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Listen to Japan

Japanese bond yields have been rising. The Yen has been weakening. This is more than a once-in-a-lifetime
moment. Japan is more significant than is apparent. Japan remained the cheapest source of duration for the world
for decades. The floor has now shifted and that is seismic.

e Japanremains one of the world’s largest net international creditors

e Japanis a key overseas holder of US treasuries

e Japanese rates were near zero for way longer than for any other wealthy nation’s debt
e Legions of fund managers raked it in by borrowing in Yen and playing the world.

e The word carry trade became synonymous with borrowing in the Yen

e ForIndia, Japan is the cheapest source of international capital

e The marginal Japanese buyer has been the most agnostic to prices & valuations in India

Something has upended this template. We need to pay attention. We will do so by presenting a series of visuals
which connect the dots and lead us to one big conclusion - Cost of capital is not low in the world anymore and is
unlikely to walk back.

Indian assets, in particular equities, benefitted from low global cost of capital. Do not therefore extrapolate the
proximate exuberance into a future where Indian investors can decide for themselves that Indian stocks can be
valued at whatever multiple they deem fit.

Global bond markets are saying enough is enough

Bonds revolt
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The hardening of the yields is across the world. This clearly represents the steepening of the term premium - the excess
returns that investors in bonds demand for holding longer-dated paper. Global policy makers can talk up the short end
of the curve. It is almost impossible to flatten the curve - the increase in term premium is due to the apprehension about
the long-term ability of big countries to service their debt - in particular that of the United States.

30 years of the Yen
USD vs JPY
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This breached a nearly 30-year level. The US government intervened to save the Yen in a move that almost everyone
agreed is unprecedented. Most saw it as a desperate crisis response. It seems to be coming a cropper so far.

1,400 Japan's U.S. Treasury holdings (bn)
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It is still high but beginning to come down. Which is precisely why the US intervened

The sequence tells us the story:

US is reliant on a significant number of non-US investors to finance its debt

Japan is one of the largest of the brigade

Japan saw the JPY depreciate

Japan is heavily dependent on imported energy - and has been seeing retail inflation accelerate

JPY fall exacerbates the pressure on Japanese households - remember that Japanese folks have not known what
inflation is like for more than a lifetime

In order to rein in the Yen, Japan needs to buy Yen - it needs to pay in dollars

In order to get dollars, Japan needs to liquidate some of its US bond holdings

Such selling would exert enormous pressure on US bond yields - which are already high

Higher US bond yields would make the cost of servicing debt formidable for the US government.
A recent treasury auction saw takers at 5.2%, a thirty-year peak

Now, it is clear why US intervened

The moment that the US blinked
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While the JPY appreciated closer to 155 as soon as the news of the US intervention came through, the gains never
sustained even for a day. The market remains unconvinced.
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How Japan weighs on India
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Japan remains a key investor in India. What is more important than the quantum is that the marginal Japanese
investor has been willing to pay much more for assets. They have been patient investors by a big margin, the
epitome of tolerance. If Japanese domestic bond yields (essentially risk free) return almost 3% for Japanese
households (3% represents a logarithmic jump from almost zero - which is what Japanese folks are used to getting
for a lifetime and more) - this FDI will be at risk.

Japan's Official Development Assistance Commitment to India (JPY Bn)
Benevolence with a twist - It did not cost them hitherto
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Japanese development funding followed from its low cost of capital and the interest Japan had in garnering the
business opportunity that comes from this investment. Japan has been a constant when it comes to financing
India’s infrastructure projects - be it major railway projects or anything else. This was facilitated by the fact that
the Yen yielded almost nothing for the Japanese. No longer the case. It is futile to expect the funding appetite to
remain what it used to be.

India's Current Account
Always in the Red
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The point to note is that the current account has been under water almost always. This is in sharp contrast to other
Asian countries.

China 3.8
Japan 4.9
South Korea 6.6
Taiwan 17.4
Thailand 2.8

Source: World Bank, International Monetary Fund, Spark Fund Research

INR has reflected this reality. Indian policymakers and much of the economic think tank have been guilty of
consistently making light of this. This forever deficit has made India dependent on foreign capital, eroded value
of private savings and kept India relatively poor. In 2013, the cost of global capital was low and India got away
lightly. The present conditions do not look reassuring and worse still; a lot of the market narrative is supremely
indifferent to this reality.

Indian equity valuation vs Indian and Global Cost of Capital
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The inverse relationship between the global cost of capital and Indian valuations is palpable. Note that the Indian
bond yield never drove higher valuations in India. Indian SIP may now be supporting the high valuations - the end
game as it has played out elsewhere when the global liquidity wave rolls back is uniformly terrifying. No one values
history as long as it is someone else’s story.

INR - This one has sealed the middle (low) income trap for ordinary Indians

5 9 100

o
pd

Z 8 80 =
27 60 2
=) ()
40 O
g 6 0 @

5 20

Aug 2001 Aug 2006 Aug 2011 Aug 2016 Aug 2021 Aug 2026

——USD-CNY ——USD-INR

Source: Bloomberg, Spark Fund Research

Relentless plunge. This has been papered over by Indian policymakers. However, a weak currency means
1. A clear debasement of domestic savings
2. Aclearincrease in cost of living

3. A clear loss of foreign investor confidence (they need to earn in USD or EUR - INR has fallen against
everything)
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A stable (not necessarily appreciating) currency is the bedrock of the long-term escape plan from low (middle)
income trap. There is increasing credence to the assertion that the growth we are seeing is driven by the rising
stroke of the K. It may be real and for certain companies, material enough to create earnings growth. This growth
by itself does not lead to a sustainable trajectory. If K keeps driving equity prices higher, equity owners may
continue to benefit momentarily from the rather high-risk ride. Volatility will inevitably manifest, which is what
we saw in the last two years.

Interest Rate Differential
8 US 10 yr vs Indian 10 yr
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The fallin the differential shows that the global cost of capital has been rising even as Indian bond yields remained
in the higher band. The difficulty is that India needs US dollars. The RBI felt compelled to attract USD by
facilitating a 12% (or higher) effective risk-free return in USD to NRIs (the FCNR-B scheme in effect offers that
after taking into account the leverage offered by almost all banks). The lessonis clear. At a certain high cost, India
can raise any amount of USD. It needs to service this next. The pain is going to be felt albeit in a staggered manner.
It is evident that the payoffs from the latest mop-up of USD at a steep price did not quite match the overall cost.
This is one reason why RBI capped the inflow by closing the window one month ahead of schedule. They realised
perhaps that a 12% effective USD yield is akin to a prince’s ransom compared to the 4-5% that USD would return
otherwise. The fact that India had to rely on a closed sub-set of NRIs demonstrates the other chink in India’s capital
account. It is fully open for equity capital where the vulnerability is masked but comes home to roost when there
are challenges and/or better alternatives. It is not fully open when it comes to debt capital and when there is a
crunch, Indians are forced to pay heavily, often in a disguised manner.

External account remains India’s Achilles heel and the conduit for transmitting global contagion. India’s domestic
economy cannot claim to be immune to a global surge in the cost of capital. Indians have to pay by way of higher
imported inflation, debasement of savings and eventually a growth retardation.

What Next

The writing on the wall is clear. Indian equities cannot look to global capital to sustain their premium valuations. It
is also foolhardy to complacently forecast that Indian investors will keep funding the valuation binge. Implication
- The environment for equities will remain challenged despite the recent hopes that Indian markets are all set to
soar.

At the same time, there is a silver lining. The fabled story of the Indian equity market premium over its emerging
market peers was founded on the bedrock of some great Indian businesses charting their own path in a capital
starved economy some 25 years back. We are at similar crossroads now though time period comparisons have
limitations. Companies having access to capital and those who exercise capital discipline are at the top of the list
of stocks that we want to own. We feel they should also have business model resilience in a K-shaped world.
Further, we like to see our stock picks passing the test of not being too dependent on Indian labor (where we see
productivity bottlenecks). When we screen on these criteria, there are companies that stand tall - what the market
seems to be wanting to pay for what these companies earn remains an enigma. Whichever way the dice rolls, the
winners of tomorrow need to make the cut while dealing with a world in which capital will be much more discerning.
There are Indian companies that make the cut, but the ask rate is where angels might fear to tread.

Warm regards,
P Krishnan (CIO) and Team Spark Fund
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nt Services

Spark Asia Impact Managers Private Limited (“SAIMPL”) is registered with the Securities and Exchange Board of India (SEBI) as a Portfolio
Manager (Registration No. INPO0O0006235). SEBI registration and NISM certification do not constitute an endorsement of SAIMPL’s
performance, nor do they guarantee returns or the accuracy of any information provided.

This document and all information, data, analysis, opinions, estimates, and views contained herein (“Information”) are provided solely for
informational purposes. SAIMPL makes no representation or warranty, express or implied, as to the accuracy, adequacy, completeness,
reliability, or fairness of the Information. The Information is based on publicly available sources or sources considered reliable; however,
SAIMPL and its affiliates do not independently verify such information.

Nothing contained in this document shall be construed as:
= An offer, invitation, or solicitation to buy or sell any securities or financial instruments;
= |nvestment advice or a recommendation regarding any security, investment strategy, or portfolio;

= |egal, tax, or business advice.

Recipients should seek advice from their own independent legal, financial, tax, and other professional advisors before making any investment
decision.

Investments in securities markets and Portfolio Management Services are subject to market risks. There is no assurance that the investment
objectives of any strategy, Investment Approach, or portfolio will be achieved. Past performance of the Portfolio Manager or any strategy is
not indicative of future results. The name of any portfolio or strategy does not imply its prospects or returns. Investors should carefully read
all relevant documents, including the Portfolio Management Agreement (PMA), disclosures, and risk factors, before investing. All strategies /
Investment Approaches may not be suitable for all investors.

To the fullest extent permitted by law, SAIMPL, its affiliates, and their respective directors, employees, agents, or representatives shall not
be liable for:

= Any views, opinions, errors, omissions, or discrepancies in the information;
= Any decisions taken or actions undertaken based on this document;

® Anydirect, indirect, incidental, special, consequential, or punitive damages (including loss of profits, revenue, or data) arising from the use
of, reliance on, or inability to use this document or the Information.

SAIMPL and its affiliates may have potential conflicts of interest. They may have financial interests in securities referred to, trade in such
securities, or provide/seek to provide broking, investment banking, or other services to the entities mentioned. Different businesses of SAIMPL
orits affiliates may hold views that differ from or are contrary to those expressed herein. Views expressed in this document may not be applied
uniformly across all clients or businesses of SAIMPL or its affiliates.

This document is confidential and intended solely for the authorized recipient. It may not be reproduced, distributed, copied, published, or
transmitted, in whole or in part, without prior written consent of SAIMPL.

This document is not intended for distribution in any jurisdiction where such distribution would be contrary to applicable laws or regulations
or would require registration or licensing of SAIMPL or its affiliates. Persons receiving this document must comply with all applicable legal
and regulatory requirements.

Any valuations, valuation ranges, or financial opinions contained herein are indicative, based on publicly available information, and provided
for discussion purposes only. They do not constitute a certified valuation, fairness opinion, or assurance of fair value, and should not be relied
upon for regulatory, statutory, or compliance purposes.

References or links to third-party websites or content are provided for convenience only. SAIMPL does not control, endorse, or assume
responsibility for the accuracy or completeness of such content, and access to such links is at the user’s own risk.

Disputes arising from Portfolio Management Services shall be governed by the redressal mechanism set out in the Portfolio Management
Agreement, in accordance with SEBI (Portfolio Managers) Regulations, 2020. Disputes relating solely to the contents or distribution of this
document, as marketing or presentation material, may not be eligible for exchange-level investor grievance or arbitration mechanisms.

Compliance & Grievance Officer

Ms. Diksha Jha

Compliance & Grievance Officer

Spark Asia Impact Managers Private Limited
Tel: +9122 62916700

Email: ir.oms@sparkfund.in

Registered Office:
No. 1, 3rd Floor, First Crescent Park Road, Gandhi Nagar, Adyar, Chennai - 600020

Correspondence Address:
Solitaire Corporate Park, Unit 1252, Building No. 12,
Andheri Kurla Road, Chakala, Andheri (East), Mumbai - 400093

CIN: U65929TN2018PTC123119
Website: https://www.sparkassetmanagement.in/

For further details, please refer to: https://www.sparkassetmanagement.in/
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