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Three Legs of a Bear Market

• Short-lived rally, downward draft resumes and it seems to be the third leg of this bear market: The market seems 
to have fallen short of the 10% rally that we had expected and resumed its downward draft. The reasons are aplenty for 
such a short pull back – a worsening monsoon picture, rise in crude oil prices, bad macro / stagflation type numbers, 
rising long bond yields and tepid earnings from Infosys – mostly the same factors that have been plaguing the market 
since the start of the year.  So despite the severe price erosion that the market had suffered in June and subsequent 
improvement in the valuation story, equities seem to be failing to push higher levels.  

• First two legs of the bear market are over: The market may have completed two out of the three legs in its bear 
phase.  The first leg was an a sell off across the market led by global macro concerns. The market multiple fell but the 
damage to the relative multiple was limited. The second leg was more discrete.  Sectors with weaker fundamentals and 
rich valuations bore the brunt of the fall.  This allowed the valuation and return dispersion to narrow from where we were 
at the peak of the market. The second phase has also taken the market closer to fair value and most of India’s relative 
valuation excess has been wiped out. Thus from trading at nearly twice the emerging market multiple, India now trades 
at around 15% premium to EM – a distinct de-rating.  The second phase witnessed the beginning of macro concerns but 
earnings estimates remained largely unchanged and domestic sentiment was characterized by hope.  India’s excess 
return over emerging market also fell during the first two phases but India remained a long run outperformer.   

• Third phase will likely last longer in time terms: We think that we are now entering the third phase of the ongoing 
bear market as and when the ongoing trading rally is over (if it is not already).  This phase will probably end with the 
market below fair value. The first two phases lasted 26 weeks – the third leg could last longer than the first two put 
together, i.e., 25-50 weeks. Another distinction from the first two phases is the rate of price fall which we think will slow 
distinctly in the third phase. The average weekly loss the first two phases was 1.3%. Valuation and return dispersion will 
narrow further. The final phase of the bear market will be accompanied by poor fundamentals – worsening macro and 
earnings downgrades. India’s relative returns and valuations to emerging market could fall below zero and long-term 
mean, respectively. Investors should also ready themselves for outflows in funds. 
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What to expect in the third phase of the bear market?

Sources:  Bloomberg, Morgan Stanley Research
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1. Market likely to go below fair value before bottoming out
2. Phase III will likely last longer than the first two phases (which lasted 26 weeks in total).  At the same time the rate of 

decline will slow down – phase III will likely characterized by a grinding fall to its low point.  
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Source: FactSet, MSCI, Morgan Stanley Research

Long-term Relative Returns Could Turn NegativeIndia’s Relative Valuations Could Go Below Mean

Source: FactSet, MSCI, Morgan Stanley Research

3. India’s long-term relative returns to emerging markets may turn negative
4.  India’s relative valuations to EM may fall below long-term averages. 

What to expect in the third phase of the bear market?
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5. Valuation dispersion may narrow further.  
6. The performance gap across sectors may also close. Thus consumer staples, healthcare, technology could continue to 
outperform while industrials, financials and materials underperform. 

What to expect in the third phase of the bear market?

Sources:  FactSet,  Morgan Stanley Research
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Source: CSO, Bloomberg, Morgan Stanley Research

Key Macro Variables May Worsen

7. Macro fundamentals (defined as long bond yields, growth and inflation) will likely worsen. Eventually earnings estimates will
have turn down.
8. Domestic mutual funds will likely face outflows. 

What to expect in the third phase of the bear market?
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Disclosures Section

Morgan Stanley ModelWare is a proprietary analytic framework that helps clients uncover value, adjusting for distortions 
and ambiguities created by local accounting regulations. For example, ModelWare EPS adjusts for one-time events, capitalizes 
operating leases (where their use is significant), and converts inventory from LIFO costing to a FIFO basis. ModelWare also 
emphasizes the separation of operating performance of a company from its financing for a more complete view of how a company 
generates earnings.
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Morgan Stanley produces a research product called a "Tactical Idea." Views contained in a "Tactical Idea" on a particular stock may be contrary to the recommendations or views 
expressed in this or other research on the same stock. This may be the result of differing time horizons, methodologies, market events, or other factors. For all research available on a 
particular stock, please contact your sales representative or go to Client Link at www.morganstanley.com.
For a discussion, if applicable, of the valuation methods used to determine the price targets included in this summary and the risks related to achieving these targets, please refer to the 
latest relevant published research on these stocks.
Morgan Stanley Research does not provide individually tailored investment advice.  Morgan Stanley Research has been prepared without regard to the individual financial circumstances 
and objectives of persons who receive it.  The securities/instruments discussed in Morgan Stanley Research may not be suitable for all investors. Morgan Stanley recommends that 
investors independently evaluate particular investments and strategies, and encourages investors to seek the advice of a financial adviser.  The appropriateness of a particular 
investment or strategy will depend on an investor's individual circumstances and objectives. The securities, instruments, or strategies discussed in Morgan Stanley Research may not be 
suitable for all investors, and certain investors may not be eligible to purchase or participate in some or all of them.
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