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THREE ANALYSTS AT JP MORGAN INDIA HAVE LOST THE LUXURY 
of being chauff eured around as their drivers have called it quits. And there 
is nothing much Bharat Iyer can do about it. “Th e past three months have 
been really animated on the Street and the drivers, who were earlier used to 
driving their owners home early, could not adjust to the sudden, come-to-
work-at-8-and-leave-late-night schedule. Being professionals, analysts have
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The Sensex is swaying between the euphoria of cheap foreign money 
and the despair of macro concerns. Is a tipping point imminent?

By V Keshavdev

On A Wing
And A Prayer And A Prayer 
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all-time closing high
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to live around extended working hours, but can’t expect the 
same from drivers,” says the Head of Research at the foreign 
brokerage house. Now, meet Rahul Arora. An anchor with UTV 
Bloomberg till recently, the 30-year-old now hawks stock ideas 
as head of institutional equities at homegrown Nirmal Bang Se-
curities. Th at’s not all. Enam, the oldest independent investment 
banking powerhouse on Dalal Street, is now history as it plays 
second fi ddle to the country’s third-largest lender, Axis Bank. 

It seems life is changing for good on Dalal Street. Or is it? 
Th e aphrodisiacal rise of the indices on the back of close to O1 
lakh crore foreign infl ows in the past three months, or rather, 
the over O1 trillion fl ows in the past 10 months, have brought 
the markets tantalisingly close to their all-time highs. But as 
Mike Tyson, the rather infa-
mous American boxer, put it: 
“Everybody has a plan, till they 
get punched in the face.” 

Th at’s what happened on Dalal 
Street. In an eerie reminder of 
2008, the markets suddenly 
tanked 7% to 19,585 points on 
November 19 aft er peaking at 
21,005 on Diwali day (Novem-
ber 5). Spooked by fears of a 
slowdown in China and the 
political turmoil at the Centre 
following the 2G scam, the jury 
is still out on whether foreign 
investors will keep pumping in money into the country or take 
the next fl ight back home. In fact, ever since the US Federal 
Reserve began its quantitative easing (QE) sojourn in reces-
sion-hit US, which accounts for 25% of global GDP, emerging 
markets, including India, turned inadvertent benefi ciaries of 
the subsequent liquidity glut as interest rates fell to near sub-
zero levels in America. 

But, unlike the last time around, experts believe infl ows will 

continue—because there is no other place to go. “I would rather 
interpret the correction as positions being liquidated by a clutch 
of investors than read it as a precursor to a massive selloff . For 
one, we are structurally in a better position than the US. Hence, 
at every correction you will have an eager set of investors will-
ing to buy into Indian equities rather than park money home,” 
points out Manishi Raychaudhuri, Head of Research and MD at 
BNP Securities India. Agrees Arindam Ghosh, CEO of Mirae 
Asset Global Investments. “It was more of a kneejerk reaction 
to the political development rather than anything fundamental 
to the India story.” 

When the US central bank had embarked on its fi rst round of 
easy monetary policy in September 2008, the rally in emerging 
markets had begun from March 2009. But, unlike the last year 
when the lead-lag eff ect in the market was more pronounced, 
Ghosh feels infl ows will be much quicker this time around. 
“Back in 2008, the backdrop of the global fi nancial crisis was 
overwhelming. Today, the world is a relatively better place and 
we could see infl ows into emerging markets in Q1 of CY11.” 
Raychaudhuri, who quit UBS Securities India at the peak of the 
fi nancial crisis in 2008, too, believes the average infl ows of $2-
2.5 billion per month will be easily surpassed as investors from 

Money Aplenty 
FIIs have invested a record $28 bn into the 
Indian markets in CY10 thus far.

Source: Bloomberg, * Up to November 19
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 I would interpret 
the correction as 

positions being 
liquidated by a clutch 
of investors than read 

it as a precursor to a 
massive  selloff .”

—Manishi Raychaudhuri,
Head of Research and MD,

BNP Securities India
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a crisis-ridden world chase risky 
assets with tonnes of cash to 
boot. “While equity markets 
may have priced in QE2 part-
ly, the money has not yet been 
injected into the markets by the 
Fed, Bank of Japan or Bank of 
England via asset purchases,” 
states Raychaudhuri. But, what 
exactly is quantitative easing or 
QE2 all about?

US OR THE US?
In the aft ermath of the fi nancial 
crisis, the Fed began its mas-
sive monetary easing, or the so-
called quantitative easing, by bailing out banks on the brink 
of bankruptcy as their mortgage bets went wrong following 
the crash in real estate prices. In the fi rst phase of QE, which 
began in late 2008 and ended early this year, the Fed bought 
close to $1.2 trillion mortgage-backed securities from banks 
and pushed down interest rates to 0.25% to spur spending in 
the economy. But two years later, the stats don’t look impres-
sive. Unemployment rate continues to touch 10%, with 14.8 
million Americans without jobs. 

According to the US Labor Department, the number of people 
claiming unemployment benefi ts has climbed by 2,000, reaching 
439,000 for the week ending November 13; more than 120,000 
people have used up their traditional benefi ts and are surviving 
on emergency payments. According to Bill Bonner, President 
and Founder of Agora Inc, an international publisher of fi nan-
cial and special interest books and newsletters, the situation is 
grim. “Households are not likely to really increase spending. 
Th ey don’t have more income. Th eir houses are worth only about 
70% of what they were three years ago, and are still going down. 
Th eir credit ratings are impaired. Lenders are more cautious. 
And so are consumers themselves,” writes Bonner.

Against such a backdrop, the Fed’s move to further pump in 
an additional $600 billion (by printing more money) into the 
banking system by buying out government bonds from banks 
is akin to shooting in the dark. For one, Americans are no 
longer splurging like they did and have, instead, turned sav-
ers. From near 0% savings before the crisis, the savings rate is 
back at little over 5% and banks, post the fi rst phase of mon-
etary easing, are already sitting on $1 trillion of excess reserves. 
So what exactly are they going to do with the additional $75 
billion that comes into the system up to June 2011 as per Fed 
Chairman Ben Bernanke’s Plan B? Says Anup Maheshwari, EVP 

and Head (equities) at DSP Blackrock Investment Managers, 
which manages over O24,000 crore in equity assets, “By print-
ing more money and reducing the value of the dollar, the Fed 
is looking at inducing the customer to spend (as it lowers the 
incentive to hoard cash). Th e idea is to keep doing it till they 
see the benefi ts of US consumer spending. Hence, QE, per se, 
is not a defi ned programme.” But Bernanke’s solution is no 
panacea for the US’s ills. Says Jyotivardhan Jaipuria, MD and 
Head-India Research, BoA Merrill Lynch, “Th ough directed 
at one problem, liquidity has its own fl ow and goes wherever 
it wants to. Traditionally, whenever there has been a surplus 
(liquidity) in the US, it has always gone into emerging mar-
kets and commodities.” Not surprising that as investors began 
looking outside of US for higher returns, both the asset classes 
began their ascent early 2009.

CHEAP MONEY WORKED WELL…SO FAR
No sooner did cheap money hit the shores than Indian markets 
took off  (from March 2009) and, en route, got a sentiment boost 
with the Congress-led government coming back to power. In 
the ensuing nine months of the calendar year, the Sensex was 
up 76% at 17,465 levels on the back of O89,576 crore foreign 
infl ows. In the current year, too, FII infl ows have created his-
tory and so have corporate borrowings overseas as India Inc 
raised $18 billion year-till-date. 

For a capital-defi cit country like India, run by a profl igate 

government, the abundant liquidity has worked like opium. For 
one, it helped investment-hungry companies get back on track 
with their projects and, on the other, helped leveraged compa-
nies clean up their books. “Between March and December 2009, 
leveraged companies outperformed the Sensex by 96%, on an 
average,” points out Raychaudhuri of BNP Paribas. Importantly, 
it’s not just the secondary, even the new primary market, got 
help from foreign institutional investors as they pumped in 
close to $8 billion in fresh fl oats in the current year.

In fact, since August-end this year when Bernanke made his 
intentions clear, almost all asset classes (oil, commodities and 
EM equities) rallied 10-20%. “Th e risk trade was on ever since 

that day,” says Jaipuria of Merrill Lynch. But, while the avail-
ability of cheap fund is music to Indian markets, the macro 
environment looks far from satisfactory. 

TAILWINDS TO HEADWINDS
For a country that clocked its GDP at an average 9% between 
2003 and 2008, expectation of growth is at its highest, especially 
from a coalition government that has been in power for a good 
18 months and is led by a stronger ruling party. However, the 
initial euphoria that surrounded UPA-II’s agenda for growth is 
slowly turning into despair. Except for freeing up petrol prices, 
the government has not really kick-started any major reforms. 
Th e irony of the situation is that we are at a position similar to 
that in 2003, when the markets were at the cusp of a rally amid 
a rising global risk appetite among investors. In the previous 
bull run, the government had not embarked on any reforms 
and the markets had pretty much carried on the show riding 
on Corporate India’s investment gravy train. In fact, since the 
May 2009 poll victory, it has been only scams and ministerial 
berthings that have kept the government machinery busy. 

Says Anil Singhvi, Chairman of I-Can Investment Advisors 
and consultant to the ADAG group, “We have seen in the past 
that whenever these kind of larger political issues engage the 
nation, they take a heavy toll. Besides, whenever major corrup-
tion issues rock the nation, the entire machinery goes into a 
complete tailspin. No one wants to take any decision. No one 
wants to put any recommendation on fi les.” Agrees KN Sivas-
ubramanian, who manages O12,500 crore as Chief Investment 
Offi  cer, Franklin Equity India, Franklin Templeton Investments, 
“Th e government clearly needs to tackle 
bottlenecks to reduce supply-side pressures 
and also put in place institutional reforms 
to tackle graft .” 

While reform inertia is just one of the sev-
eral headwinds facing the economy, infl a-
tion and rising current account defi cit, too, 
are playing spoilsport. At the heart of the 
infl ation trouble is the abundant global li-
quidity that has buoyed commodities and 
crude oil prices. “Over the next couple of 
months, infl ation might come down on the 
back of a great monsoon. But, subsequent 
numbers could be higher as commodity 
and oil prices trend higher,” says Jaipuria 
of Merrill Lynch. Since March 2009, crude 
oil has gone up 57% to $82 per barrel and 
that will hurt India, given that it imports 
roughly 75% of its crude oil requirement. 

 Th e only sector 
probably where de-

mand remains is the 
power sector, where 

the pipeline order 
placement has gone 

through and you are 
seeing implementa-
tion on the ground.”

—Anirudha Dutta,
Executive Director-Research, CLSA

 Whenever major corruption issues rock the
nation, the entire machinery goes into a complete 
tailspin. No one wants to take any decision.”

—Anil Singhvi,
Chairman, I-Can Investment Advisors
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RBS Securities India estimates that every $10 per barrel spike 
hike would add $9 billion to the annual import bill. Th e view 
is that such an increase would imply a 0.5% hike in the trade 
and current account defi cit as a percentage of GDP. 

In FY10, the current account defi cit had further widened to 
2.9% of GDP even though oil prices averaged around $70 a barrel. 
Now economists at Goldman Sachs and Morgan Stanley expect 
the defi cit to deteriorate further to 3.5-4% of GDP. Th ough a 
stronger rupee off sets the rise in current account defi cit, the 
appreciating currency will start pinching beyond a point as it 
hurts exports of IT services, pharmaceuticals and textiles. “We 
do believe that the market is underestimating the magnitude 
of the current account defi cit and the weakness in the external 
balance of payment,” states Goldman Sachs economist Tushar 
Poddar in a recent report. “Th e risks are magnifi ed if commod-
ity prices, especially oil, were to rise higher.” 

In fact, the pressure is already showing with operating margins 
of Sensex companies in the recent quarter declining by 240 basis 
points to around 22%. “Th e already-evident margin pressures 
and further increases in many commodities’ prices will make 
the second half  (of the current fi scal) more challenging,” writes 
Anirudhha Dange at IIFL, the institutional equities arm of India 
Infoline. However, Maheshwari of Blackrock thinks otherwise. 
“Till such time demand is strong and corporates can manage 
price pressures, there is no cause for worry.” It seems there is no 
cause for worry, as yet. Sensex companies, which account for 
45% of the overall market capitalisation, managed to grow their 
topline by 23% in the recent quarter. However, a lead indicator 
of Corporate India’s growth, investment spending (also referred 
to as capex), does not inspire the same confi dence.

NOT INSPIRING
While private investment was the single biggest driver of GDP 
growth in the previous bull run up to 2008, the subsequent fi nan-
cial meltdown put a leash on India Inc’s expansion plans. Th ough 

the subsequent revival in the 
markets was fresh, the invest-
ment juggernaut is far from 
rolling. According to CLSA, 
new project announcements 
worth O3.14 trillion in the 
second quarter is the second-
lowest in the last 16 quarters. 
Says Singhvi of I-Can, “Pri-
vate investment in capacity 
creation has been very le-
thargic.” Anirudha Dutta, 
Executive Director-Research, 
at CLSA, agrees. “Th e only 

sector probably where demand remains or implementation 
is very strong, is the power sector, where the pipeline order 
placement has gone through and you are seeing implementa-
tion on the ground.” 

Th ough at three times trailing 12-month sales, the order book 
of the capital goods sector gives a feeling that corporate spend-
ing is on track, Dutta feels the bigger concern is enough orders 
are fl owing in. “I think that is where the bigger concern lies for 
the country,” says the CLSA analyst. Against such a backdrop, if 
one were to consider the recent run-in by corporates with the 
Environment Ministry, the situation looks grim. “I think that 
we are going to have a major problem on our hands because 
India is going to be a commodity-driven economy and for that 
one needs land,” says Singhvi. 

Buttressing his point, Dutta says Sesa Goa’s plan to increase 
output from 20 million tonne to 50 million tonne by 2015 seems 
unlikely. “Th ey (the management) say they are not getting a 
single approval for any kind of exploration or mining. Let’s not 
speculate as to whether it’s Vedanta-specifi c or just a general 
issue. At the end of the day, you have a company that wanted 
to grow but will not be able to do so. So that’s a big one.” How-
ever, Maheshwari of Blackrock believes capex will continue to 
see a moderate growth and will be more company-specifi c than 
sector specifi c. Dutta believes every quarter will increasingly 
become an indicator of where Corporate India is headed. “I am 
not sanguine at all that investment demand is kickstarting in 
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Source: MOSL Research, Note: YTD is up to November 19

Return To Normalcy
Sensex returns have largely been sedate this year after two 
years of excesses. 
Positive Years: 23 (74%)
Negative Years: 8 (26%)

 Th e government 
needs to tackle 
bottlenecks to reduce 
supply-side pressures 
and also put in place 
institutional reforms to 
tackle graft .”

—KN Sivasubramanian,
Chief Investment Offi cer, 
Franklin Templeton Investments
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happening. We are seeing more global funds, asset allocators 
and institutions coming in as they seek higher returns for their 
investors back home. Th ese are investors who tend to take a 
long term view on the market. So in that sense fl ows should 
continue and I don’t see any major fundamental diff erence on 
the horizon that will change that,” opines Maheshwari. 

And in a scenario where the RBI is tightening rates, the diff er-
ential tends to become more alluring. Amitava Neogi, Executive 
Director, Morgan Stanley Private Wealth Management, adds: 
“Whether the fl ows lead to an outright expansion in the mon-
etary base or are absorbed in the banking system, they serve 
to keep liquidity abundant, giving support to stock and asset 
markets in the short term.”

While the knowledge that foreign money is available on tap is 
comforting, the fact that a chunk of the infl ows are in the form 
of portfolio money makes the market all the more vulnerable to 
an exodus. While some emerging markets have placed curbs on 
infl ows, the possibility of that happening in India seems unlikely, 
in the wake of the country’s high current account defi cit. 

“Given that India has quantitative limits on foreign invest-
ment in debt, it is unlikely that the government will impose a 
tax (like Brazil or Th ailand). Th e government could lower the 
recently-relaxed quantitative limits in government and corpo-
rate debt, or tighten restrictions on external commercial bor-
rowings though lower quantitative limits, and restricting end-
use of funds,” mentions Raychaudhuri in his report. However, 
for now it looks like the central bank is comfortable about the 
$298 billion forex reserves and the rupee hovering around 45, 
up 3% year till date against the greenback.

Despite the relatively strong fundamentals, the market, of late, 
has been gripped by volatility, spooked by a slowdown in China 
and the buzz of an imminent change in the country’s leadership 
following the Supreme Court’s strictures in the 2G scam.  

IN THE NEUTRAL ZONE
While the magnitude of the volatility in the week to Novem-
ber 19 appears unsettling, the fact is that markets have been 
rangebound through the year (between 16,000 and 21,000) 
with the benchmark Sensex yielding around 14.6% returns 
year till date. “In fact, this is the only year in the past 20 years 
that the Sensex has been so rangebound. On most occasions, 

a big way. Sure it is off  its lows but I would rather have a more 
cautious stand than the markets would have on this.” 

FLOWING WITH THE TIDE
For now, the fl ows seems to be in India’s favour as foreign in-
vestors are more than eager to invest in a country that is going 
to grow at 8-9%, rather than take their chances in crisis-ridden 
economies, especially in the US where corporates (S&P 500 
companies) are sitting on $2 trillion reserves and have noth-
ing on their drawing boards. Given that the current weightage 
of India in the MSCI World Index is just 1.5%, there is enough 
room for more funds to come in as the weightage increases. 
“From an ownership point of view, there is a structural change 

Note: a) Crude Oil Prices for Dubai Fateh, b) Import bill for domestic crude oil use only
Source: CEIC, Bloomberg, RBS forecasts

Not Crude At All
India’s net oil import bill as a percentage of GDP will largely hinge on how 
crude oil prices move in the coming years.
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  Over the next couple of months, infl ation might 
come down. But, subsequent numbers could be 
higher as commodity and oil prices go higher.”

—Jyotivardhan Jaipuria,
Head of Research, Merrill Lynch India
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the diff erence between the lows and the highs of the index in 
a year has been, on an average, around 50%,” says Jaipuria of 
Merrill Lynch. 

From a valuation standpoint, the Sensex is currently trading 
at 19 times one-year forward earnings, slightly higher than 
its 10-year average of 16 times. However, the view is that we 
haven’t yet reached the tipping point. “It’s at a zone where fun-
damentals can support valuations,” says Jaipuria. Agrees Dutta 
of CLSA: “While our valuations are high they are not silly like 
the 30-40 times that we have seen in the past.” Th e consensus 
belief is that investors can look forward to returns closer to the 
rate at which India Inc grows its earnings. So what will that be? 

“Th is year earnings growth of 25% will be followed by 17-18% 
growth next year,” feels Maheshwari. 

However, Singhvi seems to diff er from the rather conservative 
views of his counterparts on the Street. “We are almost at that 
tipping point where any small spark (political or fundamen-
tal) can result in an exodus of $5-10 billion, which can correct 
the market by 10-12%. I expect by March 2011, the Sensex to 
be around 17,000-18,000 levels by March 2011. Besides, we 
are not taking any measures to curb infl ation and expect it 
to come down based on mathematical assumptions.” Agrees 
Sivasubramanian of Franklin Templeton: “Infl ation remains a 
key downside risk for the domestic growth story—given that 
the trends in food infl ation are being increasingly driven by 
structural factors. Also, any reduction in risk appetite could 
dent infl ows and add to policy challenges on the balance of 
payments front.” 

So how are investors playing the markets? Says Neogi of Morgan 
Stanley: “Clients are now more disciplined aft er 2008 and they 
have been selectively booking profi ts where stocks have gone up 
many times over, without waiting for the rally to play out.” 

And it’s not just high networth investors but retail investors, 
too, who have been playing it safe. Th is skittish behaviour of 

 Flows should continue and I don’t see any 
major fundamental diff erence on the horizon 
that will change that.”

—Anup Maheshwari,
EVP and Head (Equities), DSP Blackrock Investment Managers

investors is making it tough for mutual funds, which have been 
net sellers of equities worth O21,700 crore in the past fi ve months. 
“We are being forced to sell because of redemption pressure. 
It’s surprising to see such concerted selling over a large period 
of time and a tad disappointing as well to see domestic inves-
tors not benefi ting as much as others are from the India growth 
story,” rues Maheshwari. As Chris Wood, strategist at CLSA, 
puts it: “Indian markets should be considered equivalent to one 
giant growth stock. Th e Indian market has no dividend sup-
port. Th erefore, you should only invest in India if you believe 
in the growth story. If you don’t believe in the infrastructure 
story in India, just sell it today.” Any takers? <

Email us at business@outlookindia.com

or SMS OLB<feedback> to 575758

Lead Lag Effect
The Federal Reserve balance sheet has a positive 
correlation with FII infl ows into India, albeit with a lag.

Note: 3MMA is three-month moving average
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