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Make in India — the rise of Indian manufacturing

Ewan Thompson, Fund Manager, Global Fundamental

In the first of a new series — ‘A New India’, fund manager Ewan Thompson looks at the investment case
for India’s burgeoning manufacturing sector as the country makes strides in becoming a key player in
global supply chains.

From made in China to Make in India

With India this year officially overtaking China to become the world’s most populous nation, it is often
this demographic story and the country’s huge domestic consumer market that garners the most
headlines. Yet, while historically India has been much less frequently associated with manufacturing
prowess, with China being considered the so-called ‘workshop of the world’, over the past decade this
story has quietly been reversing — a targeted policy programme in India to grow high-value
manufacturing exports coinciding with a reluctance of global corporations to rely solely on China.

The recent announcement that the Chinese government had banned iPhone use across all
departments provides a timely reminder of the seemingly constant deterioration in the geopolitical
and industrial relationship between the world's two largest economies. ‘Made in China’ of course had
become a byword for the specific aspect of globalisation that saw a significant proportion of global
supply chains re-routed through China, taking advantage of its huge low-cost labour pool to
manufacture products cheaply and export them to the rest of the world.

However, as relations with China have become ever-more fraught, concerns over China's at-times
capricious industrial policy have grown, leaving global companies wondering whether they had
become too dependent on China. Moreover, steadily rising labour costs in China, have gradually
eroded the strategic advantage China once enjoyed. ‘Made in China’ has been replaced with ‘China
+1’ - the strategy that seeks to diversify business by channelling investments into manufacturing
sectors of other developing economies, particularly those in Asia such as Indonesia, Thailand and - of
course - India.

What is India doing?

The rise of India as a manufacturing base is not just a question of push factors (from China), but also
the outcome of a considered strategy by the Modi government to create an attractive investment
base for global manufacturing. India's huge labour pool and vast domestic market are obvious
attractions, but a key catalyst to building on these resources was the launch in September 2014 of the
Make In India programme — just months after Modi's emphatic electoral victory earlier that year - to
"transform India into a global design and manufacturing hub". India is something of an oddity among
developing economies in that it has an unusually developed service sector and, if anything, has
historically had a comparatively small manufacturing sector. Make In India set out to change this.



The policy has also been at pains to emphasise the importance of being competitive in terms of quality,
not just on price - shifting up the value chain is a key goal. Critical elements of this policy have been
building out the physical and digital infrastructure required for value-add manufacturing in the 21%*
century, encouraging domestic procurement for government projects and taking steps to reduce the
complexity of doing business, most notably the dramatic simplification of the tax code in the landmark
Goods and Services Tax legislation of 2017.

The powerful effects of setting the right conditions for investment can be seen in the rapid growth in
hi-tech exports, which have strongly outperformed during the post-pandemic recovery. While hi-tech
manufacturing and services exports made up 59% of total exports 10 years ago, that figure has risen
to nearly 70% today (source: HSBC — India's Digital Date, May 2023). The arrival of global capability
centres, captive technology facilities of large global companies, could signal global multi-national
corporations’ enthusiasm for having a definitive footprint inside India and reverses a trend of 10-15
years ago where companies were largely selling their Indian operations to local players to manage.

Sona Comstar — entering the global stage

While the macro backdrop for investment in India has been improving steadily, there has also been a
matching upgrading of company manufacturing capabilities and ambitions. We believe that areas
especially fertile for investors are those where increasing complexity and specialisation of production
create positive mix effects — establishing a protective moat around the business to fend off
competition and entrench companies deeper into supply chains, leading in turn to higher returns on
investment.

In our view, a good example of this process of upgrading complexity and ambition comes in the form
of Sona Comstar — an automotive systems and components manufacturer based in Gurgaon, just
south-west of Delhi. The company originally began manufacturing simple bevel gears for the likes of
local auto producers Tata and Mahindra, before moving on to differential assembly — differential gears
allow the outer wheel to rotate faster than the inner wheel while turning. By using the bevel gear
components to put them together in-house, auto manufacturers that used to buy gears from Sona
and the housing from other players could now buy the assembled product straight from Sona, creating
what we regard to be significant value for the company — differential assembly creates up to five-times
higher value products.

From these early beginnings in India, the company now derives c.70% of revenues from overseas with
the remaining 30% from India. The company is increasingly targeting higher-value segments,
potentially allowing it to grow revenues rapidly in a low-volume growth industry. For Sona Comstar,
value is far more important than volume — looking to grow share within each vehicle. New products
include electronically locking differentials (EDL), epicyclical gears and spiral bevel gears. As complexity
increases so too does price, with EDL selling for 8-10 times the price of regular gears.

The dominant player in India, Sona Comstar has seen its market share of differential gears rising from
47% in 2018 to 55% last year (source: disclosed at company meeting, September 2023), led by new
orders, especially in the electric vehicles (EV) segment — Sona is a key supplier to top-tier EV
manufacturers. While the advent of electric vehicles has been an opportunity to its gears business, we
believe it to have also been a threat to Sona’s starter motors segment (only required for internal
combustion engine vehicles). And yet the arriving new technologies have potentially presented further



opportunities with Sona pivoting its motor business to EV traction motors — currently a small
proportion of revenues, but a much larger share of order book. Indeed, Sona has also developed
strategic partnerships to develop magnet-less motors, which could remove 20-30% of the cost of an
EV motor.

In many ways, we believe that Sona Comstar exemplifies this wider trend of Make in India — moving
steadily up the value chain, boosting returns, and partnering with global manufacturing giants. Indeed,
the company is eligible for Production Linked Incentives (PLI), a key government initiative to give
companies incentives on incremental sales from products manufactured domestically, intended to
boost the manufacturing sector and reduce imports. With its marriage of low-cost of production with
high value-add products to become a key player in global supply chains, we consider Sona Comstar to
represent the opportunities and ambitions of both Make in India, and also more widely the New India.
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Key Risks
Past performance does not predict future returns. You may get back less than you originally invested.

We recommend this fund is held long term (minimum period of 5 years). We recommend that you hold this fund
as part of a diversified portfolio of investments

The issue of units/shares in Liontrust Funds may be subject to an initial charge, which will have an impact on the
realisable value of the investment, particularly in the short term. Investments should always be considered as
long term.

The Funds managed by the Global Innovation Team:

e May hold overseas investments may carry a higher currency risk. They are valued by reference to their
local currency which may move up or down when compared to the currency of the Fund.

e This Fund may have a concentrated portfolio, i.e. hold a limited number of investments. If one of these
investments falls in value this can have a greater impact on the Fund's value than if it held a larger
number of investments.

e The Fund may encounter liquidity constraints from time to time. The spread between the price you buy
and sell shares will reflect the less liquid nature of the underlying holdings.

e Investments in emerging markets may involve a higher element of risk due to less well-regulated
markets and political and economic instability. This may result in higher volatility and larger drops in
the value of the fund over the short term.

e Outside of normal conditions, the Fund may hold higher levels of cash which may be deposited with
several credit counterparties (e.g. international banks). A credit risk arises should one or more of these
counterparties be unable to return the deposited cash.

e Counterparty Risk: any derivative contract, including FX hedging, may be at risk if the counterparty fails.
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The risks detailed above are reflective of the full range of Funds managed by the Global Innovation Team and
not all of the risks listed are applicable to each individual Fund. For the risks associated with an individual Fund,
please refer to its Key Investor Information Document (KIID)/PRIIP KID.

Disclaimer

This document is issued by Liontrust Fund Partners LLP (2 Savoy Court, London WC2R 0EZ), authorised and
regulated in the UK by the Financial Conduct Authority (FRN 518165) to undertake regulated investment
business.

It should not be construed as advice for investment in any product or security mentioned, an offer to buy or sell
units/shares of Funds mentioned, or a solicitation to purchase securities in any company or investment product.
Examples of stocks are provided for general information only to demonstrate our investment philosophy. The
investment being promoted is for units in a fund, not directly in the underlying assets.

The document contains information and analysis that is believed to be accurate at the time of publication, but
is subject to change without notice. Whilst care has been taken in compiling the content of this document, no
representation or warranty is given, whether express or implied, by Liontrust as to its accuracy or completeness,
including for external sources (which may have been used) which have not been verified.

This is a marketing communication. Before making an investment, you should read the relevant Prospectus and
the Key Investor Information Document (KIID) and/or PRIIP/KID, which provide full product details including
investment charges and risks. These documents can be obtained, free of charge, from www.liontrust.co.uk or
direct from Liontrust. If you are not a professional investor please consult a regulated financial adviser regarding
the suitability of such an investment for you and your personal circumstances.
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