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The Case for P/E De-rating of Indlan Markets

PANKAJ MURARKA

India is the mostexpensive equity
market globally Indian markets
trade at 19 times FY20 expected
earnings, whichis atasignificant
premium toglobal emerging mar-
kets(EMs).

The traditional valuation premi-
um that India has enjoyed over its
peers has beendriven by combina-
tionof highearningsgrowth,
superiorqualityof growthand
expectations around sustainability
of highgrowth.

Theeuphoric reaction of stock
markets to the decisive mandate to
the Incumbent gover nment wason
accouniof expectations thata
single party government willbe
unconsirained and will take deci-
sive pro-growth policy initiatives to

drive sustainable high growth in
India.

Someof theseexpectations about
future growth need to be recalibrat-
ed, now that the first policy docu-
mentof the new government—the
udget— isoutand there areno
stimulior quick Nixes in it to revive
India’s growth.

Economic growth has moderated
slgnificantly with the GDP growth
InQ4of FY19having toucheda low
of 5.8%. Even the RBI has reduced
its growth expectations for the
ensuing year to 7%, acknowledging
the slowdown in the economy and
growth head winds going forward.

The Indian economy has been
persistenty growing below its
potential for over flve vears now
and what was perceived as cyclical
slowdown is becoming the new
normal for growth. Prolonged
periods of below potential growth
tend to inherently lower the future
potential growth of theeconomy:

‘Wi have had this optical illusion
about India being the fastest grow-
ingeconomy inthe world, Butthat Is
ahalf-truth. India being the fastest
growing economy, ahead of China,
has tobeen seen In the context that
Chinese growth had moderated from

apeakof 14% In 2007 t06.5% In 2018,
Chinese growth drivers like the
demography, investments, working
age population, etc. have peaked and
China is inthe processof engineer-
ing asoft landing for their economy.
India’s currentgrowth at6.5% 1s
farbelow the peak growthof 10%
achieved in 2007 despite the fact that
unlike China, our growth drivers
arenascent and will keep ascending
for the next decade. Sohere is the
dichotomy— while our growth
drivers are asconding, the economic
growth s moderating.
China grew at 10% fOr over 25 vears
which catapulted it into the second

largesteconomy in the world. Even
today, at 6% real growthona$13
trillion base, China is still adding
$760 billlon of output per annum to
1ts GDP as compared to India’s
modest $180bilion.

Due togrowth moderation, we have
hadalostdecade asfar ascorporate
earnings are concerned The ratio of
corporate proflts to GDP has de-
clined from 8% in 2007 t03% in2018,
which reflects significant margin
erosion for corporate Indla. Dueto
thesharp compression in profit
margins, the earnings growth for
corporate India hassignificantly
trailed nominal GDP growth over the

courseof the lasidecade. Nifty
edarnings havegrownat a mere 7%
CAGR over the last 10 years from
FY 2008 to FY2019.

Finally, there has been deteriora-
tlon inquality of earnings in India.
Nifty returns onequity (ROE) has
declined from 22% In 2007 t013% In

2018 and now 1s In line with other
EMslike Brazil, Russia, Chinaand
g Indonesia. The current ROE of
= Nifty isbarely above the cost of
capital. The costof capital ishighin
2 Indianotonly due tohigher risk-
Z freeratesbutalsodue to poor corpo-
rate governance and higher mis-
allocation of capital.
India’growth has converged with
jts EM peers and the quality of
growth has deteriorated. Indlano
longer warranis the valuation
premium over its peers that it has
enjoyed over the last 20 years. The
government does not intend to
provide stimulus to revive animal
spirtis in the economy, Now, it's lefi to
each of the constituentsof theecono-
my to rekindle their own spirits to
drive India to high growth trajectory
Until then, there is a case for P/E
de-rating for Indian equity markets.
(Theauthor Isfounder, Renalssance
Investmenit Managers)




