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 Time to Lighten Up on Mid- 

and Small-caps 

Conclusion: In mid-November, the market as 
measured by the leading indices appeared euphoric, but 
a deeper analysis revealed a lack of breadth, which was 
a good reason to believe that the broader market could 
outperform the narrow indices.  As has been the case 
with several market variables in recent months, the pace 
of change has been swift.  The market’s breath has 
climbed to an all-time high, valuation dispersion has 
come off highs, mid- and small-cap valuation has gone 
to new levels, and broad market returns have 
comfortably beaten the BSE Sensex over the past six 
weeks.  We think all this suggests that investors should 
now get selective about mid-caps, be ready for greater 
volatility in the broader market, and prepare for a shift of 
performance back into the large-caps.  Our favorite 
large-cap stocks with a 12-month view are Sun Pharma, 
Jaiprakash, Sobha, and Infosys.   

What's New: In November, the broad market had risen 
only 20% year-on-year, whereas the BSE Sensex was 
up 47% (please see our note entitled “Recipe for 
Volatility,” November 21, 2007).  This disconnect 
between the narrow and broad markets seemed to 
suggest a sharp rally in the broader market.  In the 
month of December alone, the BSE Mid-cap and 
small-cap indices rose 14% and 27%, respectively, 
versus 5% for the BSE Sensex, taking the market’s 
breadth to a new high.  The trailing 30-day moving 
average of the advance/decline ratio exceeds 2 – a level 
not seen since 1991.  The broad market is now up 71% 
yoy, whereas the Sensex is up 47%.  Valuation 
dispersion has receded from its all-time high 
underpinning the broad market rally – the valuation level 
is more broad-based than it was a couple of months ago.  
The absolute valuation indicates the same.  The P/B for 
the BSE Mid-cap index is now at a premium to the BSE 
Sensex, whereas the multiple of the BSE Small-cap 
index is at its smallest discount ever. 

Morgan Stanley does and seeks to do business with 
companies covered in Morgan Stanley Research. As 
a result, investors should be aware that the firm may 
have a conflict of interest that could affect the 
objectivity of Morgan Stanley Research. Investors 
should consider Morgan Stanley Research as only a 
single factor in making their investment decision. 
For analyst certification and other important 
disclosures, refer to the Disclosure Section. 
+= Analysts employed by non-U.S. affiliates are not registered pursuant to NASD/NYSE rules. 
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Exhibit 1 
Broad Market Returns Surge to Dangerous Level 
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Source: Capitaline, Morgan Stanley Research 
 
Exhibit 2 
Market Breadth Zooms 

0.8

1

1.2

1.4

1.6

1.8

2

2.2

Ja
n-

07

Ja
n-

07

Fe
b-

07

M
ar

-0
7

M
ar

-0
7

A
pr

-0
7

M
ay

-0
7

M
ay

-0
7

Ju
n-

07

Ju
l-0

7

Ju
l-0

7

A
ug

-0
7

S
ep

-0
7

S
ep

-0
7

O
ct

-0
7

N
ov

-0
7

N
ov

-0
7

D
ec

-0
7

Ja
n-

08

30 Day Moving Avg of Adv Decline Ratio

 
Source: ASA, Morgan Stanley Research 

 

 

 

 

 

 

 

 

Exhibit 3 
Valuation Story Becomes More Broad-based 
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Exhibit 4 
Broader Market Trading at Almost Same Multiple as 
Mega-caps 
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The information and opinions in Morgan Stanley Research were prepared or are disseminated by Morgan Stanley Asia Limited (which accepts the 
responsibility for its contents) and/or Morgan Stanley Asia (Singapore) Pte. (Registration number 199206298Z, regulated by the Monetary Authority of 
Singapore, which accepts the responsibility for its contents), and/or Morgan Stanley Asia (Singapore) Securities Pte Ltd (Registration number 
200008434H, regulated by the Monetary Authority of Singapore, which accepts the responsibility for its contents), and/or Morgan Stanley Taiwan 
Limited and/or Morgan Stanley & Co International plc, Seoul Branch, and/or Morgan Stanley Australia Limited (A.B.N. 67 003 734 576, holder of 
Australian financial services license No. 233742, which accepts responsibility for its contents), and/or Morgan Stanley India Company Private Limited 
and their affiliates (collectively, "Morgan Stanley"). 
Analyst Certification 
The following analysts hereby certify that their views about the companies and their securities discussed in this report are accurately expressed and 
that they have not received and will not receive direct or indirect compensation in exchange for expressing specific recommendations or views in this 
report: Ridham Desai. 
Unless otherwise stated, the individuals listed on the cover page of this report are research analysts. 
Global Research Conflict Management Policy 
Morgan Stanley Research has been published in accordance with our conflict management policy, which is available at 
www.morganstanley.com/institutional/research/conflictpolicies. 
Important US Regulatory Disclosures on Subject Companies 
The research analysts, strategists, or research associates principally responsible for the preparation of  Morgan Stanley Research have received 
compensation based upon various factors, including quality of research, investor client feedback, stock picking, competitive factors, firm revenues and 
overall investment banking revenues. 
Certain disclosures listed above are also for compliance with applicable regulations in non-US jurisdictions. 
STOCK RATINGS 
Different securities firms use a variety of rating terms as well as different rating systems to describe their recommendations. For example, Morgan 
Stanley uses a relative rating system including terms such as Overweight, Equal-weight or Underweight (see definitions below). A rating system using 
terms such as buy, hold and sell is not equivalent to our rating system. Investors should carefully read the definitions of all ratings used in Morgan 
Stanley Research. In addition, since Morgan Stanley Research contains more complete information concerning the analyst's views, investors should 
carefully read Morgan Stanley Research, in its entirety, and not infer the contents from the rating alone.  In any case, ratings (or research) should not 
be used or relied upon as investment advice. An investor's decision to buy or sell a stock should depend on individual circumstances (such as the 
investor's existing holdings) and other considerations. 
Global Stock Ratings Distribution 
(as of December 31, 2007) 
For disclosure purposes only (in accordance with NASD and NYSE requirements), we include the category headings of Buy, Hold, and Sell alongside 
our ratings of Overweight, Equal-weight and Underweight. Morgan Stanley does not assign ratings of Buy, Hold or Sell to the stocks we cover. 
Overweight, Equal-weight, and Underweight are not the equivalent of buy, hold, and sell but represent recommended relative weightings (see 
definitions below). To satisfy regulatory requirements, we correspond Overweight, our most positive stock rating, with a buy recommendation; we 
correspond Equal-weight and Underweight to hold and sell recommendations, respectively. 
 
  Coverage Universe Investment Banking Clients (IBC)

Stock Rating Category Count % of     Total Count
% of     Total 

IBC
% of Rating 

Category

Overweight/Buy 997 43% 324 44% 32%
Equal-weight/Hold 996 42% 309 42% 31%
Underweight/Sell 352 15% 96 13% 27%
Total 2,345  729   
 
Data include common stock and ADRs currently assigned ratings. An investor's decision to buy or sell a stock should depend on individual 
circumstances (such as the investor's existing holdings) and other considerations. Investment Banking Clients are companies from whom Morgan 
Stanley or an affiliate received investment banking compensation in the last 12 months. 
Analyst Stock Ratings 
Overweight (O or Over) - The stock's total return is expected to exceed the total return of the relevant country MSCI Index, on a risk-adjusted basis 
over the next 12-18 months. 
Equal-weight (E or Equal) - The stock's total return is expected to be in line with the total return of the relevant country MSCI Index, on a risk-adjusted 
basis over the next 12-18 months. 
Underweight (U or Under) - The stock's total return is expected to be below the total return of the relevant country MSCI Index, on a risk-adjusted basis, 
over the next 12-18 months. 
More volatile (V) - We estimate that this stock has more than a 25% chance of a price move (up or down) of more than 25% in a month, based on a 
quantitative assessment of historical data, or in the analyst's view, it is likely to become materially more volatile over the next 1-12 months compared 
with the past three years.  Stocks with less than one year of trading history are automatically rated as more volatile (unless otherwise noted). We note 
that securities that we do not currently consider "more volatile" can still perform in that manner. 
Unless otherwise specified, the time frame for price targets included in Morgan Stanley Research is 12 to 18 months. 
Analyst Industry Views 
Attractive (A): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be attractive vs. the 
relevant broad market benchmark, as indicated below. 
In-Line (I): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be in line with the relevant 
broad market benchmark, as indicated below. 
Cautious (C): The analyst views the performance of his or her industry coverage universe over the next 12-18 months with caution vs. the relevant 
broad market benchmark, as indicated below. 
Benchmarks for each region are as follows: North America - S&P 500; Latin America - relevant MSCI country index or MSCI Latin America Index; 
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Stock price charts and rating histories for companies discussed in Morgan Stanley Research are available at 
www.morganstanley.com/companycharts or from your local investment representative.  You may also request this information by writing to Morgan 
Stanley at 1585 Broadway, (Attention: Equity Research Management), New York, NY, 10036 USA. 
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