation
facilities; ii) fall in share of monsoon dependent Kharif crop; and iii) reduced dependence of rural
households on core farming activities as their primary source of income

* A poor agricultural sector growth outturn is unlikely to have any material impact on overall GDP
growth, given that agricultural sector now contributes less than 15% to total GDP

* Weak rainfall does not have to imply poor inflation outlook as well. If policy response through
administrative measures is swift and effective, food price inflation could be kept in check, as was the
case during the drought years of 2002 and 2004
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IMD’s track record and El Nino’s correlation with
poor monsoon in India

|IF'-;'ID'5 forecast for the southwest monsoon (June-September): 2015 vs. 2014

Category

Deficient
Below Mormal
Mormal

Above Normal

Excess

Rainfall Range (% of long
period average)

Forecast Probability Forecast Probability (%)

(¥a) for 2014 for 2015
23 33
33 1
35 28
104 -110 8 3

1 1

Sowroe: D, Dowscho Sank. Mota: The fong poriod sverage of the season rvintall ovar the wibhols countny for the panod 186 T -2000 & &9 om.

Difference between IMD's provisional forecast and actual rainfall outcome

%
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-10
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Lowroe: WD, Dowischo Sank
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|EI Mino years vs. Indian monsoen and agricultural sector performance

EL MNino years Intensity of El Nino Indian rainfall deviation from  Agriculture GDP

LPA growth, Yoyoy

1 1851 roderate -187 1.5
2 1952 weak -8.2 31

3 1953 weak 9.8 75
4 1957 strong -2.4 -4.1
5 1958 weak 9.8 9.8
6 1963 moderate -2.1 24
7 1965 strong -18.2 49
8 1968 moderate -10.3 0.0
9 1963 weak 02 6.3
10 1972 strong -2349 -4.4
1 1976 weak 25 52
12 1977 weak 40 9B
13 1982 strong -145 0.6
14 1986 roderate -127 0.6
15 1987 moderate -19.4 -1.1
16 1991 moderate -9.3 -1.4
17 1994 moderate 08 52
18 1997 strong 22 -1.3
19 2002 moderate -18.2 4.9
20 2004 weak -138 1.1

21 2008 weak -0.4 45
22 2008 moderate 218 1.0
23 24 weak -12.0 1.1

Sowrce: Dowtsche Bank. Note: A drought in indle & dafined ss comulative rainfall during Jwne-Saptamber baing 10% iowar than the long
pariod sversge (LPA). The long paniod svaraga of tha saason rainfall cvar the whailn courtry for the paniod’ TOET-2000 i 89 om.

» While IMD’s forecast record has improved since 2010, the big misses have been more when actual rainfall has been deficient, rather than being
excess. The forecast misses for the years 2002, 2004 and 2009 - which were characterized by severe drought - are particularly striking

» Historically, EI Nino conditions have generally led to poor monsoon outcome in India, though not necessarily resulting in outright droughts
(drought is defined as cumulative rainfall during June-Sept being 10% lower than the long period average)

Deutsche Bank
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Monsoon’s dependence on agriculture has
reduced appreciably

Dependence of agricultural production on summer Monsoon dependent Kharif crop’s share in total
monsoon has reduced significantly production has fallen sharply over the decades, with a
B Coeff. of rainfall on agri production concomitant rise in the share of Rabi crop
05 - B Coeff. of agri prod on GDP growth
oP ° % share of W Kherif ™ Rebi
70 - total prodn.
04 A
60
0.3 4
50
0.2
" P Py " " Py
oy o oy o o oy 40
o NN SV P
R M S
30
Sourca: MO, CEIE, Deatsciba Bank. Coafficiant astimares of two regrassions. Finst ragrosses agriouifine FYe7 75 Fra3 Fran Fr939 FYo7 FY15
production growth an reinfal deviabion from long penod sveraga (LIPA] during the panods speciod

Second ragrosses overal real GOF grownh on agriowiune produciion growth, Sowrce: CEIG,, Doutsoha Sank |

Out of 69% rural population and 58% of households Agriculture sector’s contribution to overall GDP has

engaged in agricultural activities, only 40% depend on fallen appreciably over the last several decades

farming as their principal source of income

_% of GDP
o% &0 W Agriculture share to GDP
80 1 8.8 50 -
60 -
395 40 7
10 1
30 4
20 -
20 4
0 T
Rural population Agricultural Houssholds 10 -
as % of total households reporting farming
population as principal 0

income source

F53  FYE3 F73 FY83 FY3Z Y03 F13
Sourca: Consus 2071, Shretonal Assassmant Sunvay 2013 NCAER Repart: Transformation in Indian

agricuiture, aiiod socears and riead indie, Or. Aol K Sharma, Deursofe Sank Sowroe: CEIC, Deutscha Bank
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Rural consumption likely to slow down further

|Gmft‘3 allocation on rural spending has moderated |HLII'C—|| wage growth has fallen sharply
% Yoy Total rural Spend 1 BEGA .}E"’"f'o"f' —-":'t"-"Q. rural wage gr-::wth
155 25% 5 Unskilled labor wage growth
1301 20% -
105 4
80 - 15% -
55 10%

30
5% -

5 7 T T T T 1 T '’

20 V_' 0% - . .

2007 2008 2005 2010 2011 2012 2013 2014 2005 2008 2008 2009 2011 2012 2014

Source: Various governmeant budgats, Dowtsche Sank | Sourca: A, Dowtsche Bank

State-wise data of area affected by recent unseasonal rains and hailstorms

States Area affected by Region Siate wise key crops groem and their
urseasonal rainfa share in total production
imin hactaras)

1 Gujarat 0.1g Central [Dilseads (219, cotton (3075, anion
> Episodes Of two back to back drought 2 h-'ladl'rg,r.a Pradesh 057 Central Ftlli_:::!s- 2655, oilseeds (205, wheat
years have been rare in India. With rural India 3 Mshsrashira 099 Contral Pul”':' o p—
already being affected from last years HiEnEE ' - ozree coreals (1550, cotion 2374),
drought and recent unseasonal rainfall, a pilseeds! 1634, anion
likely poor summer monsoon this year will 4  Rajasthan 20e Morth West  [Dilseeds {1994, whest 394, coarse
compound the problem further pereals [15%], pulses (13%)

S Haryana 222 Morth West  Wheat (12 %), rice (4%, cotton (756
> The fact that the government has not Punjab 0.28 North West  Nheat (18%. rice (11%]. cotton (8%
; ; 7 Uiiar Pradesh a52 Morth West  [Wheat (3234, nce (14%], pulses
mcrecaj\_sed the b_ud?eltlary aIIocatlton on rurectjl 107}, sugarcane (20%), potato
spending meaningfully In recent years an 8  Bihar 1.46 EastNorth East [Raw jute & mesta [17%), wheat (534,
rural wage growth is falling will likely slow 1o
down rural consumption further 8  Andhra Pradesh 0.1 Sauth ice [12%), cotton [20F4), coarse

eals [13%)
10 West Bengal 013 EastMorth East Rice (14%], rave jute & mesta (75°%),
o
Total 1888

Bocrea Mty of Agrcuiione, AR Deutwbe Sacak. Mlofe Dats & Sacmed o0 riftrermivon Srowskad by stele govss st oy on iy Sped 2075 I
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Effective policy response can prevent food price shock

A poor monsoon need not push up food inflation, if
government responds swiftly (as was in 2002, 2004)
B Frocursmsnt

mn onnes Disbursemant/ocffiaks % yoy
70 4 /P food inflatio - 18
e - (TP inflaticn, rhs
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It is critical for the government to ensure that the rise in
minimum support prices remain reasonable
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Food prices typically tend to be high in July, but the
spike in 2014 (a drought year) was striking
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The government's procurement and pricing policy likely
to have a direct bearing on food inflation

E] Sy
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35 - 12
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» There is no easy way to tell whether the authorities will be successful in keeping the lid on food prices (as it requires successful
coordination between the central and various state governments), but if the administrative measures work, it will help reduce India’s
vulnerability to future food price shock appreciably and make the Reserve Bank of India’s task of keeping CPI inflation in the 4-5%

range alot easier
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Administrative measures that have been put in place
since last year

Recent steps taken by the Government to improve the awvailability and o
conuain prices of essential food items:

= States have been advised to allow frese movement of fruits and vegetables by
delisting them from the APMC Act.

= A Price Stabilization Fund [(P5F) with a corpus of INRSbn has been approved
for implementaton aimed at regulating price wolatility of agricultural amd
hortcultural commodities both when there is price rise or vice-wversa through
procurement of farm producse, maintenance of buffer stocks and regulated
release into the market.

= States have been advised to exemnmpt lewvy of market fee on fruits and
vegetables and o allow establishment of “Kisan Mandis™/ Farmers markets
where producers and Fammer Producer Organizations (FPOs) can directhy
market their produce to wholesalers, organized retailers and ordinary
consumers. Swuch alhlternative marketing channels promoted ww reduce
intermediaries and o contain marketng costs, are intended o benefit both
farmmers and consumers.

= Gowvermment is also encouraging production of horicultural crops through a
cemrally sponscored scheme, namely Mission for integrated Development of
Horticulture starting in FY14/15.

= Authorized States/UTs 1o impose stock limits in respect of onion and potatos
for a period of one year with effect from 3rd July, 2014 under the Essential
Commodities AcT.

= Government has approved the release of additional five millicn tonnes of Rice
o BPL & APL families in states pending implementation of Mauonal Food
Security Act (NFSA).

s Advisory to State Govermnments issued 1o take action against hoarding &
black marketing and effectively enforce the Essential Commodities Act, 1955 &
the Prevention of Black-marketing and Maintenance of Supplies of Essential
Commodities Act, 1980.

= Authorized States/UTs 1o impose stock limits from time ©o time in the case of
select essential commaedities such as pulses, edible oil, and edible cilseeds.

= Based on interaction with the State GovernmentsUTs on S4th July, 2014, a
decision has been taken to amend the Essential Commodities Act to make
hoarding and black marketing & grave offence and increase the pericod of
detention 1o one year from existing six months.

= The Government has approved for the current year i.e. 2014-15 Open Market
Sale of 10mn tons of wheat in the domestic market.

Source: Press Information Bureau of India, Deutsche Bank
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Reform update, short term growth outlook
A growth and investment model
Fiscal structural reforms
Monetary policy, direction, effectiveness, transmission
Inflation, rainfall, supply side reforms
Exchange rate, competitiveness, reserves
Demographics

Urbanization
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Capital inflows have surged in the last 12 months

5%S_D bn m Net Fll (equity + debt)
40 -
30 -
20 -
o [
_'IO J

FYO7 FYO8 FY09 FY10 FY11 FY12 FY13 FY14 FY15
Source: CEIC, Deutsche Bank

> Net Fll inflows were USD46bn in FY15 vs. USD9bn
in FY14

» Debt inflows were higher than that of equities in
FY15 (USD27bn vs. USD18bn)

» Net FDI flows in the first nine months of 2014
(April-Dec) have surpassed total annual net inflows
in the previous years
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Taimur Baig taimur.baig@db.com +65 64238681 53
Q2 2015



Current account and trade deficits have narrowed
sharply, helped by lower oil and muted gold imports

USDbn
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FX reserves have increased by USD100bn; rupee has

appreciated in real terms

|F0reign currency assets have risen by USD100bn since Oct 2013

UsD bn B Fcreign currency assets  IOfficial reserves
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Rupee overvalued in real terms (RBEI REER)
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Exports have been exceptionally weak in Jan-March’15

|E-r::rad based slowdown in exports momentum

% yoy, 3mma —— Exports
60 - s Mon Qi Exports

40 -

20

0 T

20 4

A0 4
2007 2009 20M 2013 2015

Zowroa: CENG, Dauvscha Bank

|KE‘5-‘ components of exports

- o Cywnorts
%o Yoy 3mma e [y gs & Pharma
. Gems and Jewellery
120 - Petroleum Products

a0 -

2007 2003 201 2013 2015

Sowroa: CEIC, Doutsche Sank

A poor first quarter for exports regardless of
commodities or manufacturing-oriented economies

Megative exports surprise
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Sharp decline in exports and a spike in gold imports
have led to a widening of trade deficit in March’15

Trade deficit widened by USD5bn in March from Feb... ...mainly due to a sharp spike in gold imports
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Barring gold, imports momentum remain weak
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Despite recent pick up in trade deficit, we expect current

account deficit to be only 1.2% of GDP in FY16

Deutsche Bank

| Balance of Payments

USD bn FY12/13 FY13/14 FY14/15F FY15/16F FY16/17F
Exports 306.6 318.6 333.0 3413 369.5
Imports 5022 466.2 471.0 434 4 544 1
Trade account -195.7 -147.6 -138.1 -1531 -174.6
% of GDP -10.5 -7.8 -6.7 6.8 -7.0
Invisibles, net 107.5 115.3 118.1 1276 137.9
% of GDP 58 6.1 5.7 5.7 5.5
Current sccount -88.2 -32.4 -20.0 -25.6 -36.7
% of GDP -4.7 -1.7 -1.0 -1.2 -1.5
Capital account 89.3 487 70.7 703 701
% of GDP 48 26 34 3.1 28
Owersll BOP 38 155 45 4 44 5 334

Souroa- BB CEN Deutsche Bank forocasts I

» We forecast current account deficit to be 1.2% of GDP in FY16, vs. 1.0% of GDP in FY15.
This is better than RBI’'s sustainable level of current account deficit estimate (2.0-2.5% of

GDP)

» We forecast INR/USD to be at 64 and 65 by end-Dec 2015 and end-Dec 2016 respectively.
BOP is favorable for rupee but Fed liftoff related financial market volatility and the RBI’s need
to stem rupee overvaluation (in real terms) and strengthen reserve adequacy would likely lead
to a slight nominal depreciation of the rupee going forward

» We expect FX reserves to go up by another USD100bn in the next 18-24 months

Kaushik Das kaushik.das@db.com +91 22 7180 4909 Taimur Baig taimur.baig@db.com +65 64238681
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Why FX accumulation needs to continue

* India’s external position has improved significantly in the past two years, with gross official
reserves rising to USD352bn as of end April 2015. This is a far cry from mid 2013, when reserves were
declining and the currency was under considerable depreciation pressure

* Since then, through swap measures and direct intervention, RBI’s foreign currency assets
(excluding gold, IMF deposits, SDR and adjusted for forwards liability) have risen by over USD100bn

* India’s import cover has improved to 9 months currently (from about 7 months in FY13), but the
position is not as strong as it used to be 5 years ago. A higher level of insurance may well be
necessary given the rapid build-up in external liabilities and heightened global risks of sudden stop in
capital flows as Fed policy liftoff looms

* Competitiveness concerns and risk of a resurgence in gold and other consumer goods imports
should continue to motivate RBI’s policy of stemming currency appreciation (through intervention and
reserves accumulation)

* Based on our projection of imports, gross official reserves would need to go up to about USD450bn
by 2016 to maintain an import cover of 10 months. This implies scope for the Reserve Bank of India to
increase reserves by another USD100bn in the next 18-24 months
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Reserves are up by USD100bn in 18 months

|FDreign currency assets have risen by USD100bn since Oct 2013
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» As per our estimate, India’s foreign currency
assets (excluding gold, IMF deposits, SDR and
adjusted for forwards liability) have increased by
USD100bn from the trough

» The appreciable increase in gross official reserves
have been driven by i) large FCNR (B) flows, a swap
scheme which was operationalized to stem the
currency crisis in the third quarter of 2013; ii)
persistent and aggressive FX intervention strategy of
the RBI to prevent rupee from appreciating sharply;
iii) valuation gains and iv) overall improvement in the
Balance of Payments dynamic, led by a sharp
improvement in the current account deficit profile
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Reserves adequacy needs to be strengthened further

|In1:|'a‘e. import cover has scope for further improvement |Hesewes adequacy needs to be strengthened further
no. of months 250 % B Gross Fx Reserves /(ST external debt + CAD])
15 4 W Impoert cover (official reserves) T
12 1 200 -
9 4 150
6 100
1 50 -
oA
FY08 FY03 FY10 FY11 FY12 13 B4 Fs 0
F09 F10 Y11 FY12 B3 Y14 FY15
Source: CEIC, Dewtsche Bank Earsa: CEN, Deutscha Bank I
Cross country external debt comparizon: (end 2014) ] o
Countries ST extema %% of GDP LT extemal debt, Vo of GDOF Total extemsa %% of GDP 5T as Ve of | T as %% of > While India’s external debt dynamlc IS In
debt, LISD bn LISD bn debt, LISD bn total ext debt  total et delt line with EM peers, the ST external debt as a
India 85 43 e 18.9 462 232 185 815

proportion of total debt has risen in recent

Indonesia = 8.2 == 68 293 320 88 812 years, and despite some improvement, the

Brazil &7 Z8 4= 208 555 =7 120 20 ratio remains higher than where it was prior

Turkey 133 167 269 338 407 505 330 E7.0 to the GEC

Russia 33 as 3NE B50 240 85 80.5

South Afnes o BT 108 08 142 405 240 &0 I > ST external debt on a residual maturity
basis of 1-year currently stands at
USD175bn. Gross FX reserves currently is

Residual maturity of external debt cutstanding as on end-June 2014 175% of the ST external debt + current

Components Short-term up o one year 1t 2 years 2 to 3 years Pdore tham 3 years Total account deficit combined, which is an

1. Sowvereign Debt {long-term 74 re 82 Bl 845 improvement over FY13 lows, but we note

2. Bternal Commercial Bamowings 48 52 4.0 ar7 7.5 that this number is lower than the past trend

3. NRI deposits Jil-+ik{iil} S50 28 %7 14.0 1063

[i) FCMRIE] 1.7 32 07 6.9 428 > As the current account bottoms out, the

lii} NRIEIRA 36.1 54 5.5 16 &7 ratio would likely worsen in the period ahead,

liii) NRO iz 1.0 0.4 0.4 8.0 underscoring the need for more reserves

4. Short-term Debt (Original maturity) 879 - - - gr4a coverage

Total {1t 4) 1749 27 = 1737 4501

Sowrce AR, Deutncde Sak |

Deutsche Bank Kaushik Das kaushik.das@db.com +91 22 7180 4909 Taimur Baig taimur.baig@db.com +65 64238681 61

Q2 2015



Rupee overvaluation likely to be stemmed by RBI
through FX accumulation strategy

|HL||]ee overvalued in real terms (RBI REER)

REER (36 currency, trade based, |hs)

120 4 —WEUSD (inverted, rhs) - 42
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- B0
110
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- 62
a5 L 66
Deutsche Bank behawioral equilibrium exchange rate
SCI T T T T T T ?'D I o o
(BEER) model — FX misalignment by country
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o
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Sourre: REY CEIC, Deutseibe Bank 15 overvalued »
10 ——
> Despite large scale intervention, exceptionally buoyant flows and 5 N B
high investor interest have led to the INR outperforming its peers
lately, amounting to a sizeable appreciation of the REER. 0 . , , , . . , , . .
Competitiveness concerns and risk of a resurgence in gold and
other consumer goods imports should continue to motivate RBI's 5 11 3 lued
policy of stemming currency appreciation (through intervention and Hnaenails
reserves accumulation) -10 N
- S A
K L SV qP“ ¢® vobqﬁ\
@%@ A o \':ﬂﬂ N N © S
» Based on our projection of imports, gross official reserves would N g & ch& Q:C"
need to go up to about USD445bn by 2016 to maintain an import
cover of 10 months. This implies scope for the Reserve Bank of India Source: RN, CEIC. Deutscho Bank: I
to increase reserves by another USD100bn in the next 18-24 months
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Reform update, short term growth outlook
A growth and investment model
Fiscal structural reforms
Monetary policy, direction, effectiveness, transmission
Inflation, rainfall, supply side reforms
Exchange rate, competitiveness, reserves
Demographics

Urbanization
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India’s rising population — boon or bane?
/

* India is placed to enjoy substantial demographic dividend in the coming years as its population
composition shifts toward a lower dependency ratio. Between 2010 and 2030, India’s working age population
IS projected to rise from 781mn to 1022mn, making it a fertile ground for expansion in large manufacturing
and service industry activities, with substantial scope for economies of scale

* A decrease in dependency ratio tends to be associated with a rise in savings. The increased savings then
manifests in arise in investment, which in turn raises the economy’s potential growth rate. This phenomenon
can be observed in Japan from 1950 onward, and in China from 1980 onward. India appears to be on track to
follow the same path

* Given its poor infrastructure and relatively low quality human capital, India’s demographic dynamic raises
the urgency of reforms. Improvements in education, healthcare, and employment opportunities are essential
to prevent the rise of social divisions and tension. Adequately financing these improvements would be a
function of better fiscal policy and governance. There are also substantial economic, environmental, and
social challenges to managing the emerging population bulge

* Services sector will not be able to absorb the incremental labor force completely in the decades ahead.
Manufacturing sector share needs to increase significantly to enjoy the fruits of positive demography.
Further, 60% of the rise in India’s population by 2025 will likely come from some of the poorest states: Uttar
Pradesh, West Bengal, Bihar, Rajasthan and Madhya Pradesh

* As population increases sharply in these states in the decades ahead, the pressure on these respective
state governments will mount to generate new employment and attract higher investments, failing which the
incidence of poverty and human development conditions (already in a poor state) could worsen even further
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India’s population dynamic remains positive

Population trend
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Source: United Nations Population database, Deutsche Bank. Note: Under a medium fertility rate scenario projected by the United
Nations, India’s population between the age of 15 and 64 is slated to rise from 781 million to about 1 billion over the next 20 years,
i.e. its labor force will rise by over 30%, making it bigger than China’s.
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...ought to improve long-term potential growth

Dependency ratio === Savings rate

100 - - 50

» Projected improvement in the
- 30 dependency ratio should push up savings
and investment, and therefore growth
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Dependency ratio === Real growth
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The opposite is likely for Japan
Japan
Dependency ratio, lhs == Real growth rate, rhs
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Re-balancing between services and manufacturing
critical to reap benefits of a positive demography

|Stagnant industrial sector Population (mn)
2001 2010F 2025F
% of GDP B 1951-60 m1961-70 1971-80 P - pys i
75 1 m1981-90 m1991-00 2001-10 Iaharashtra a7 111 132
Bihar 83 96 13
60 - 7 \West Bengal 80 9 100
g e Andhra Pradesh 76 84 94
45 - Tamil Nadu 62 &7 72
N g Madhya Pradesh 60 71 87
30 - Rejasthan 57 &7 8
A Kamataks 53 59 67
15 - Gujarat 51 EB 69
Orissa 37 a0 45
Keralz 32 4 37
Agriculture Industry Services Jharkhand 27 3 37
Punjzb 24 24 31
Source: CEIC. CSO, Deutsche Bank Haryana 21 25 31
Chhattisgarh 21 24 28
» Services sector will not be able to absorb the incremental labor Goz | z 2
force completely in the decades ahead Source: Office of the Registrar General of India, Deutsche Bank
» Manufacturing sector share needs to increase significantly to
enjoy the fruits of positive demography
» 60% of the rise in India’s population by 2025 will likely come
from some of the poorest states: Uttar Pradesh, West Bengal,
Bihar, Rajasthan and Madhya Pradesh
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Reform update, short term growth outlook
A growth and investment model
Fiscal structural reforms
Monetary policy, direction, effectiveness, transmission
Inflation, rainfall, supply side reforms
Exchange rate, competitiveness, reserves
Demographics

Urbanization
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The power of urbanization

* It is an empirical truth, that by and large, the most economically prosperous countries are also highly
urbanized. While urbanization may not be the only factor that makes a country rich, it is undeniably one of
the key catalysts that help propel an economy to a higher growth trajectory.

* China’s emergence as an economic superpower has occurred hand in hand with rapid urbanization —
about 53% of China’s population are urbanized now compared to only 18% in the late seventies

* As per the latest census report, India’s urbanization rate has increased to just 31% in 2011, from about 28%
in 2001. Not only the pace of urbanization is slow in India’s case, the disparity between the different states as
regards to the urbanization trend is also striking

* States such as Bihar (11.3%), Orissa (16.7%), Uttar Pradesh (22.3%), Chhattisgarh (23.2%), Jharkhand
(24.1%), Rajasthan (24.9%), Madhya Pradesh (27.6%) — despite showing a rise in urbanization rate in the last
decade — remain way below the national average rate of 31.2%

* On the other end of the spectrum, Tamil Nadu (48.5%), Kerala (47.7%), Maharashtra (45.2%) and Gujarat
(42.6%) have arelatively higher urbanization rate

* Kerala has recorded the highest increase in urbanization rate in the last decade (from 26% in 2001 to 47.7%
in 2011), while the least improvement has been in case of Bihar (+0.8%), a trend which is indeed worrisome
given that Bihar has the lowest level of urbanization rate (11.3%) among the sixteen key states

* By and large, higher urbanization leads to lesser poverty, increased prosperity and improvement in
development indicators as well. Of course there could be some outlier cases where a one to one correlation
may become hard to establish, but the overall message is simple — "higher urbanization improves economic
well-being”
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Urbanization trend — a snapshot

Urbanization trend in India: 2011 vs. 2001

mn

Total population
Rural

% of total population
Urban

% of total population

2001
1029
743
722
286
278

2011 Increase/ decrease |-}
1210 181

833 90

B68.8

377 91

3.2

Source: Rursl Uirban Dismibetion of Poputation - indis, Cansus of indla 2011, Deutscha Bank

Urbanization trend of key Indian states
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Urbanization trend — 2001 vs. 2011

Deutsche Bank

Kaushik Das kaushik.das@db.com

Q2 2015

KEY STATES 2001 2011 Increase
TAMIL NADU 439 48.5 46
KERALA, 26.0 47.7 21.7
MAHARASHTRA 424 45 2 28
GUJARAT 37.4 426 52
KARMATAKA 34.0 38.6 46
PUMJIAB 34.0 375 35
HARYAMNA 29.0 348 5B
AMDHRA PRADESH 271 335 6.4
WEST BENGAL 28.0 3.9 39
MADHYA PRADESH 26.7 276 08
RAJASTHAM 234 249 15
JHARKHARND 223 241 18
CHHATTISGARH 201 232 31
UTTAR PRADESH 208 223 15
ORISSA 15.0 16.7 1.7
BIHAR 105 11.3 08
Source: Rural Urban Distribution of Popadation - Indis, Cansws of indis 2071, Doutscho Bank
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Higher urbanized states are relatively more prosperous

KEY STATES Urbanization Literacy Decadal Infant %of BPL Avg. per capita
rate (%) rate (%) population  mortality rate population exp./month . . .
growth rate (person per (rural and urban Urbanlzgtlon and econ_omlc
(%) ‘000 birth) avg.) Rs. prosperity goes hand in hand
TAMILNADU
48.5 80.3 15.6 31 1.3 2052 i) States that are less (more)
KERALA 47.7 93.9 4.9 12 7.8 2700 urbanized have a lower (higher)
MAHARASHTRA 452 829 16.0 33 17.4 2191 | lteracyrate;
GUJARAT 42.6 79.3 19.2 50 16.6 1951 ii) States with a lower (higher)
urbanization and literacy rate have
KARNATAKA
38.6 75.6 15.7 45 20.9 2147 recorded the highest (lowest)
PUNJAB 375 76.7 13.7 41 8.3 2440 increases in the decadal population
HARYANA 34.8 76.6 19.9 54 11.2 2636 growth rate between 2001 and 2011;
ANDHRA PRADESH 335 67.7 11.1 52 9.2 2061 iii) Infant mortality rate is higher
WEST BENGAL 31.9 77.1 13.9 35 20.0 1830 Sfa"tvg) 'n less (more) urbanized
MADHYA PRADESH 27.6 70.6 20.3 70 31.7 1433
iv) Incidence of poverty is higher
RAJASTHAN 24.9 67.1 214 63 14.7 1826 (lower) in less (more) urbanized
JHARKHAND 241 67.6 22.3 46 37.0 1407 states;
CHRATTISGARH 23.2 71.0 226 o7 39.9 1340 v) States with lower level of
UTTAR PRADESH 22.3 69.7 20.1 67 29.4 1508 urbanization rate are poorer than
ORISSA 16.7 735 14.0 69 32.6 1363 | e moreurbanized ones
BIHAR 11.3 63.8 25.1 56 33.7 1184
Source: Census of India 2011, Deutsche Bank
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Higher urbanized states also have better
development indicators

|._er-5nizatinr' and literacy rate Urbanization and population growth rate
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Urbanization and vehicle ownership — cross country trend

>

Deutsche Bank

Urbanization trend

% e Ching India

75%

60%

45%

30%

15%

O% T T T T T T T T T T 1
1970 1980 1990 2000 2010  2020E

Source: CEIC, United Nations Department of Economic and
Social Affairs

India’s vehicle ownership lags China’s due to lower
urbanization; over the past decade, India’s urbanization
increased by 3ppt compared with 13ppt for China

Indian PV market size at 2.5mn is significantly smaller

than the Chinese market due to lower urbanization (31%
for India vs. 53% for China)
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Increased urbanization, among other factors, will likely
lead to sharp increase in middle class consumption

Middle-class consumption forecast
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