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From the CIO’s Desk December 2016



Dear Investor, It gives me great pleasure to share with you an update for the quarter ended 31st December 2016. The last quarter was full of excitement and uncertainties. November was a month of huge shocks – Demonetization in India and globally the announcement of Donald Trump as the next President of the United States of America. Both these announcements surely affect us in India. Demonetization directly affects 1.2 Billion Indians and Donald Trump being elected, affects all trade partners of the US with his protectionist stand for the US economy in the future. The year 2016 has been the year of the unexpected with “Brexit”, “Donald Trump” and “Demonetization”. All the unexpected events have happened in the calendar year 2016. In a bold and surprising move, effective November 9, the Indian Government has demonetized the highest denomination currency notes of Rs 500 and Rs 1000. Effective 10th November, a new series of notes of Rs 500 and Rs 2000 have been introduced through the banking system. Everyone in possession of demonetized notes had been given time until 30th December to deposit the same into their bank accounts. Also, a second Income Disclosure Scheme (IDS) has been launched, wherein undisclosed income declared either as cash or deposits would attract a tax rate of 50% with a further amount of 25% being deposited with the government as a zero coupon bond for a period of 4 years. The sheer magnitude of this demonetization is unprecedented in the history of our economy. The total currency in circulation is estimated to be approximately US$ 250 billion and the demonetized notes account for a whopping approximately 86% of that. The move is a head-on attack aimed at curbing black money (unaccounted wealth) in the system, curbing the funding of illegal activities such as terrorism, drug trafficking, money laundering and the problem of fake currency notes in circulation. Clearly, the above move is a continuum in the series of reforms already taken by the Government over the last two and a half years aimed at unlocking the factors of production in the Indian economy. The move is also inextricably linked to the implementation of the most important reform – The Goods and Services Tax (GST) in the 1st half of fiscal 2017-18 which again is meant to check tax evasion and generation of unaccounted for black money.
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We see the move bringing enormous long term benefits to the Indian economy. First Increased formalization of the economy with the attendant benefits of efficiency and access to lower cost of capital. India’s shadow economy, estimated by the World Bank to be around 23% of GDP, will thus shrink. Second – Creation of more fiscal space. The RBI is set have a windfall gain to the extent of the value of the outstanding currency notes that don’t get exchanged from old to the new thus reducing its liability. Also, the second Income Declaration Scheme may see better success as demonetization has created fear in the minds of people hoarding black money. It is expected that both these factors put together may result in an estimated additional revenue of US$ 20-25 Billion to the government. Third - Improved tax buoyancy along with the impact from GST, tax compliance will improve India’s tax / GDP ratio which is currently as low as 10%. Fourth - Lowering inflation. Black money is always associated with higher inflation as it allows hoarding. More particularly, real estate prices will see continued downfall as the prevalence of the black economy is very high in the sector. Fifth - Financial inclusion and a cashless economy. This will be possible as more bank accounts are opened especially in rural India with more digitization of transactions. Sixth - Lowering of corruption. Once India lowers corruption then it will surely improve the ease of doing business. However, this decision has brought with it a lot of short term costs and pain as is already visible since the announcement of the demonetization. Economic activity has got seriously hampered resulting in a huge disruption across the board due to a massive currency shortage in the country. India is a cash driven economy and globally has one of the highest level of currency notes in circulation at 12.1% of GDP. Usage of cash for transactional purposes is a cultural habit and not just an issue of non-disclosure of income. Normally, exchange of old bank notes for new ones should not have a dislocating effect on the cash liquidity for businesses and individuals. This disruption is mainly because of inadequate availability of new bank notes and / or old bank notes of lower denomination. India has to replace around 24 billion currency notes, a gargantuan task given the current printing capacity of approximately 100 million currency notes per day. This has created an unexpected and severe liquidity squeeze for businesses and households resulting in a big rush in banks and ATMs since the announcement of demonetization. It is expected that it may take a few more weeks for cash circulation to reach adequate levels and about 3 to 4 months for the GDP growth to bounce back to normal levels of 7% - 8%. The government needs to take steps to quickly ease the availability of cash and not allow the economy to choke any further. It is now very clear that the much expected corporate earnings recovery will be delayed by at least a couple of quarters. In fact, in case of a few consumption oriented sectors, we may see a decline in their top line and bottom line for the quarter ending 31st December 2016. As 2



the situation normalizes in the next few months, we may see a sharp rebound in corporate earnings in FY 2017-18. The Indian economy, predominantly a cash economy, has still to adopt itself to a cashless or digital economy. Further, India is a savers economy of which a lot of our savings are in physical assets such as hard cash, gold or land. Indians derive great comfort in hoarding large amounts of cash in the physical form. Most of the savings in the form of physical cash and gold are with women within Indian households. Given this situation the Indian households have been hoarding large amounts of physical cash over the last many decades and demonetization has brought such cash out of the cupboards and into the bank accounts thus channelizing this money into the banking system within the formal economy. The long term impact of demonetization is very positive for the Indian economy. It is interesting to note that, domestic financial flows into capital markets have been improving significantly over the last 2 years. Domestic mutual funds reported equity flows of US$5.4 Billion in 2016 respectively, compared with an inflow of just US$ 2.90 Billion by FII’s. Notably, it was a historic year for domestic fixed income funds. Fixed income flows recorded the highest ever inflows. The reforms undertaken by the government, will further boost financial savings going forward. With declining interest rates we believe there could be a greater flow of money into equity markets from domestic investors. CPI inflation was seeing cooling off from 4.4% in September 2016 to 3.4% in December 2016 and WPI inflation came in at 3.6% in December 2016 as against 3.8% in September 2016. The Reserve Bank of India cut interest rates by 0.25% in October 2016. We expect the RBI to further cut interest rates by another 25 – 50 bps in CY 2017. The RBI’s focus will be on international events especially the US Federal Reserve which has indicated at least three rate hikes in CY 2017. Prices of several commodities have started moving up despite no firm signs of recovery in the global economy. Crude oil prices are inching up quarter after quarter and are up by 23% in CY 2016. Any further rise in crude prices could prove to be inflationary for India. The rise in commodity prices comes at a time when the volume growth is benign and it is difficult pass on the increase in raw material prices. Earnings in 2016-17 will see some sort of pressure as it will be difficult for manufacturers to pass on price hikes to their consumers. The other important factor to watch will be the results of elections in 5 states wherein the most important result will be from U.P. If the BJP wins in U.P. then it will aggressively continue with reforms. In case the BJP doesn’t fare well in the forthcoming state elections then it could take a populist stand and the budget 2018-19 could see a lot of populistic measures
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being announced. In any case the government will have to kick start the economy with aggressive capex announcements. The Federal Reserve of the U.S. has hiked interest rates by 0.25% in October 2016. It has also indicated that there could be 3 more rate hikes in 2017. This could result in further strengthening of the US$ and flight of capital from emerging markets. Having said that global growth isn’t picking up and India stands out as an investment destination. We believe that FII flows will once again come into India as next year our GDP growth could cross 8% and earnings growth could cross 15%. We firmly believe that India is on the right track and the macro economic situation is rapidly improving. The markets are headed for a new high as the outlook will further improve with the demonetization and the implementation of the GST. We continue to position your portfolio to benefit from an upswing in the Indian economy as well as a possible recovery in global demand. We believe your portfolio is well positioned to capitalize on the next phase of growth and should deliver superior sustainable returns over the next 3 – 5 years. My team and I, continue to focus mainly on a bottoms-up approach for stock selection with well researched and deep conviction ideas. We continue to ensure that the new addition to your portfolio comply with our approach of investing in high quality businesses that are structurally well positioned and led by able management teams with superior execution capabilities to deliver superior sustainable returns. We are convinced that the Indian market will continue offering such opportunities that will be highly rewarding. I have attached a detailed portfolio summary and performance for the quarter ended on 31st December, 2016. In case you require any further information on your portfolio our team will be available to attend to the same. Warm Regards, Jiten Doshi Founder & CIO Disclaimer: The views expressed by Mr. Jiten Doshi, Founder & Chief Investment Officer of ENAM Asset Management Co. Pvt. Ltd., constitute the author’s views as of this date. The views are based on internal data, publicly available information and other sources believed to be reliable. This is a generic update on Indian Market and it should not be construed as investment advise to any party. The statement contained herein may include statements of future expectation and other forward looking statements that are based on the authors views and assumptions and involve known and unknown risks and uncertainties that could cause actual results performance or events to differ materially from those expressed or implied in such statements. Neither ENAM Asset Management Co. Pvt. Ltd. nor any person connected with it accepts any liability arising from the use of this information or in respect of anything done in reliance of the contents of this information. The recipient(s) of this material should exercise due caution and/or seek independent professional advice before acting on any information, statement or opinion which is expressed herein and shall be fully responsible for the decisions taken. 4
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