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On a Perch ...

Performance

The Indian Markets rebounded sharply from their
December lows to rise by over 10% in the wake of
continuing macroeconomic uncertainties and tepid
corporate earnings performance. This rally was on
the back of a global rally spurred by increased
liquidity infusion by the European Central Bank
and with the Federal Reserve continuing loose
monetary policy. As a result, Nifty valuations have
risen from slightly under-valued level to average
level.

Tepid Corporate Earnings

Based on Q3FY12 earnings available till date,
earnings have grown by 1.3% g-o-q and 10.1% y-o-
y. We expect Q4FY12 earnings growth to further
decelerate to 7-8% (y-0-y).

Sales however continued to grow at a robust 21%
and Net Profit Margins fell by 40 bps to 12.2%.

Declining Investment Attractiveness

The shrinking profit margins are a good reflection
of the underlying weakness of earnings - this trend
has been in force for 4 years now and is likely to
extend into the next 4 quarters.

During the same period, Earnings/Book-Value
reduced from 27.5% (in 2007) to a meager 16.5%
currently, which indicates a structural problem of
declining profitability of existing businesses.
These perhaps have a greater bearing on
decreasing investments and capital formation
rather than interest rates and liquidity.

Pigs flying over Mint Street

The Reserve Bank of India had been pursuing a
tightening monetary policy from March-2010 in
response to elevated inflation levels, raising the
benchmark Repo rate to 8.5%. However, while
they signaled a pause in this policy in December-
2011, last week they have changed course and cut
the Cash-Reserve-Ratio by 50bps. While the case
for a pause in the tightening cycle was compelling
in the light of weakening growth, a change of
stance at this point is both premature and
baffling.

Inflation, which has been more than 9% for the
last 15 months and at 7.5% currently, has been
consistently higher than RBI’s own ‘comfort level’
of 5-6%. During the course of this tightening cycle,

Chart 1: 1-year Growth in Nifty
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manufacturing-inflation has actually risen from 5%

to over 7%. Though food-inflation has declined
from 20% to flat rates, there is evidence that it
might have bottomed out. With increased global
liquidity, commodities have been rising which will
put further pressure both on inflation and the
current account deficit.

Though our earlier assessment was that inflation
would fall to 6-7% through the course of CY2012,
it now appears that inflation could still stay above
9% and even touch 10% if inflationary expectations
are elevated. If that were to happen, then the RBI
would have to change their stance (yet again) and
tighten rates further or keep rates high for a
longer period of time - so the growth that they
are trying to stimulate now would be at a greater
risk in the future.

In December-2010, we had written that “Reserve
Bank of India’s sluggish reluctance to rein in
inflation (which is at a 14-year high, is at best
perplexing and at worst seriously damaging.” It
now appears that RBI’s change of stance will make
worse a bad situation that was getting better.

No Quick-Fix

It is always been our belief that new investments
and capital formation are primarily a function of
financial attractiveness such as return on capital
rather than on liquidity or cost of capital. One
only needs to look at the US economy since 2008
where there has been unprecedented liquidity
infusions and historically low interest rates - net
private investment has been negative since 2008
and is now around -6%. Investment cycles, more
often than not, are cyclical in nature and thus
immune to policy.

Outlook

Though the Nifty bounced smartly from over-sold
conditions, this is likely to be transitory and is
likely to give back all its gains over the course of
the first quarter. Both the earnings picture and
the macroeconomic situation do not support a
case for a long-term bottoming of the markets.

Sashank Vipparthi
sashank@idika.com

Chart 4: RBI Repo Rate
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Chart 5: Inflation Rates
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Chart 6: US Net Private Investment
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Disclaimer

This document is designed by Impact Consultancy Private Limited (ICPL) to highlight its investment strategy in light of
the macro economic trends in Indian economy, research analysis and research on equity markets. The contents of this
document are subject to change without any notice.

The sole purpose of this document is to inform and is not intended as an offer or solicitation to purchase or sell any
security, investment product or service or to attract any funds or deposits.

The investment products described herein contain risks at varying levels, including lack of liquidity and the potential
loss of all or a part of the amount invested. Thus investment references may not be suitable for all clients. Before
making any investment decision each investor should carefully consider the risk associated with each
investment/product and also refer to the terms of the offer document. The investment decision should be based upon
investor’s own investment objectives, risk profile and illiquidity tolerance. Opinions expressed herein, if any, may
differ from the opinions expressed by other businesses or affiliates of ICPL, are not intended to be a forecast of future
events and are subject to change based on market and other conditions. Past performance is no guarantee of future
results, and future results may not meet our expectations due to a variety of economic, market and other factors. In
any event, any projections of potential risk or return are illustrative and should not be taken as limitations of the
maximum possible loss or gain. Moreover, no guarantee or representation is given that any investment or asset
allocation model will achieve its investment objectives. The information provided in this document is not sufficient
basis upon which to make investment decisions.

This document has been prepared for the personal use of ICPL’s clients or the prospective clients to whom it has been
delivered. It is not to be reproduced or distributed to any other person except with the permission of ICPL or to the
client’s professional advisers. In addition although the information has been obtained from sources believed to be
reliable, ICPL does not guarantee its accuracy or completeness and accepts no liability for any direct or consequential
losses arising from its use. Distribution of this presentation may be restricted in certain jurisdictions; persons into
whose possession this publication comes should inform themselves of and observe such restrictions. This document does
not constitute the distribution of any information or the making of any offer or solicitation by anyone in any jurisdiction
in which such distribution or offer is not authorized or to any person to whom it is unlawful to distribute such a
presentation or make such an offer or solicitation.

At any time, ICPL, its employees or its affiliates may have a position, subject to change, in any securities or
instruments referred to, or provide services to or otherwise have business dealings, with the issuers of those securities
/ investments.



