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A COUPLE OF THINGS YOU
MAY NOT KNOW ABOUT INDIA
Not long ago, the brightest graduates of
India’s elite Indian Institutes of
Technology (IIT) typically went to
work at New York investment banks,
Silicon Valley tech companies and
global consultancies. They went on to
head firms like McKinsey and
Vodafone, found companies like Sun
Microsystems and become senior
executives of a range of multinational
companies. They were a diverse group,
but they had in common that most of
them made their mark outside of India.
That has changed. The percentage
of IIT graduates now staying in India
after they graduate has doubled to an
estimated 70% in the face of job offers
from all over the world. They have
stayed in India because they see the
greatest opportunities for themselves at
home. Indians already studying in the
US apparently feel the same way, with
94% of those polled planning to return
to India.
Let’s look beyond the most highly
educated to India’s middle class —
defined as having more than $10K of
disposable income. The Indian middle
class is the fastest growing of all the
BRIC countries and is expected to
equal that of the US by 2020 (See
Figure 1). There are already as many
middle class households in the BRICs
as in the US or the Eurozone and this
trend does not seem to have nearly run
its course.

IS IT SAFE?
This is in broad strokes the basis for
India’s structural growth story and the
main argument for India as an
investment opportunity. But how has
India been affected by the recent
global recession and how might it fare
in any other crises perhaps still to
come? Is this not a time for the safety
of a mature economy rather than
chasing the prospect of long term
growth?
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Figure 1 Households With Disposable Income over $10,000
(Nominal Terms)

Source: Euromonitor

Sir Laurence Olivier memorably
and terrifyingly asked in the movie
Marathon Man, “Is it safe?” Perhaps
this is a relevant question for our own
unnerving times.
The head of the IMF, Dominique
Strauss-Kahn, or ‘DSK’ to his confrère,
recently commented that he did not
consider the West ‘safe’ after the
recent financial turmoil and that of
the 30 Million jobs lost since 2007
three quarters of those had been lost
in the West.

WHAT WILL HAPPEN TO INDIA
IF THERE IS A GLOBAL
RECESSION/DEPRESSION?
So, let’s assume that DSK is not only
right but positively spinning a bit and
that things get perhaps much worse.
Let’s assume that final demand in the
West does not recover for 10 years and
that there is a mid-sized currency war
(why not adopt the policy that made
China so successful?).
So, how have China and India, the
world’s leading high growth
economies, done in recent recessions?
Through the Asian economic crisis,
the burst of the dot-com bubble and
the Great Recession, India and China

grew in real dollar terms while the
world economy contracted (Figure 2).
China and India, like most of the
rest of the world, engaged in fiscal
stimulus to help prop up growth —
the difference between the two was
how much money they spent. As a
percentage of GDP, China spent the
most of the major economies, several
times what India did (Figure 3).
In fact, through the crisis and over
the last five years, India is one of the
few countries to have reduced its debt
as a proportion of GDP (Figure 4),
leaving it much better prepared for
any crises to come.
India needed little fiscal stimulus
in part because domestic household
consumption, the engine of its growth
and 58% of GDP, remained strong
through the downturn and it was
much less dependent on exports than
many of its peers (Figure 5).
Likewise, India’s central bank has
the standard monetary tools at its
disposal to deal with a downturn in
the economy — options that have
been largely exhausted in the West
(Figure 6). This is so because
beginning in 2006 India steadily hiked
rates and withdrew liquidity while the
US Federal Reserve did the opposite.

The Gloom, Boom & Doom Report

18

November 2010

10/25/10, 2:12 PM

Figure 2

China + India GDP Growth in Periods of Negative World
Growth (Current USD Billion)

Source: IMF World Economic Outlook Database

Figure 3

Fiscal Stimulus as a Percentage of GDP

Source: ICR

Figure 4

Change in Government Debt/GDP for BRICS, Japan, US and
UK (2005–2010)

Source: IMF World Economic Outlook Database
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Figure 5 Export Dependence as a % of GDP (2008)

Source: Edelweiss, Bloomberg, ICR

Figure 6 Indexed US Federal Funds Target Rate vs. India Reverse
Repo Rate (2007–2010)

Note: Both rates have been indexed to a value of 10 in January 2007
Source: Bloomberg

When the crisis did hit in the fall of
2008, India had room to increase
liquidity by lowering rates without
having to resort to the more exotic
methods employed in the US and
Europe. As policy rates remain fixed
near zero in the US, India has been
raising rates and withdrawing liquidity
since early this year.
India’s improved debt position,
domestically focused economy and
prudent monetary policy leaves it well
prepared for a future crisis and has not
dented growth. In fact DSK’s
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International Monetary Fund has
raised its 2010 GDP projections for
India four times, from 6.4% to 9.7%
most recently, as its forecasts attempt
to catch up with the reality of India’s
rapid expansion through the trough of
the global recession.

QE SUNSHINE WITH WHAT TO
FOLLOW?
Let’s take a different scenario in which
QE basically works and the world
economy ‘muddles along till it gets

better’ without another crisis in the
near future. The West will still face a
daunting set of structural factors: an
aging population, a dramatic increase
in debt and unfunded welfare
liabilities that will extend debt
burdens further.
The national balance sheets and
demography of Asia in general and
India in particular are far more
favourable. Up to a point this is well
understood, but the magnitude and
the duration of the advantage is
surprising.
India’s workforce is amongst the
youngest in the world and in this
regards, it stands apart from all other
major economies. A low dependency
ratio, the ratio of those too old and
young to work to those in their
productive years, has been the fuel for
many Asian growth miracles, most
notably China’s. While China’s
dependency ratio is now increasing,
India’s decreases steadily each year and
is expected to cross China’s in the
next decade or so. In fact, under the
UN’s favourable assumptions, India’s
dependency ratio will be better than
China’s ever was. This isn’t just about
ratios, but scale as well — India will
add more workers than any other
country in the world over the next
decade, nearly equalling China’s
workforce by 2020 (Figure 7). India is
getting larger, younger and more
productive.
With this transition in
demographics, comes additional
spending power; that rise in final
demand that is currently so elusive in
the West. Also, the much talked about
‘pyramid’ in the context of the Indian
consumer will be a pyramid no more,
come 2025 as the ranks of the middle
class swell (Figure 8).

BANKING ON INDIA
India’s banking system offers a good
example of these structural factors at
work. A growing population and
economy results in structural credit
growth at more than three times the
rate as the US, while credit
penetration remains very low relative
not only to the US but other emerging
markets. Importantly, credit quality is
very strong (Figure 9).
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Figure 7a
India and China Dependency
Ratio

Note: UN provides low, medium and
high population growth estimates. The
three dependency ratio lines are for
these three different growth scenarios

Figure 7b
Percentage Increase in Working
Population (2010–2020)

Source: NCAER, UN World Population Prospects, David Bloom, Morgan Stanley, UN, ICR

Figure 8

India’s Demographic Transition

Source: NCAER, UN World Population Prospects, David Bloom, ICR
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Figure 9

Indian vs. US Banking System

NON-PERFORMING LOANS

CREDIT GROWTH

Source: Bloomberg, Indian Economic Survey 1995, ICR

A lot of the praise for this belongs
to India’s Central Bank, the Reserve
Bank of India (RBI). While the US
Federal Reserve was arguably adding
fuel to the fire, India’s was keeping
prudential pace with the financial
innovation of the last decade. A time
line comparison of the regulatory
decisions taken by the two countries’
central banks is quite revealing
(Figure 10).

INVESTING TO MAKE MONEY
— HOW DO WE DO THAT
NOW?
It is estimated that 70% of the trades
on the NYSE are now algo/HFT and
it needs to be asked if slogging
through the search for fundamental
value in an emerging market is still
relevant in this brave new world. But
the high frequency traders swarming
over and next to the NYSE servers
are not a new breed of speculators;
they have long been with us. They
22
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are memorably visible in the image of
Jesse Livermore, the ‘boy plunger’
who profitably short-term traded the
tape prices of the ticker machine in
the bucket shop brokers in the 1890s/
1900s, but lost money when he tried
the same approach on the NYSE.
The bucket shop plunger in effect
had a visible price/small time
advantage over the exchange trader
and traded to that advantage. His
gains were their losses and of course
those gains/losses would not exist
without that inefficiency — they
cannot be therefore described as part
of the zero/sum game of investing as
the advantage is structural. It is a tax
on activity.
The more traditional form of
investing as practised by Warren
Buffet and others and indeed by
Soros, still, is based on a different
assumption than ‘faster than thou’; it
is ‘being right’ = stock/sector/trend
picking. If stock picking is
productive, where can it be done to

greatest effect, in the mature
economies or in emerging markets
like India?
Variance, both from underlying
value and from consensus estimates,
is an enduring feature of the Indian
market. For example in the June
quarter’s results, actual earnings
growth rates for various sectors
differed from analyst estimates by
anywhere from 9% to –45%
(Figure 11).
It is this variance that creates the
opportunities for active stock picking
and deep fundamental research of the
kind our Fund (the India Capital
Fund) performs, as our Fund’s
earnings continue to outperform
those of the companies in the
benchmark Sensex index (Figure 12)
over the last many quarters. This
variance in India’s earnings helps to
explain the high degree of variance
in its share prices: Correlations
between the MSCI index and a broad
group of individual stocks are far
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Figure 10

Timeline of Central Bank Regulations

US FEDERAL RESERVE

RESERVE BANK OF INDIA

Source: Center for Economic Policy and Research, Reserve Bank of India

Figure 11 Variance — Actual vs. Estimated Earnings Growth Rates for IIFL Coverage Universe
1QFY11 reported PAT growth
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Source: IIFL Research
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Figure 12 Sensex and ICF YoY Earnings Growth (Q3 2008 – Q2 2010)

Source: Prowess, ICR

lower for India than for a developed
country like the United States, one
reason why an index-replicating
strategy may leave something to be
desired in India.
Interestingly, stock picking is just
as relevant and potentially fruitful in
a crisis environment. In 2009, as asset
prices suffered the world over, so did
they in India. But what happened to
underlying earnings? Our fund’s
investments in banking and financial
services provide a good example
(Figure 13). Valuations suffered
between 2008 and 2009 as P/E ratios
fell in excess of 40%. But in the same
period earnings grew by over 20%!
Through most of the ‘financial
crisis’, the health of the financial
sector in India was actually
improving in the forms of lower
NPLs, growth in advances and
increased margins. As soon as market
fear receded enough to appreciate
that fundamental strength, valuation
multiples began to recover sharply,
only they have been applied to
markedly increased earnings and
equity bases that hadn’t suffered the
kind of overwhelming dilution as had
many Western banks, making the
Indian financial sector a stand-out
share price performer over the past
eighteen months.
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Figure 13

Percentage Change in P/E and Earnings for ICF EqualWeighted BFSI Portfolio (2008–2010)

Source: ICR, Bloomberg

Via the India Capital Fund (ICF),
we have invested in India since 1994
and have therefore seen many ups
and downs and just about everything
else besides. Most of our investors
also knew this about Indian banks,
and in 2008 and 2009 the ICF had
net capital inflow — in each of those
two, difficult years — with no gates

or other redemption limits.
And if the rest of the world
chooses again to re-value the best
Indian companies and banks sharply
down at a rate twice their actual real
EPS growth rate, which we had never
seen before in 16 years of doing this…
what a great opportunity. But why
would it?
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