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The Indian economy and markets’ most exciting phase is just about to begin. The
sweeping reforms of the past 25 years ushered in macro stability setting the stage for
earnings and GDP growth. Just don't sit on the sidelines and wait for value to emerge.

You may miss the bus, is the ET Markets Roundtable message to investors

Street Abuzz With Quiet Confidence & Promise of Reform

NILESH SHAH

MANAGING DIRECTOR,
KOTAK MAHINDRA AMC

T, some private sector banks, corporate

focussed private sector banks have dis-

appointed, but you could still see recov-

ery continue. For some of the domestic
focused companies, since they arenot ina
hurry to invest, higher capacity utilisation
and pricing power should improve profits.
The RBI'sresolve to provide more liquidity
should not be underestimated. Liquidity is
thelubricant which drives the economy.
Inthelasttwo years our credit growth was
below 10%. If credithappens, then automat-
ically growth recovers. We will see that.
Markethas already priced in one 25 bps rate
cut, thatis how the 10-year yields has fallen
from almost 7.5% to 7.20% and this is the old
10-year, if thenew 10-year islaunched today
that probably will go in factto 7%.

Flows to market from mutual funds,
EPFO, insurance and LIC should top%1.5
lakh crore this year. “Midcaps could contin-
ue to outperform asflows and fundamentals
arein their favour.”

Equity Valuations

Equity markets have run up on liquidity
and hope, but as an investor you are also
payingfor growth. You have to takerisk to
generate return. You cannot stay outside
hoping thatone day everything will be-
come cheap and I will buy. Who knows you
will still end up buying higher from cur-
rent levels. You are paying for a country
whosemicro is improvingand macro could
improve. Don’t be trapped only into value
buying. Always follow an assetallocation
model. i.e. if markets go down from here,
oneshould invest 20 % and then when there
isopportunity put in further money. But
justdon’tstay outonly asstocks are not
available at February 2016 valuations.

Sector View

Good monsoon, liquidity, Pay
Commission should help rural, consump-
tion sectors, NBFCs, basically any sector
that benefits from higher purchasing
power and spending. It could be as simple
as automobiles and auto components, it
could be travel and entertainment, it
could be cement, furniture, fittings, elec-
trical appliances, white goods or people
financing that.

Pharma is a falling knife. They are go-
ingto probably underperform for the
next three-six months but this is good
time to average into pharma and build
your portfolio. Do not invest in equity
with a six-eight month view, it is more
likely to disappoint. If youare lookingat
March 2017, invest in fixed income.
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he India growth story remains intact

for thelongterm. Even over thelast

twoyears, the broader domesticfo-

cused companies have been in reason-
ably good shape. We have been seeinga gradu-
al grindingrecovery over the last couple of
years; itisnotjust the last quarter phenome-
non. The question is whether it percolatestoa
broaderbased and accelerating growth that is
critical for themarketstodeliverabnormalor
super returns, both in terms of earnings
growth and valuations. In our view, we will
again see the same cycle of earnings cuts hap-
pen this year. It willnot be at the same scale we
saw last couple of years, we will notgodown
to0% or2% growth, butsingle digit, maybe
10% growthrate, unless we see change in poli-
cy stance. Ourbase case is10% earnings
growth for the market this year.

PSU Banks & Bad Loans

In our view, NPL (non-performing loans)
cycle has definitely peaked. The reporting
will peak this year at worst. So in that sense,
the worst is behind us. In PSU banks, the
biggest worry for markets and us remains
valuations. In our view, NPL (non-perform-
ingloans) cycle has definitely peaked. The
reporting will peak this year at worst. So in
that sense, the worst is behind. In PSU
banks, the biggest worry for markets and us
remains the valuations.

If youlookat the underlyingearnings, pre-
provisioning operating profitstill remains
in good shape. While we worry about longer
term franchise and digital, these concerns
will be there. But in three to five years, these
banks could become interesting if a lot of
underlying profitability remains intactat
currentlevels. Itisa much moreahigh risk
betand one has to be stock specific.

We have been overweight more on the re-
taillenders. Having said that, the govern-
ment, RBIand banks are making serious ef-
forts on NPA resolution. Iam very
optimistic on governance reforms and this
government is very serious about govern-
ance reforms in the whole of PSU space, in-
cluding banks. The cyclical recovery will
help them. There are three powerful forces
infinancial service sector —digitalisation,
disintermediation, differential regulation
—which will give birth to lot of new play-
ers. So structurally if you think few years
down theline, large number of PSU banks
will find it very tough to compete against
these new players and in the new environ-
ment except for one or two banks who have
invested in technology, have the franchise
and good management.

In the near term, we see aleg down maybe
a5-10% on accountof high valuations, earn-
ings disappointmentand global issues.
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trong domestic flows to some extent

have got more channelled into the

mid-cap sector and their valuations

have gone up, while earnings have yet
to catch up. The PE multiples look expen-
sive from a historical perspective. Butalot
of mid-cap companies are more domestic fo-
cused. We believe domestic recovery will be
slow and gradual. Asliquidity situation im-
proves, interest costs come down, mid-caps
can potentially reporta better growthrate.

If youdissectthe earningsand look atthe

lastfive years, our earningsgrowth has
been in single digits, around 7-8 % — which
has been tracking well below thenominal
GDPgrowth rate. You will see steady growth
as capacity utilisations goes upand interest
rates go down. The impact it will have on the
bottom line will be much higher. Longer
term earnings growth, if you take say the
nextdecadeor so, probably will be just
around 12-13%. In the near term, we should
be able to do much higher growth.

Fund Flow & Market Volatility

Lumps sum money into domestic funds
could be volatile, but SIPs give a lot of stabil-
ity. PFmoney is also steady and itcould
touch 220,000 cr on annualised basis. If that
number further increases by around 10%, it
would add to the stability in terms of flows.
Historically, we have seen that market vola-
tility is due to too much of dependence on
FIIs. When FIIs pull outmoney, markets
tank and so steady domestic flows this time
could give some stability to the markets.

Sector Views

Wearenotin abigcyclicalrecovery. It is go-
ingto slowandgradual. IT doesnotlook
that attractive because growth is slowing
down structurally. If you takea poll, any-
body will be happy with say 15% return for
the market over the next few years. Whether
the sector can provide that kind of slightly
better return is something that we will look
atwith lowerrisk and volatility. Youneed to
have a balanced approach as we arenot in a
scenario like 2003 and 2007 when growth
was 25-30% . Indian pharma still have a de-
centadvantage and it is a stock specific sto-
ry. Even consumer stocks are expensive but
India’s consumption story is a very long-
term sustainable story. If rural consump-
tion comes back, stocks will be expensive
butearnings growth can improve. So when-
ever there isrelative value within the con-
sumer space or consumer discretionary, it
looks good because they are stillreporting
compounded earnings of 14-16%. Earnings
growth will be 14-15%. Nothing would be
linear, we could see corrections, as the glob-
alenvironment is challenging. We could
make a7-8% return.
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hen everybody else is moving to-

wardsnegative interestrates,

India has positive real rates and

good monetary policy frame-
work. Everywhere else, foreign exchange
reserves are depleting, but they are grow-
ing in India. In a yield-hungry, growth-
starved world, India looks relatively attrac-
tive with regard to fund flows, and
domestic investors remain positive, which
isdriving the market.

Growth Drivers

InIndia, thereare structural growth drivers
in place and the earnings growth islikely to
pick up. Of course, liquidity is playing a big
role. but there are also other factors with far
bigger transformational effect. Number one,
what ishappening on theagricultureand ru-
ral economy in terms of crop insurance, dis-
mantling of APMC, investment inrural
roads, rural electricity; focus on irrigation
and thedigital highway connectingall the
villages —all this can take rural economy to
acompletely differentlevel in five or 10 years.
Thesecond bigdriver which is hugely under-
appreciated is availability and the access to
finance. Retail credit is growing fast with
small finance banks, MFIs and private sector
banks in the fray. lam sure PSU banks will
join the bandwagon. The cost of capital for
households and small businesses islikely to
godown and theaccess will improve substan-
tially Theavailability of money which was
not there or there at 30 or40% coming down
t010-15% can have a transformational effect.

Earnings & Valuations

Stock prices have to mimic earnings inlong
term, but valuations can take marketstoa
different trajectory in shorttomedium
term compared to what earnings growth is
suggesting. On a year-on-year basis, the co-
relation between marketreturns and earn-
ings growth is very poor. If you take the
transformation reforms of 1991-1992, mar-
ketsdelivered everything that could happen
in India in thenext eight years in just one
year. The market went up manifold in 1992
and then you did not get anything. So wait-
ing for that moment where you see earnings
goingup could be quite late in the day:

I hope the monetary policy framework is
maintained and the government and RBI
keep their focus on CPI. Macroeconomic
stability over a longer period is far more
critical than the gains that you can get in
couple of quartersby reducingrates. We
need positive real rates for savings to go up.
Valuations have run up and the margin of
safety has gone down. In the shortterm, sen-
timentand liquidity will drive the market
andnotnecessarily growth in thenext quar-
ter. In the near term, we are in a world full of
uncertainties and we should brace for high-
er volatility going forward.
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aluations are not cheap, which is

very clear on the earnings front. It is

amillion dollar question whether

earnings will revive in the near term
ornot. Our view is they have a potential of
massively surprising even in thenear term.
Oneor two sectors caused earningsto be
very bad last year —metalsand PSU banks
in particular. The metal sector has very de-
cisively changed at least in thenear term.
We alllook at the valuations but we don’t
look at it from a perspective that the weight-
edaverage costof capital is sustainably
coming down. It would mean thatmaybea
16-17 PE or 18 PE would become thenorm.
That is a possibility. If $15 trillion in the
world are invested in negative yields, even a
6% ora 7% earning yield mightlook very at-
tractive. We areno one to say that 10 PE is
good or 20 PE is good or 30 PE is good.

Duringthe last bull market, we had solid

earnings growth, but before that 1999-2002,
growth wasflatand leverage very high.
When demand came, capacity utilisation
went up and the same balance sheet was
sweating in more sales. Both operating lever-
age and financial leverage can come into
play and thatmight surprise earnings on the
upside. In alot of mid cap stocks, I would cau-
tion that you have to be careful. Atthe same
time, there are sectors and stocks where PE
multiples arelookinghigh, but it is because
we are lookingata very depressed scenario
ondemand and earnings side.

Sector View

Itis important to diversify your portfolio. In
IT, different companies have different mod-
els, so being stock specific is important.
Pharma will be interesting. No amount of
disruption will stop you from consuming
the best medicine. The Indian drug market
is still growing in double digits.

Metalsisa tradingbetas we don’tknow
what is going tohappen to China and prices.
In industrials, we are positive on companies
with operating leverage rather than finan-
cialleverage. Infrastructure has great po-
tential but listed infrastructure companies
have no potential because I donot know
whether they will survivein alotof cases. If
money is moving from physical to financial
assets, then asset management, life insur-
ance companies, wealth managers, facilita-
tors could be big trends. We are all moving
intoscenarios we want to wear good clothes.
Sobrands and fashion look good. Home ma-
terials as a segmentcan be very good be-
cause housing-for-all ultimately is going to
happen. NPAs have peaked, but PSU banks
have lost competitive advantage. The profit-
ableaccounts are in private banks and the
loss-makingaccounts that youdon’t want
are with PSU banks. PSU banks are just tac-
tical plays, nothing more than that.




