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We believe that inflation in India is near peak and would start heading down as we go forward. The increase in inflation has broadly been a function prices and large base effect on global commodity prices and food prices. To a large extent, both these phenomena are global in nature. 

CY2006 saw large increases in both global commodity prices and food prices. Food inflation was on account of poor crops across the globe, especially in categories such as wheat. The crop prospects are better globally and the food grain prices are already off their highs. The local food prices such as vegetables and fruits have also started to react down as well. We believe that the inflation contribution of primary articles would reduce by 0.8-1.0%.

Increase in manufacturing inflation has had a significant impact on the headline inflation. Here, the inflation has largely been driven by global commodities and in some part by food as well. Base effect of metals and some other categories would reduce the inflation from manufacturing by 0.7%-1.2%.

On an overall basis, se expect headline inflation to drop by 1.5%-2.2% over the next 3-4 months. We believe that this drop would prove rather sticky as the current inflation numbers build in the impact of high commodity and food prices which are both in the process of correcting. 

We believe that this would come as a relief for the market as the drop would also ease concern on the interest rates. We believe that the sectors which would react most positively to the inflation drops would be banking and automobiles, in that order.

We also believe that falling inflation would provide support to the market as market valuations are inextricably linked to interest view. Any positive change in interest rate expectations would be positive for the markets.

Finally, we do not believe that Indian economy is running a huge slowdown risk on account of interest rate increases that have already taken place. The economic momentum at this point is underpinned by the investments which continue to remain robust and are, indeed, accelerating in some areas.

We believe that the markets would trend higher in coming months. We maintain our year end target for BSE Sensex between 14,500 to 15,000. Do note that a 0.5% change in interest rates leads to 700-800 points in our sensex target.

A background on inflation

We believe that the expectations of interest rates increases in the market are likely to subside in another 3 months as inflation comes down sharply. The data on inflation shows that the components of inflation that have resulted in higher overall headline figure are all likely to see significant base effect related drop by May 2007. 

Key constituents of WPI

The figure below gives the breakdown of WPI weightings for inflation purposes. 

Chart 1: WPI Breakdown
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Headline inflation has been revving up

India’s headline inflation numbers have seen significant increase over the past few months as can be seen in the chart below. This has disconcerted the markets significantly as interest rates have risen in the economy along with the inflation numbers.

Chart 2: WPI headline inflation
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Source: Brics Research, CMIE

Interest rates vs. inflation

The chart below shows that 10 year government bonds have moved little in relation to the inflation. However, they do not give a true picture of real interest rates in the system as short supply of government bonds has kept a lid on the yields. A comparison with ICICI Bank’s floating home loan rate shows (note that almost all consumer loans have risen in similar proportion) that the interest rates in the economy have been moving in line with the inflation. While not all the increases in economy wide interest rates can be blamed on inflation, we believe that there is some part which would surely be attributable to inflationary pressures in the economy. We believe that a significant decline in inflation would reduce concern of further hikes in interest rates.

Chart 3: WPI Inflation, 10 yr yield and floating home loan rate
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Individual components of WPI – primary article inflation has been the highest

Disaggregated inflation data shows that the inflation in the recent past has essentially been on account of primary articles and manufactured products. This has given rise to concerns that strong demand and concurrent supply side constraints are exerting significant pressure on prices. The interesting thing, though, is that most of the inflationary pressures in the economy are being caused by – 1) primary products (most of which are linked to global prices) and 2) global commodities (with the exception of cement).

Chart 3: WPI Inflation by category
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Primary articles – led largely by food

The table below shows inflation in primary segment as a whole, both in terms of absolute category level inflation and the contribution to overall headline inflation number. As can be seen, in the past few months, primary articles have added significantly to headline inflation number. There are 3 categories within primary articles – 1) food (weight of 15.4), 2) non food articles (weight of 6.14), 3) minerals (weight of 0.48). 

The increase in inflation of non food articles has also been on account of oil seeds (weight of 2.67) which have seen increased inflation – again an agri commodity.

Table1: Inflation breakdown for primary articles

	Inflation
	Mar-06
	May-06
	Jul-06
	Sep-06
	Nov-06
	Dec-06
	Jan-07

	Food
	5.3
	6.5
	4.4
	9.0
	7.4
	8.5
	9.3

	Non food articles
	(2.2)
	0.3
	1.4
	3.4
	3.8
	8.4
	9.8

	minerals
	39.9
	52.8
	50.3
	20.0
	20.2
	15.1
	16.8

	
	
	
	
	
	
	
	

	Contribution to inflation
	Mar-06
	May-06
	Jul-06
	Sep-06
	Nov-06
	Dec-06
	Jan-07

	Food
	0.8
	1.0
	0.7
	1.4
	1.1
	1.3
	1.4

	Non food articles
	-0.1
	0.0
	0.1
	0.2
	0.2
	0.5
	0.6

	minerals
	0.2
	0.3
	0.2
	0.1
	0.1
	0.1
	0.1

	Total
	0.9
	1.3
	1.0
	1.7
	1.5
	1.9
	2.1


Source: Brics Researc, CMIE

Within foods, pulses, cereals (within cereals, wheat has been the main culprit) and vegetables have been primary driver of inflation.

Chart4: WPI of various subcategories within food subcategory
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Even though food has only a 15% weight in overall WPI, the effect of the food on the headline inflation has been significant. This rise in food prices is not entirely a local supply demand phenomena. World over wheat and pulses have seen significant acceleration in prices, which in turn has shown up in local prices as imports have also turned expensive. 

Table 2:  Contribution to headline inflation from various food articles

	
	Mar-06
	May-06
	Jul-06
	Aug-06
	Oct-06
	Dec-06
	Jan-07

	WPI of Cereals
	0.3%
	0.3%
	0.2%
	0.2%
	0.4%
	0.5%
	0.4%

	WPI of Pulses 
	0.2%
	0.2%
	0.2%
	0.2%
	0.3%
	0.2%
	0.1%

	WPI of Vegetables
	0.1%
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%
	0.1%

	WPI of Fruits 
	-0.1%
	0.0%
	-0.1%
	0.0%
	0.1%
	0.2%
	0.2%

	WPI of Milk 
	0.1%
	0.2%
	0.2%
	0.2%
	0.4%
	0.3%
	0.3%

	WPI of Eggs, meat & fish
	0.3%
	0.2%
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%

	WPI of Condiments & spices 
	0.0%
	0.1%
	0.2%
	0.2%
	0.2%
	0.2%
	0.2%

	WPI of Other food articles 
	0.0%
	0.1%
	0.1%
	0.1%
	0.1%
	0.0%
	0.0%

	Total Food
	0.9%
	1.1%
	0.8%
	0.9%
	1.4%
	1.3%
	1.5%


Source: Brics Research, CMIE

Manufactured products – food and global commodities 

In manufactured products, the inflation has increased from about 2% an year back to over 6% in the recent past. In terms of contribution to overall headline inflation, this has caused an extra inflation of almost 3%. The interesting point to note here is that the inflation is increase is centered around a few categories.

Table 3: Manufactured products - key category contribution to overall headline inflation

	
	March 06
	Feb 07
	change in overall headline inflation

	WPI of Grain mill products 
	0.1%
	0.2%
	0.0%

	WPI of Oil cakes 
	-0.1%
	0.1%
	0.2%

	WPI of Man-made textiles 
	-0.2%
	0.1%
	0.3%

	WPI of Cement 
	0.1%
	0.3%
	0.2%

	WPI of Foundries for casting forging & structural 
	0.0%
	0.0%
	0.0%

	WPI of Pipes wires drawing & others 
	-0.1%
	0.2%
	0.3%

	WPI of Non-ferrous metals 
	0.3%
	0.5%
	0.2%

	WPI of Electrical machinery 
	0.2%
	0.6%
	0.4%

	WPI of Iron & steel 
	-0.2%
	0.4%
	0.7%

	Total
	0.2%
	2.5%
	2.3%


Source: Brics Research, CMIE

Thus, out of the total delta of 3.0% in headline inflation from manufacturing, almost 80% increase has happened from the above mentioned categories. The weight of these categories in the overall manufacturing category is approximately 34%. 

Looking at the above categories, it is apparent that manufacturing inflation is largely being driven by three factors–

· Agri commodities – oil cakes and grain mill category

· Domestic commodities – such as cement

· Global commodities – such as steel and non ferrous metals

Overall – inflation being driven by 3 key categories

The same three categories which are behind driving up the manufacturing inflation, i.e. 1) Agricultural commodities 2) Global commodities (non ferrous and ferrous) and 3)Local commodities – especially cement are also responsible for the overall inflation increases.

In the last one year the total additional contribution to headline inflation from these categories has been 3.5%. We believe that the base effect impact of these categories would ensure that the inflation heads down significantly in the coming months.

Outlook 

We have analyzed the impact of inflation in the key areas already identified to see how it would behave in the future. 

Agricultural commodities

The key commodities which have seen significant inflation in the recent past include wheat, pulses, fruits and vegetable and condiments and spices. 

Inflation in grains was a global phenomena and would likely start tapering off as the new crops comes in (2006 saw a drought in Australia, lower production in US and Europe due to poor yields and lower production in India as well). This would likely change in CY2007. The table below gives the forecasts by the United Sates Department of Agriculture (USDA) for food grain prices going forward - 

Table 4: USDA price forecasts for wheat and rice

	
	 2005/06  
	 2006/07  
	 2007/08  
	 2008/09  

	 Wheat  
	 3.42  
	 4.35  
	 4.45  
	 4.25  

	% change
	
	27.2
	2.3
	-4.5

	 Rice  
	 7.62  
	9.25
	 8.95  
	 8.95  

	% change
	
	21.4
	-3.2
	0.0


Source: Brics Research, USDA

As can be seen major food grain prices are expected to soften in the coming years. This is primarily on account of better crops globally and higher forecast levels of stocks globally.

Wheat globally saw a 5% reduction in production in CY06. The production is likely to see significant increase in the coming year as production acreage is likely to see significant increase in 2007 across the world. 

So far as pulses are concerned, the prices are likely to remain high from some more time. However, Y/Y increases would likely start moderating as we go forward.

Global commodities

The key global commodities which have contributed to inflation are – minerals, non ferrous metals and iron and steel. 

Minerals

Within mineral category, the key driver of inflation have been the 1) iron ore 2) manganese ore 3) bauxite 4) chromite.

In the budget, the government of India imposed export surcharge of Rs.300/MT on iron ore and Rs.2000/MT on the chrome ore. This would reduce the domestic prices of these commodities significantly. Additionally, both iron ore and chrome ore would also be impacted due to base effect in terms of price increases. Same effect would be observed in the prices of bauxite and manganese ore.

The weight of minerals in the overall WPI is a miniscule 0.48%. The contribution to the headline inflation is 0.1%. This number we believe would likely halve over the next 3-4 months.

Non ferrous metals – NF metals have been a big contributor

The contribution of non ferrous metals to headline inflation has been close to 0.5% and the inflation in the category has been close to 40%. However, the inflation is set to shrink appreciably given that in the coming months the non ferrous metals would start posting Y/Y price drops as is evident from the charts below.

Chart 5: Aluminium prices
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Source: Brics Research, Bloomberg

Chart 6: Copper prices
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Chart 7: Zinc prices
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Iron and steel

In FY2006, steel prices were falling in the beginning of the year before starting to rise in the second half. Therefore, we are likely to see 2-3 more months of inflation in steel prices before the inflation on account of steel cools off. 

Chart 8: Chinese HR prices
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Domestic commodities

The key domestic commodity that has led the inflation up is cement. After the recent budget, cement manufacturers have agreed to keep prices constant for 1 year period. If the prices do remain flat, the inflation on account of cement would see a substantial drop (from about 20% currently to about 6% in the next 3-4 months). The impact of this drop on the headline inflation would be to the tune of 0.2%. 

Overall – inflation to drop by 1.5%-2.2%

We believe that over the next 2-4 months there would be a significant cool off in the inflation numbers. We see the following drop from various categories –

1. Primary articles – a drop of 0.8-1% - bulk of this would be from base effect and the fact that international crops are expected to be much better than last year on an overall basis. Additionally, inflation on account of minerals would drop somewhat. In non food category, oil seeds related inflation would also likely cool off even though the time frame relating to that would be about 5-6 months.

2. Manufacturing – a drop of 0.7-1.2% - out of this about 0.4% would come from non ferrous metals, 0.2% could come from cement and some contribution from steel. Due to the drop in inflation from primary commodities there could be a drop in inflation from other categories which use metals and steel as an input (e.g. inflation due to electrical machinery has been about 10% in the recent past).

3. Fuel etc – flattish

Overall, therefore, we expect inflation to register a drop of 1.5% to 2.2%. This would take the headline inflation numbers between 4%-4.9%. 

Investment Implications

With dropping inflation, the maximum sentiment change would be felt in the sectors which have high interest rate linkages. Two sectors which would likely benefit from this would be banking and automobiles. 

Key beneficiaries – banks and automobiles

Within banking space, we expect PSU banks to do better as they are trading at attractive valuations and concern on interest rates has kept a lid on their performance. The chart below shows the performance of bankex vs. interest rates. Any moderation in the interest rate view should yield a positive performance for the banks.

Chart 9: Bankex vs. 10yr yield
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Source: Brics Research, Bloomberg

Autos tend to behave similarly with the interest rates with significant negative correlation with interest rates.

Chart 10: BSE Auto Index vs. 10yr yield
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We expect economic growth to remain strong despite current levels of interest

So far as overall market is concerned, any decline in interest rates is significantly positive for the market. I n our DDM model for the market we are working with 13% cost of equity for the sensex. This yields us a 12 month forward target for the sensex at 14,500-15,000. The model is essentially sensitive to assumptions on ROE, growth and interest rates. Even with the recent scare on the interest rates we have not seen any reason to change our earnings forecasts dramatically as we believe that the economic growth would remain robust in the medium term, as it is being driven by higher investments. A 0.5% fall in the market changes the fair value of the market by about 700-800 points in either direction. While we keep our market targets intact, a drop in interest rate expectations would represent an upside to year end sensex targets.


*As on 21 January 2007
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