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STRATEGY NOTE 

Strategy 26 January 2011

India Strategy 

Tightening Concerns Overdone 

Key Takeaway 

As we begin our research efforts in Asia and India at Jefferies, we notice a 

market awash with worries on inflation and monetary tightening. While 

these concerns are quite valid to an extent, we argue that in a policy world 

where there is little appetite to sacrifice growth, market fundamentals 

should remain mostly positive in the foreseeable future. Risks are high and so 

would be volatility, but investors should look to add commodity companies, 

infrastructure majors and select banks whenever markets drop sharply. 

Jefferies Asia – here to make a difference: The fast-growing research team of 

Jefferies Asia is excited to introduce many new themes and ideas to investors in the year 

ahead. We also look forward to meeting investors in person and present our plans in 

detail in the coming months. This note focuses on views on Indian equities, post our visits 

to Mumbai, one of them with Jefferies’ senior management. 

Inflation is here to stay, absolutely: This analyst maintains that with widening 

demand-supply gap in India, amid simultaneously growing saving-investment and 

consumption-production disequilibria, fundamental imbalance in India’s current account 

deficit, inadequacy of domestic savings and pressure on real life goods’ prices are here to 

stay. Inflation is only a near-term manifestation of these, whose occasional cyclical spikes 

would have everyone unsettled, but are politicians or policymakers truly worried? 

Growth is the new political populism: Rising short-term rates by themselves do not 

cure inflation, if unaccompanied by a desire to see a rise in cost of capital and anticipation 

of slowing growth. While inflation should stay a political bugbear, at least in media 

headlines, the more relevant fact for investors is that policymakers and politicians are 

trying to address inflation without affecting growth. For the mandarins, maintaining a 

high level of growth and expectations are more crucial than tackling prices, although few 

are likely to admit this openly. 

High nominal growth and good pricing power: As long as growth prospects stay 

strong – unhampered by any obviously adversary policy or reversal in the much-needed 

capital flows – majority of corporate India should benefit from an accelerating nominal 

profit growth. We believe valuations will also get support from low and negative real 

interest rates. 

Yet, stock selection should factor in rising risks: We expect interest rates to rise 

gently and policy stance to stay somewhat hawkish for a few more months, but the real 

market and growth risks are if global commodity prices spike again. Until then, the largest 

investment risks may stem from sector-specific price controls, particularly in downstream 

commodities and property. We would recommend investors to add upstream 

commodities, infrastructure plays, high-end consumption product stocks – autos in 

particular – and select banks whenever market falls sharply. Overall, we expect Sensex to 

still break 2010 highs despite the risks of frequent downturns in 2011. 

The biggest risks to our scenario are: 1) a substantial change in global risk aversion, that 

could expose the fundamental capital flow related vulnerabilities of growth; 2) 20%+ 

spike in global commodity prices; and 3) once again in weather – the need for near-

perfect monsoons is rising all the time given the pace at which demand has risen.  
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The first note, and its style 
We are delighted to present Jefferies’ inaugural piece on the Indian market. To 

start on a lighter note, we discuss why the note is without charts and tables. 

Jefferies – not just another start-up 

Two types of chorus clang on our eardrums as we try to talk about market these days. The 

first variety is led by “not another house”, “overcrowded sell-side”, “no profits in broking” 

and the like. In the consensus filled with the tales of too-much research and ever lower 

single-transaction commission rates, we have a different opinion, based on: 1) Asia’s long-

term growth; 2) securities industry’s overall profitability and growth despite cyclical 

downturns; and 3) a somewhat tired, ‘me-too’ competitive environment.  

However, this is not the topic of this note. We look forward to getting in front of our 

investor-clients again and explaining our value and business propositions in person. The 

only point at the start of this first note we wish to make is our singular desire to present a 

unique offering. We welcome any and every suggestion you may have on how we can 

attain this goal. 

The main topic here, of course, is the second variety of shouts – the one on inflation and 

tightening policies. Before we address them head-on, a diversion on the verbose style of 

this note. 

Analyst dilemma – sorted by circumstances 

Most analysts – and not just electronic gadget makers in paxa Appleana – go through this 

when they embark on a new product: a raging internal debate on the style to be adopted 

that could help make their products stand out. The task is more difficult for those of us who 

carry the tag of strategists because of a wider range of options – from the common variety 

reports replete with charts and pictures borrowed from team members to easier routes of a 

chart book prepared by associates from well-used Excel models or compendiums compiled 

from all sorts of write-ups assembled by a bevy of team members. 

The most foolhardy and the bravest choose to march the path of words, writing long texts 

without support from pictures or numbers in the hope that the immensely weary readers 

of our age would still find the prose so powerful, words so bewitching, arguments so 

novel and the structure so suspenseful that they would wade through the myriad of text 

to reach investment ideas that the author chose not to put across through simple stock 

tickers and buy or sell words; actually, this is almost always the path adopted by most 

renowned gurus of the profession – so much so that one wonders why any upcoming, 

ambitious strategist should ever spend a minute of their time on working on a 

spreadsheet. 

This analyst has no illusions of grandeur in putting out a long note without putative tables 

and charts. Given the analyst’s past habits, the resultant note appears no prettier than a 

Bollywood artist without her makeup. Yet, the form of the product is simply the result of 

the fact that the author is still working without his makeup-men, without models, 

databases and most importantly, team members that make his product derive most its 

utility from. Yet, this is too interesting a time to pass up an opportunity to air some 

thoughts just because of the absence of these things. 

So, here we go with our views on the most important topic of the time – monetary 

tightening. The arguments are made for India, although quite a few are equally valid for 

many other places. The recommendations are somewhat thematic and hence indirect due 

to lack of comprehensive valuation data with the analyst at present. We also make certain 

assumptions on the knowledge of trends in economic parameters – rather than prove 

them with squiggly worms in well-calibrated graphs as is our wont.  

For those readers who find this approach too much to take, we promise that we will be 

back to our usual approach soon. For the rest who are prepared to carry on, we begin at 

the beginning!  

So where are charts and tables?

No illusions of grandeur...

... just driven by the resource 

availability

Many growth-inflation arguments of 

this note are valid for many other 

Asian markets
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Keep in mind the new populism-growth 
Inflation in India, in our thinking, is a result of demand that is rising faster 

than supply rather than due to a series of unfortunate supply shocks. The 

same consumption-driven growth-created imbalance is at the root of few 

more economic issues. Yet, it is important to note that growth now is too 

well-desired by general population to be affected in the current political 

environment. This is in stark contrast to what used to happen in the times 

past when policymakers were quick to overlook growth implications of 

tightening at the times of sharp price pressures while applying traditional 

monetary tools and solutions. Additionally, as a result of the need to stably 

fund the twin current account and fiscal deficits, we deem a market-hurting, 

truly hawkish monetary policy highly unlikely in 2011. 

The main problem is not inflation 
While one analyzes pressure on prices of normal day goods, it is important to keep 

reminding oneself that inflation – and for that matter deterioration in many economic 

parameters – is generally a manifestation of some sort of demand-supply gap opening 

somewhere in the wide economy. Many reasons have been cited in the last few years on 

why prices of certain goods like onions or cement or oil or pulses spiked at various times 

in India, but their continuous recurrence make us more strongly believe that inflation is a 

macro and not a micro issue in India. We believe it is a result of imbalanced overall growth 

and is perhaps here to stay for a while, even though which particular products contribute 

to the headline number jumps are difficult to forecast. 

Imbalanced growth 

In the most generalized terms, economic growth could be of two types: 

1. where system-wide demand growth is the primary driver of economic growth 

which subsequently pulls supply up. So conventional is this growth that no 

Jean-Baptiste Say calibre of economist has ever been needed to formulate axioms 

like demand creates its own supply. This type of growth is in contrast versus 

2. where supply growth is the main driver that subsequently pulls demand up. This 

is where, of course, we need to say what is due to Say – “Supply creates its own 

demand”. 

Few would argue the assertion that India’s growth is of the spontaneous, former kind, 

different from what many East Asian economies engineered through deliberate external 

sector driven growth, the type 2 variety, in the last few decades. Both these types create 

their own imbalances and have their own positives and negatives. In their modest as well 

as extreme versions, none is superior or inferior than the other. Our task here is not to 

compare and contrast though – we will focus simply on the imbalances of the demand-

driven growth that matter to us. 

In an economy with extremely rapidly rising demand, the following tends to happen 

when demand-supply gap widens: 

� Even while overall supply is rising, faster demand growth tends to create 

repeated price pressures. Compare this with deflationary tendencies in supply-

driven, external sector growth-led economies. 

� Demand or consumption rise means downward pressure on savings, particularly 

when demand-supportive low real interest rate policies are favoured to maintain 

growth.  

� The need for higher supply requires investments to rise, which, in turn, must rely 

on support from non-domestic savings because of the inadequacy of local 

savings. 

Inflation in India is a macro and not a 

micro issue, in our eyes

Two types of growth: demand-led 

and supply-led

None superior, but both come with 

own set of long-term sustainability 

issues when over-used

Inflation always a threat where 

demand leads supply

The other issues are in the form of 

pressure on savings...

.... resulting in non–mean-reverting 

current account deficit and rising 

reliance on capital flows

Yes, inflation needs to be tackled, but 

policymakers are likely to address 

this without affecting growth given 

the new political needs
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� Saving-investment gap is reflected in high and non-mean reverting current 

account deficit as long as growth stays high. The gap also creates growth-

threatening pressure on liquidity balances that need to be solved somehow. 

� This is generally solved in any short-term by: a) creating/infusing liquidity 

through monetization and b) ensuring adequate external capital.  

� The above solutions can keep growth intact but inflation and current-account 

deficits remain structural problems. 

� High levels of fiscal deficits are also generally involved due to the use of non-

monetary tools to contain prices as well as supportive policies to encourage 

demand. 

Simply put, unless aided by some lucky external factors (like a substantial drop in global 

commodity prices in India’s case with all else staying identical), aggressive demand-led 

growth not only almost invariably leads to certain economic problems, but the same 

problems worsen rather than ameliorate with more rapid or longer-lasting growth. 

Inflation can’t be slayed by short-term rates alone 
It has been forty years since the publication of Quantity Theory of Money and the birth of 

“inflation is always and everywhere a monetary phenomenon”. In the new world, 

however, monetary threat is often perceived only in the form of ability to spark deflation. 

In a way, the flattening of Indian yield curve is an offshoot of the dominant global belief 

that liquidity creation is needed to ward off any lurking deflationary fears but any 

inflationary pressures anywhere are more likely a result of forces other than excess 

demand or liquidity. 

The Reserve Bank of India has raised policy rates more rapidly than almost any other 

central bank globally in the last one year. Despite the bank’s best intentions and 

aggressive rate hikes, we maintain that inflation in India could remain an issue unless 

policymakers decide to sacrifice growth.  

In our eyes, a growth that comes with lower inflationary pressures and lower twin deficits 

in India would need a lower consumption rate and higher domestic savings rate. Such a 

growth may not be any slower than the one being experienced currently, but it would 

require a fundamental re-orientation of the economy through higher real interest rates 

and more demand-curbing as well as supply-focussed policies for a while. Even in the best 

case, a transitioning to such type of growth would require a phase of much slower GDP 

growth in the interim.  

Short-term rate to inflation theoretical chain 

Regardless of whether the above beliefs are valid or needed or not, increase in short-term 

rates does not automatically kill inflation. Rates are supposed to spark a chain reaction, 

theoretically following the path below to reduce the real life price pressures: 

� Higher short-term rates, affected by controlling the liquidity supply in such a 

way as to cause the policy rates to climb, should ideally mean less available 

monetary liquidity in the system. 

� Less available liquidity should subsequently cause more scramble for savings 

while simultaneously exerting upward pressure on long-term interest rates and 

cost of capital. 

� Rate pressures should lead to a reduction in demand over time, affecting 

growth. 

� Higher interest rates are often meant to also cool down asset markets, external 

funds – again raising cost of funds and lowering level of economic activities 

� Facing as well as fearing lower demand, an increasing number of economic 

agents would reduce prices and accept lower margins. 

Sustenance of growth means 

learning to live with inflationary 

pressures, current account deficit 

and generally also fiscal deficit

The issues do not get solved 

automatically – they tend to worsen 

over time with faster or as rapid 

growth

 Structural inflation control needs 

better demand-supply balance that 

may be possible only after a 

slowdown

Through less available liquidity, 

policy rates could lower inflation 

only if cost of capital goes up and 

demand comes down

A world where monetary policy 

could act as a threat that can cause 

deflation but never a cause for 

inflation
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What’s left merely said, or unsaid, may matter more than actions 

Most importantly, a truly hawkish policymaking is more implicit than explicit. In such 

cases, sabre-rattling that can impact demand often takes the form of: 

� Lowering of growth forecasts accompanied by explanations of the desire for the 

same through words like over-heating, “irrational exuberance”, etc. 

� Monitoring of expectations and going out of way to surprise economic agents 

negatively.  

� Actions or threats against capital inflows in asset and financial markets. 

� Talking up of deposit and lending rates and also “overtly covert” nudging in the 

intended direction of regulated/controlled banks. 

� Disregard for the nervousness in equity and other financial/asset markets. 

� Sector-specific funding, collateral or provision related restrictions.  

� Aggressive inflation goals and threats of more policy actions if they are not met. 

Indian tightening has almost the diametrically opposite hue 

Compare the above kind of monetary tightening measures with what has transpired in 

India as policy rates are raised in last one year: 

� A continuous forecast of not only 8-9% near-term growth but promises of 

acceleration in the same by politicians. 

� Reiteration of the belief that growth has almost nothing to do with inflation (the 

other imbalances, twin deficits, are rarely mentioned with any urgency) and 

hence is to be maintained at current level through any required policy means. 

� Infusion of almost whatever liquidity demanded by the financial system through 

operations in overnight market. An implicit promise of availability of funds even 

amid falling savings. 

� Occasional supportive actions in bond markets to ensure that long bond yields 

stay within a narrow range. 

� Supportive policies for capital inflows, including in bond markets. 

In other words, if one decides whether monetary policy is tightening or easing on the 

basis of only whether short-term interest rates are going up or down, then yes, India’s 

monetary policy is tightening. However, given the funding made available to 

corporate/borrowers in 2010 (including external and equity capital supported), the extent 

of negative real interest rates, relatively small changes in long-term interest rates, it does 

not appear like a worryingly constrictive monetary policy. 

Misunderstanding or quiet changing of political/policy priorities? 

But for the policy rate rise, most other monetary steps indicate that inflation must be 

being seen as a completely non-monetary, supply-shock driven issue. While some have 

openly talked in favour of this, we do not think a majority policymakers would actually 

hold this view. 

In our eyes, quietly but surely, political populism has changed. In the current era, any 

Indian political class is as or more likely to lose an election by not delivering on growth, 

that may cause land prices to fall or even temporarily shatter the bright outlook that many 

even the poorest of poor hold dear, as by not working sufficiently on headline inflation.  

To avoid a misunderstanding, we must mention that inflation is politically important but 

not the most and certainly not solely important. This is our belief and not any politicians’ 

stated views. Everyone wants high growth with low inflation, but if inflation continues to 

misbehave, we believe it will be a long, long while before growth is categorically blamed 

and targeted for it.  

More often than not, higher cost of 

capital environment is created by 

defying the consensus and through 

other policy/non-policy means

Short-term rates have risen but most 

other indicators show a significantly 

relaxed monetary policy in the last 

year 

Is it tightening when all who need 

funds generally get them at a 

reasonable cost?

High inflation may not come with as 

much political cost as before. It is 

opposite for growth. Slow growth is 

unlikely to be tolerated with 

historical indifference
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New populism: It’s all about maximum and not 
optimum growth  
Prevalent economic ideologies undergo constant changes. Some of the changes are 

accompanied with vivid images like the fall of the Wall and a few others are represented 

by towering personalities – at times by theoreticians like Marx, Keynes and Friedman and 

at others with politicians/bureaucrats like Lee Kuan Yew, Mao Zedong, Manmohan Singh 

(as Finance Minister) or Alan Greenspan. But there are also many radical shifts that happen 

quietly. One such change has happened in India in the last three years. 

The unheard mantra in the bureaucratic and policymaking circles in India had become 

“growth is good” since mid-Nineties although it still had many qualifiers attached. This 

seems to have morphed into an unabashed “the faster the growth, the better” in recent 

times. This is not just about the economy transitioning and politicians hailing a more 

accelerated 8-9% growth path compared to around 6% before, but something more 

fundamental. 

More tolerance for imbalances compared to before 

In the past, Indian politicians were often accused for being too anti-growth populist and 

policymakers for being overly conservative in their quest for varying kinds of stabilities. 

Not too many politicians or policymakers are likely to agree to this verbally, but the 

tolerance for various imbalances or malfeasance – fiscal deficit, current account deficit, 

inflation, level of interest rates necessary to incentivise savings, excessive consumption, 

the rising proportion of non-direct investment capital inflows, risks of various kinds in 

banks’ balance sheets, asset price rises, corruption etc. – have risen materially of late. 

While almost everyone is concerned about some of these issues, the pervasive assumption 

is that a high level of growth or the striving for a higher level of growth is not a 

contributory factor. If at all, many seem to believe that a faster growth will help cure some 

of these ills over time. 

The quickest way for any vehicle towards a destination is the highest possible speed if 

there are no rules against that. Yet, just as driving at the peak speed is not desirable for the 

longer-term health of any vehicle, economists have waxed eloquent about similar limits 

for economies. Overheating, however, is not a phrase too many believe in economic 

management in India. Such is the growth affinity that even a minor drop in growth rate 

compared to the previous year or quarter is brandished as a slowdown and the goals are 

often for further acceleration regardless of any long-term cost. 

Two more reasons why market-hurting tightening 
is unlikely 
Funding of twin deficits need easy monetary policy 

If fiscal deficit was accounted the way corporate profits do – i.e., as a balance of recurring 

income and expenses – even the current fiscal year would not have seen too much 

improvement. The reality is that the gap is being funded by: 

- The traditional issuance of bonds, which always benefits if rates are low. This 

part of revenue-expenditure gap is the one counted as fiscal deficit; 

- And from the revenues from all types of asset sales, viz disinvestment in equity 

markets, auctioning of licenses etc. In accounting terms, as fiscal deficit is 

defined in textbooks, this is not deficit, but it is still a funding gap that requires 

supportive asset markets and optimistic corporate/investor mood. 

Together, the above two account for a near constant 10%+ of GDP when state finances 

are included. Any excessively tight monetary policy could highly complicate fiscal 

balancing.  

And then there is a bigger issue of the funding of saving-investment gap or current 

account deficit. 

From “growth is good” to “the 

faster, the better”

A growing belief that growth almost 

never creates problems, but only

solves them

Fiscal deficit is not falling in the 

classical sense



 

 

26 January 2011 

 

India 

India Strategy 

 page 7 of 13 Nilesh Jasani, Equity Analyst, +65 6551 3962, njasani@jefferies.com

Please see important disclosure information on pages 10–13 of this report. 

 

Serially rising dependence on external flows 

India’s current account deficit as a percentage of GDP could climb to the highest level in 

FY11. The dependence is higher if one assumes that some part of remittances are not 

regular current account items but capital investments. At likely the second highest deficit 

in the world in absolute terms by FY12, even the growth in absolute amount matters even 

if one somehow proves that deficit is not meaningful in percentage of GDP terms. 

If India needed debt and capital market inflows in excess of US$50bn in 2010, the amount 

is likely to be at least 15-20% higher, in line with nominal economic growth in the current 

year. We expect policies to remain market-friendly in light of the needs. 

Inflation control through non-monetary means 
To conclude, India's growth is of a kind where cyclical swings are inevitable. A purist may 

desire the imbalances that are developing currently to be addressed in a gentle way even 

at the cost of some near-term growth but political as well as policymaking class – even if it 

has equal conviction about the long-term threatening nature of imbalances and  

patience – is unlikely to take short-term risks. Hard decisions that sacrifice growth to solve 

issues like inflation and deficit are unlikely given the economy-wide desire for growth. 

Policymakers may also be wary of hard-landing risks and complications in funding the 

deficits with any overly-hawkish policies. 

Eventually at some point, the same imbalances are likely to cause the expansionary phase 

to end at least for a while, like in 2008. But, we do not think the factors will be domestic-

policy inflicted, nor do we think the downturns – as long as well-managed – would derail 

the structural growth story. None of the imbalances have reached completely 

unsustainable levels, economically or politically. At the inflexion point too, we think their 

untenability will be a result of either a halt in capital flows due to any sudden rise in global 

risk aversion, weather-related factors or far sharper spike in global commodity prices – 

none of these we see as risks as of now. 

To come, direct inflation control that does not hurt growth 

Once again, inflation control is critical for policymakers. We expect the topic to not only 

stay in the headlines but cause an increasing angst in all social and political circles, thus 

increasing pressure on policy. As a result, the government will look to find ways that 

neither hurt growth prospects nor cause material falls in land as well as financial asset 

prices. Anti-inflation measures could include: 

� Introduction of new subsidies for the underprivileged.  

� Availability of more food through administered schemes that could be funded by 

higher food subsidy. 

� Cap on prices of certain fuel items, including petrol beyond a point. 

� Direct price control measures on goods that are a significant part of the inflation 

basket. 

� Indirect downward pricing bias in industries like steel that have large 

government-owned companies. 

� Reduction in import/excise duties and occasional export restrictions in certain 

agri-product categories. 

� Increase in wages controlled by the government through increase in dearness 

allowances. 

Effectively, the upcoming budget could see the government bearing more burden of 

inflation through a combination of some of the above steps despite the pressure on 

deficits. To some degree, a part of the burden may also be passed on to corporates. 

Current account deficit has reached a 

level where growth in the absolute 

number could begin to matter in a 

few years given the global current 

account surplus pool

Cycles are an inevitable part of 

Indian economy given the 

imbalances...

... and we are neither at the 

untenable inflexion point nor with a 

policy that would force one
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Markets – nominally protected 
Inflation is not necessarily a negative for corporate profitability when it is 

demand-led. If volume growth prospects are unaltered due to good income 

and/or wealth growth and policy-supported, inflation can provide good 

nominal illusion to the bottom line. Valuations face little risk when 

policymakers try hard not to induce any significant rise in cost of capital or 

not to leave any part of the economy liquidity-starved. 

As of now, all the above factors are present in India. They are surely not 

without risks, but there is little reason not to use occasional market dips to 

add risk in the portfolio in an environment where high level of growth stays a 

higher priority than the containment of high level of inflation. 

Listing the market negatives 
With near double-digit market decline out of the gate in 2011, the focus is all on host of 

negatives. The long list below, even when mostly known, does not make a cheerful 

reading: 

� Valuations, in the form of high-teens forward PE multiple, means lack of absolute 

value top-down. 

� Earnings growth is good but positive surprises in analyst forecasts remain absent 

on average. 

� It took nearly US$29bn in foreign investor flows last year – including over 

US$20bn in primary issuances – to cause the market to rise steadily until Nov-

2010 but relatively tiny outflows have caused sharp reversals. 

� Market correction is far more when one simply looks at high beta growth stocks 

that most prefer in growth markets like India. The list of institutionally 

well-owned stocks that have fallen by as high as 25% or more is large and 

responsible for many funds’ significant underperformance of late. This raises the 

fears of more investor disinterest if not further outflows. 

� Flows in domestic funds and equity-linked insurance products remain worrisome 

even after a year of lacklustre domestic investor interest. 

� Primary market equity issuance demand – stemming from high disinvestment 

programs as well as due to the needs of many negative cash-flow growth 

companies – is to stay high throughout 2011. 

� Risks for many large Indian businesses’ expansion plans stay high after the 

exposition of many corruption scandals in recent months. Investor interest has 

supposedly taken a beating as a result. 

� 2011 has also started with a materially more positive view towards and 

outperformance of developed markets, particularly the US, likely increasing 

portfolio allocation risks for inflation-affected markets like India. 

� With prices of many basic commodities, and particularly agricultural products, 

flirting with new cyclical highs, resource-deficit systems like India appear riskier 

compared to a few other resource-rich emerging markets. 

� Investors have reasons to stay disappointed on progress on various reforms. It is 

quite likely that the Union Budget in 2011 may not break any major new 

grounds and may include selective tax increases.  

� And of course the sudden, unanticipated increase in inflation followed by the 

risks of more hawkish monetary policy that is the subject of this note. 

Demand-led inflation, where 

demand is not under pressure, is 

positive for corporate profits. 

Valuations too find support in low 

real rates when only short-term rates 

rise

Add beta as markets fall, as a reversal 

to 2010 highs will stay likely as long 

as growth is not targeted by 

policymakers

Valuations are not cheap

Forecast momentum is stagnant at 

best

Market not as liquid under pressure

Corrections generally more in 

institutionally well-owned stocks

Weak domestic investor flows

Continually high primary market 

pipeline

News flow from corruption scandals

Risks of reallocation away from 

emerging markets

Commodity price risks

Low expectations on reforms and 

2011 budget
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All the above risks are real. Adverse investor sentiment is causing higher than earlier 

attention on India’s other economic issues like non-stabilizing deficits. The biggest risk, in 

our eyes, is “negative circularity” that can start from sharp market falls to negatively affect 

growth that needs financial market funding and from there to corporate performance.  

As a result of these risks – and many of them are here to stay – we expect the market to 

remain much more volatile in 2011 than in 2010. The lowest to the highest range in 

Indian stock indices should be expected to return to the usual 40%+ range in 2011.  

But for a change, positives are under-appreciated 

The key question, however, is if there is going to be a reversal in the overall uptrend amid 

this volatility. With a lesser room for valuation re-rating, we expect the returns to 

moderate peak-to-peak in 2011 over 2010 but we do not expect a fall due to likely high 

double-digit earnings growth. 

After all, we live in a growth-starved world awash with easy liquidity. Low and still falling 

negative real interest rates should remain the most supportive valuation driver unless 

there is a spike in global risk aversion. We must re-emphasise that inflation is only going to 

cause further growth in nominal profits for Indian corporate if our and policymakers’ 

assumptions on volume growth are proven right. 

Of course, there are risks as discussed above in weather, global commodity prices and 

global risk aversion. There are also risks in inflation-tightening policies reading market 

sentiments wrong or of severe profit-sapping, price-control measures in select sectors. But 

none of these risks are market-breaking as of now, in our view. 

Add growth, beta if markets fall more 
As long as growth expectations are intact, we think markets will find reasons to reverse 

losses and gain further in the periods of falling inflation (there will invariably be quite a 

few) and quieter policy periods every now and then. We recommend implementing the 

following themes in stock portfolio using opportunities provided by a volatile market: 

� Overweight growth sectors like autos and other high-end, fast-growing 

consumption items that have significant pricing power and little price control 

risks. 

� Overweight infrastructure-providing engineering companies as valuations 

correct. 

� Add banks as they correct to benefit from their rapidly rising activity growth.  

� Stay overweight on upstream commodity linked names like aluminium, ores, 

private sector crude oil explorers where risks of price controls are low. We stay 

extremely positive on upstream food sectors too but realize that there are not 

too many listed company beneficiaries. 

� Add mid-cap infrastructure companies with clean corporate governance record 

on valuation correction. 

� Stay cautious on cement, steel, petroleum where companies may not be 

allowed to make much more profits through price rises 

� Underweight state-owned companies that can be asked to help on inflation 

fights. 

� Underweight any weak governance companies from real-estate, construction 

and mid-cap segments. 

� Underweight low-growth, steady income companies from utilities and staples. 

The biggest risks are in negative 

circularity that can start from sharp 

market falls

Yet, it is the positives of still market-

and growth-friendly policies are 

underappreciated

We expect a return to 40%+ annual 

range usually spanned by Indian 

indices

But the market should remain on 

uptrend still, even though with more 

moderate peak-to-peak returns

With growth intact, market will 

recover in quieter policy periods
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