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Markets gets lighter on leverage positions

The turbulence in global markets acted as a catalyst which fuelled the unwinding process in
the futures segment. After touching a new all-time high of INR 664 bn in July 2007, futures
open interest at the market wide level was down by over 22% in August. The cost of carry
during the month had also entered into a discount, indicating unwinding of long positions. The
steep correction in markets in August has resulted in a shake out and pushed most of the
short term momentum money (or what we call weak hands) out of the market. The rollovers to
the September series were also in line with the previous expiries; however, the rollovers cost

had remained subdued throughout the expiry week.

Leverage positions unwind during the month
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FII's witness highest monthly outflow in cash market; MFs use this correction as buying
opportunity

The subprime crisis that hit developed markets in August 2007 resulted in a net Fll outflow of
USD 2.083 bn in the month from Indian markets. This, after a record monthly inflow of USD 4.53
bn in the cash market in the previous month. The total outflow in cash markets forms 20% of
the YTD inflows in the country. Adjusted for futures, the net outflow in the month stands at
USD 1.4 bn, compared to net inflow of USD 2.04 bn in July 2007. Outflows in the month were
equally dominated by directional selling and unwinding of cash-future arbitrage positions.
Among global markets, only Indonesia remained insulated from the broader trend, with an
inflow of USD 547 mn. Taiwan saw the highest outflow of USD 5.71 bn, which is 75% of the
total YTD inflows. Mutual funds, on the other hand, considered the ongoing uncertainty as a
buying opportunity and bought USD 922 mn during the month, their highest monthly purchase

since May 2006. They were buyers during most of the days of market correction.
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‘%ptember: What lies ahead...

September view: Worst over, for the time being

The trouble which started with the subprime problem in developed markets was aggravated by the unfolding
of domestic political events. Although India has no direct exposure to the US subprime market, it felt the
ripples as liquidity evaporation became a major concern. The emergence of political uncertainty soon after,

resulted in the underperformance of Indian markets vis-a-vis their global counterparts.

We believe that we have already seen the worst of the correction for the time being. Both the factors that
resulted in the market correction have improved. On one hand, politicians have realized that an early election
will not benefit anyone and on the other, the Federal Reserve chairman and the US President have been giving
positive signs to markets with their statements indicating their commitments to pull out US financial markets
from the subprime mortgage crisis. Besides a cut in the discount rate by the Fed, the US President has
announced tax sops to home owners for mortgage refinancing. As a result, there seems to be a positive

approach towards the whole issue.

On the domestic front, the Indian economy seems to be in great form. On one hand, growth has sustained at
above trend levels and on the other, inflation continues to be at comfortable levels. India’s Q1FY08 GDP grew
by 9.3% Y-0-Y, over a strong 9.7% growth during the corresponding period of the previous year. The latest
growth number compares with a 9.1% growth during the previous quarter. The upside surprise to India’s GDP
numbers came from agriculture and industry, while services growth cooled off more than expected.
Manufacturing continued to reflect strong growth, though it has declined from the previous quarter. Inflation
fell to a 15-month low of 3.94% Y-o-Y for the week ended August 18; the 16bps fall was aided by primary

articles and manufactured products inflation.

Technically, the 200 DMA has acted as a very strong support in the past and this time too markets tested that

before bouncing back (see chart below).

Markets have taken a strong support at 200 DMA
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Indian markets have actually outperformed other markets (emerging and developed) in the current correction,
which is different from previous corrections. This shows that the investors are confident about Indian markets

being able to withstand the subprime debacle.
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Global equity markets from the high level touched in July 2007
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We believe markets may climb from here as subprime fears recede, domestic political uncertainty reduces,
and announcement of better-than-expected GDP growth for the April-dune quarter. The unwinding of long
positions in the latest correction has made markets lighter and removed the weak hands from the market.

However, volatility in Indian markets has risen recently and we expect the trend to continue.

IT: Start accumulating

The IT sector continues to underperform the broader index with the BSE IT further correcting by 5.7% over the
past month. The total underperformance of the BSE IT index vis-a-vis Sensex in 2007 stands at 25%. With the
uncertainty in the US bearing down Indian IT stocks, the correction in mid-tier IT stocks has been sharp and in
some cases, overdone. We believe that the risk-reward profile of select mid-cap Indian IT companies has become
more favorable for investors. Moreover, rupee depreciation during the month (see chart below) has given hedging
opportunity to IT companies to protect themselves against the possible rupee’s appreciation going ahead. For
large cap IT stock, a gradual US slowdown will act as a driver for further outsourcing by companies as they are
keen to retain their competitiveness. We recommend investors to start accumulating selective IT stocks. Our top

picks in large cap include Infosys and TCS. Among mid-cap stocks we like Rolta and Infotech Enterprise.

INR/USD movement in Aug 08
40.30

40.50 \ ~ "\

40.70 \/ \/\

40.90 A

41.10 A

41.30 A

41.50

26-Jul-07
28-Jul-07
30-Jul-07
01-Aug-07
03-Aug-07
05-Aug-07
07-Aug-07
09-Aug-07
11-Aug-07
13-Aug-07
15-Aug-07
17-Aug-07
19-Aug-07
21-Aug-07
23-Aug-07
25-Aug-07
27-Aug-07
29-Aug-07
31-Aug-07
02-Sep-07




"gaptember: What lies ahead...

Metals: Steel prices set to increase

In the ferrous metals segment, steel prices are expected to increase by about USD 20 per tonne in near future on
the back of sharp rise in input prices and sustained demand in most regions. Iron ore prices have significantly
escalated through out the year with a sharp increase of about 20% in spot prices in China. Given the strong
historical correlation between iron ore and steel prices, the latter are expected to increase in the short term.
Domestic steel prices had actually been cut in July and now with further pressure from input prices we expect
steel prices to go up. On the stock front, we like Jindal Stainless and JSW Steel at these levels.

On the non-ferrous metal side, the price movement will remain mixed. Most of the metals are going into surplus
next year due to increased supplies. However, in the short term, aluminum and zinc prices may rise, while copper

may feel downward pressure. In the non-ferrous pack we like Sterlite Industries.

Banking: Attractively valued

The banking sector has underperformed overall markets in the previous month. The Sensex has corrected by 3%
in the fortnight, whereas the correction in the Bankex was much sharper at 6%. However, post this correction,
valuations have become attractive. With inflation and credit growth under control, further tightening by RBI looks
highly unlikely and we expect interest rates to remain stable.

On the stock specific side, State Bank of India’s (SBI) merger with State Bank of Saurashtra (SBS) is a first step
towards absorbing all seven banking subsidiaries. ICICI Bank has received FIPB approval to divest its 24% stake
in ICICI Financial Services to foreign entities. This is positive for the bank as it will help in unlocking value in its
subsidiary business as well as help fund its insurance businesses. However, RBI’s approval is awaited.

Power: Earnings visibility to drive valuations

High revenue growth and improved visibility are likely to be key drivers of movement on the upside for power
sector stocks. Even though companies are likely to face margin pressure in the light of high margins in FY07,
robust revenue growth has translated in to high earnings growth and returns, making the sector lucrative for
investments as a whole. There has been a temporary slowdown in order intake during August, but it is likely to
increase in the near future. With likely resolution of conflict between the World Bank and Power Grid, we expect
improvement in the order intake scenario for power transmission and distribution companies. Further, Power

Grid’s IPO is due in September, which is expected to be well received.

Cement: Priced in

The cement sector outperformed the Sensex in August, with 7.5% M-0-M returns vis-a-vis (2.7%) M-o-M Sensex
returns. Cement prices remained stable during monsoons and overall cement demand grew by 10.8% Y-o-Y in
April-July 2007. YTD cement off take was supported by strong demand growth in the South (12% Y-0-Y) and
West (15% Y-0-Y). While cement imports from Pakistan will start from September, we believe quantity will not be
significant given the logistic hurdles. While price of imported cement will be lower than prevailing domestic prices
(~20% lower in case of direct imports and ~4-8% lower when imported through an agent), the total quantum will
not exceed ~1.5-2 mn tonnes owing to logistic constraints (~1% of all India FYO8E consumption). Cement prices
are expected to be stable in September. Ambuja Cement will receive an open offer with Holcim acquiring 3.9%
stake in it at INR 154/share. This move signals greater ownership and interest of Holcim in the Indian cement

sector. Overall, we believe the sector will remain a market performer over the next month.




ﬂeohnical View

ISE NIFTY [N1] 4193 60, 4471.30, 4193 60, 445660, 2518070272 b 36%

Price Avg3(s.6.5.21.5.55) Lot
"
g
e
1 | !
an”" 1' ’ l“l“'
x ot
IL‘I‘ I '|1'T B
- )
ol cr

4500

4000
3750
3500
3250
3000

12750

1200

och(5.3.5.9)

\, 15000

-..J75.00

15000

EMAM Y " a0 ATS o WD

vkl

FELIANCE ENR [B500300] 76480, 83415, 77370, 62345, 2738970 560%
Price Awg3(5.8.5.21.5.55)

3l I
M l P.T‘ |1m||"1|15, |' "'”Fum

Low | RIS

Btach(5.15.3)
(Phevf-%

s 50.00

5000

200

ID04FA MJJ A‘:ON'EI D5 MA MU T A'S O WD 06 M A MY JAS OND 07.JMAM JA WS

Nifty: Neutral-Positive
Short Term: Neutral

Intermediiate Term: Positive

August finally saw a correction in markets, which was followed by a
sharp bounce-back in the last week of the month. Nifty made a bottom
near 4000 levels during the fall, but never closed below the 200 day
moving average. The indices have been on a prolonged run up after the
correction and should see correction in the short term. 4530 will now be
a critical level for Nifty, closing above which, the index can reach new
highs. The 200 DMA currently stands at near 4080 levels, which is at a

distance away from the month’s closing level of Nifty. The index should

take a breather from here on before starting a fresh upward move.

Reliance Energy

Short Term: Positive
Intermediiate Term: Positive

REL is currently trading above the INR 815 level, which it had previously
tested in early 2004 and latest in June 2007. The scrip had completed
the saucer pattern in June this year, but failed to break out of it. The
scrip managed to close above this crucial resistance in early September.
The oscillators are in comfortable territory (although a bit over-bought).
The scrip should continue with its momentum in the short term and
could test INR 900 levels in the current month. The medium-term trend
also looks good for REL and the scrip should test INR 1000 levels in the

medium term.




‘€Jobal context

Indian markets witness massive sell offs on back of turmoil on the global front;

The relentless bulls take a breather as however, recover sharply towards the end of the month

sub prime fears begin to lurk around

global markets. Sensex and Nifty post = In August 2007, fortunes of Indian markets fluctuated in tandem with their global
marginal gains of 2.72% and 2.56%, counterparts.

respectively, in August 2007
= The strong impetus seen across global markets in the past few months lost steam

at the start of the month. One of the critical factors dictating market movements
across the globe was the sub prime mortgage crash in the US. The slump in the
sub prime market certainly left its footprints all over the place as global indices fell
due to redemption pressure. The strengthening of the Yen against the green back
further added fuel to fire.

= The broader indices, however, ended the month in the green, with the Nifty gaining
2.72% (118 points) and Sensex registered gains of 2.56 % (383 points).

=  Global indices, at start of the month, were sluggish due to concerns pertaining to
sub prime lending in the US. August 2007 will also be remembered as the month in
which gigantic institutional investors succumbed to subprime fears. On the
domestic front too the picture was not different, as Indian markets drew strong
cues from their global counterparts. The political turmoil also added to prevailing
woes. However, the Fed’s punitive initiative of hiking discount rates for funds lent to
banks certainly proved to be a breather of sorts as it aided some recovery in global
markets. Indian indices also recovered sharply towards the end of the month due to
the gradual improvement on the political and global fronts.

= Most of the emerging markets registered marginal gains as they felt the heat of the
global downturn. Among the gainers, TAIEX was up 1%, and among the losers,
KLCI was battered by 5%.

= Developed markets were at the helm of the sub prime crisis. However, their
recovery was remarkable as most of them ended the month in green. Among major
gainers, both NASDAQ and S&P500 posted gains of 1.7% over the month.

Global equity indices - Aug'07
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“€lobal FII flows

Massive outflow of FIl money from
emerging markets due to concerns on
the global front

Flls turn net sellers in India in the cash segment; global issues influence Fll
disposition towards emerging markets

In August 2007, Flls donned the role of net sellers in the cash segment for the first
time in the past eight months.

Flls have been net sellers of USD 2,028 mn in the cash segment, followed by a net
purchase of USD 621 mn in the derivatives segment in Indian markets for August
2007.

Over the past three months, Flls have bought USD 1,285 mn (derivatives net seller
of USD 2975 mn + cash net buyer of USD 4,260 mn) in Indian markets.

The repercussion of the sub prime crisis was clearly visible as most of the emerging
markets witnessed massive outflow of Fll funds. Flls liquidated substantial positions
in emerging markets as a safeguard against the global crisis.

Among emerging markets, barring Indonesia, all other markets witnessed negative
FIl flows. The Indonesian markets, unlike other emerging markets, garnered Fll
inflows worth USD 547 mn. Taiwan, with funds of USD 5,709 mn, led the race in

terms of Fll outflows. India too witnessed Fll outflow of USD 1,407 mn.

Foreign Institutional Investor (FII) inflows - Aug ‘07
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(O]n the domestic front

IT stocks beaten down by good margins; consumer durables register

Consumer goods and oil & gas post good gains

good gains; CNX 500 dips by 1.9%
over the month

. IT stocks continued their slump on the back of an appreciating rupee. The sub
prime meltdown in the US raised further questions on the future of these
companies.

. In a month distinguished by selling spree across the board, out performers were
rarely seen.

. Few of the out performers include consumer goods and capital goods stocks, with

gains of 3.04% and 0.77%, respectively
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5.00% 1 Broder Indices Out-performing sectors Under-performing sectors 3,800
4008 . 3780 (@4)
3.00%

3,780 1
2.00%

(10)
0.04% 3,760 1 )

1.00%

0.00%

®)
3,740 - (5)

Returns

1.00% O o 19)
O e g
. 3,720 4 3,712
-4.00% s o
-5.00% 3,700 1

-4.82%

-6.00% -5.69%

-7.00%

3,680 4

PSU Index
IT Index

CNX 500 Index
FMCG Index
Metal Index

Auto Index
Bank Index
Teck Index

3,660
CNX500 [
(31-ul-07)

Telecom Oil & Gas  Pharma Indian Media Other CNX500

(31-Aug-07)

BSE Mid Cap Index
Consumer Dur Index
Capital Goods Index

0l & Gas Index
Healthcare Index

Source: Edelweiss Sector Returns Source: Edelweiss Research

Domestic funds on a buying spree
= Domestic funds turned net buyers; they bought USD 922.50 mn in August 2007.

=  The market crash has encouraged domestic funds to go for some value buying
considering the fundamental and growth prospects of stocks.

Domestic funds net buyers in August Cumulative Fll flows in the current year depict a net buyer position of USD 748 mn.
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‘\V]acro environment: India

Inflation dips down to 3.90% levels

Crude stays at USD 74.04 on back of supply concerns
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Steady accretion to reserves continues; currently at USD 228.85 bn  Rupee stays firm at 40.87 levels on August 31, 2007
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Fed rate unchanged at 5.25%

Indian short-term yields head back to normal levels of 7.10%
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