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iFAST Research Update:  
India: Downgrading one of the best-performing 
equity market of 2021 

 
 

• India’s recovery looks increasingly fragile due to upside risks in inflation and an aggressive RBI. Once 
growth disappoints, we expect earnings for Indian equities to be cut.  

 

• We expect steeper EPS downgrades moving forward due to domestic and global macro risks, as well as 
impending profit headwinds. EPS cuts should first come from cyclical sectors with a global revenue 
exposure.  

 

• Valuations are currently stretched and we see elevated risk of contraction. At a forward PE of 21.0X, it is 
trading at a 17% premium to the long-term average. The region is now the most expensive market across 
major EMs. 

 

• We expect considerable near-term downside given the risk of valuation contraction and EPS downgrade. 
Longer-term upside potential is also muted (10% by March-2025). 

 

• Despite near-term headwinds, India’s secular growth potential remains intact, driven by secular domestic 
tailwinds and positive reforms. This supports a case of re-entry once the risk-reward balances. 

 
This year has been a roller coaster ride for the volatile Indian equities. After a -15% sell-off in the second quarter, 
the Sensex Index rebounded 17% early in the following quarter, paring losses from 1H22. Indian equities have 
remained close to its all-time high despite muted returns year-to-date (Chart 1). After strong returns last year and 
relatively decent performance in the year thus far, we believe Indian equities have run its course. With the risk-
reward looking increasingly unfavourable, we are downgrading Indian equities and in this article, we outline the 
reasons why. 
 
Chart 1: Sensex Index near an all-time high despite the market gyration this year 
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Unabating macro headwinds a potential roadblock to recovery 
 
Inflation remains stubborn in India, fuelled by persistently robust food inflation, driving headline CPI from 6.7% year-
on-year (YoY) in July to 7.0% YoY in August (Chart 2). Food prices, in particular, are significant in determining India’s 
inflation outlook given its outsized 46% weight in India’s CPI basket. The unfortunate combination of declining 
production, higher export demand, and adverse weather conditions has catapulted food prices in India higher. Given 
the multiple demand and supply-side factors driving food prices and the difficulty in ascertaining when these will 
fade, we expect heightened food prices in the near-term, which should keep India’s CPI inflation elevated. 
 
The extreme weakness in the rupee will further add to the upside risk in inflation. The rupee has continued its march 
downwards this year, falling to a record low against the dollar despite the Reserve Bank of India’s (RBI) intervention 
via its foreign currency reserves (Chart 3). We expect the downward pressure on the rupee to continue given the 
likelihood of larger Fed hikes (relative to the RBI), and pressure from India’s gaping trade deficit. The weakening 
rupee will continue to exert inflationary pressures through the import channel, and the lagged impact of this 
transmission could mean upside risks for India’s CPI in the next few quarters. 
 
Chart 2: Driven by strong inflationary pressure from food prices, India’s CPI remains above RBI’s upper limit (CPI 
target) 

 
 
With these upside risks to India’s inflation likely keeping it above RBI’s inflation target longer than expected, we 
expect the central bank to defend its aggressive stance with further rate hikes. Further, we think i) the aggressive 
pace at which major central banks are hiking rates, and ii) larger rate hikes as a mean to defend the rupee, are 
considerations that may embolden the RBI’s rate hike decision. 
 
Our view on India’s inflation and the expectation of RBI’s aggressive commitment lead us to expect stickier macro 
headwinds in the near-term. While India’s PMIs indicate a robust recovery since August, we remain cognisant of the 
growth risks and are less sanguine on the sustainability of this recovery, especially amidst cooling global growth and 
tighter financial conditions. Once growth starts to disappoint, we expect earnings for Indian equities to be cut. 
 
Chart 3: RBI has been drawing down on its USD foreign reserves to defend the rupee but to little effectiveness 
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Steeper EPS downgrade incoming 
 
While EPS downgrades are a common occurrence (Chart 4), what we are concerned about this time is the likelihood 
of steeper downgrades for Indian equities moving forward, suggesting a greater risk of equity downside. We think 
further negative EPS revision is highly likely, with escalating domestic and global macro headwinds (as outlined 
above) expected to weigh on firms’ profitability. Management guidance during the recent earnings calls has signalled 
increasing concern on rising input cost despite price hikes. More broadly, aggregate margins for Indian corporates 
have seemingly peaked and are starting to decline (Chart 5). 
 
Thus far, EPS downgrades for Indian equities are around -0.8% but we expect the region to see downgrades of around 
-10% this FY, barring an outright recession or a shock to the equity market. EPS downgrades are likely to come in line 
with levels seen over the past five years (Chart 6). Furthermore, we expect EPS cuts to first come from cyclical 
sectors (industrials, materials, energy, and financials), especially those with a global revenue exposure, as a result of 
softening global demand. 
 
Chart 4: Indian equities tend to experience EPS downgrade across the fiscal year 
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Chart 5: Margins are peaking and are starting to decline 

 
 
Chart 6: Historical EPS estimate trajectory imply steeper downgrades in the coming quarters 

 
 
Valuations have surged and are trading at elevated levels 
 
Following a steep nine point valuation de-rating early this year (from a year-to-date peak of 27X to a trough of 18X), 
the forward PE ratio of Indian equities briefly fell back to levels in line with its historical average. However, this was 
short-lived as the rally in 3Q took valuations back towards the one standard deviation level. As such, the Sensex Index 
is currently trading at a forward PE of 21.0X, a 17% premium to its long-term average and around peak levels seen 
pre-Covid, between 2017 to 2020 (Chart 7). 
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Chart 7: Forward PE multiple has become pricey again after the recent rally;  
Current level are around pre-Covid peaks 

 
 
On a regional level, Indian equities have also become pricier relative to the broader basket of Asian stocks (gauged 
by the MSCI Asia ex-Japan Index).  While the former tends to trade at a higher forward PE multiple to Asian equities, 
this premium has widened after the rally in 3Q as valuations for Indian equities expanded while that of Asian equities 
contracted.  
 
Indian equities are now trading at an elevated 75% premium to Asia, relative to a long-term average of 34% premium 
(Chart 8). In other words, this implies that Indian equities are now twice as expensive as compared to Asian equities. 
On a more granular level, Indian equities are the most expensive market across major emerging markets (Chart 9). 
Not only do Indian equities trade at the highest PE, but also at a staggering 34% premium over the next most 
expensive equity market, Thailand. Also worth noting is India equities’ valuation premium relative to China, which is 
also at a near-historical wide of 92% as compared to the long-term average of 48%.  
 
With absolute and relative valuations already at elevated levels and the likelihood of additional EPS downgrade 
stretching multiples further, we expect greater pressure on valuations moving forward. This is concerning as we now 
see greater risk of a steeper valuation contraction upon the emergence of negative catalysts, especially with the 
global hawkish rhetoric already exerting pressure on multiples. 
 
Chart 8: Indian equities are trading at a larger premium relative to Asian ex-japan equities, even when compared to 
the past five years 
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Chart 9: Indian equities are the most expensive market across major emerging markets 

 
 
Secular growth opportunities remain intact despite headwinds 
 
Despite the above headwinds, India’s secular growth potential remains firm and intact given secular domestic 
tailwinds and positive reforms (list of tailwinds and reforms in Table 1). The nation has favourable secular domestic 
tailwinds, such as a rising middle class and a relatively young population, both of which will support the long-term 
growth prospects of India, especially the consumption story. The reform momentum has been fairly consistent over 
the last few years despite Covid-19. A multitude of minor and major changes, such as a reduction in corporate tax 
rates and the production-linked incentive scheme, were implemented and much welcomed by investors. Additionally, 
policymakers have also been vocal about sustaining structural reforms after Covid-19.  
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Arguably, one of the biggest structural drivers for India will come from its position as a key beneficiary of the 
relocation of supply-chain away from China. This has arisen partly due to ongoing US-China tensions, as well as 
China’s shift away from a manufacturing/export growth model. We believe India is a prime location for international 
supply chains given the nation’s wage advantage, pro-business environment, and government incentives. 
 
Table 1: List of major reforms and secular domestic tailwinds 

Reforms and secular domestic tailwinds 

 

Demographic 

dividend 

• Maturing of India’s age structure is expected to drive upward 

income mobility as workforce and income rise, leading to greater 

consumption across all categories. 

• India currently has a favourable share of working-age population 

(15-59 years old, almost 60% of its total population) which is 

expected to increase further. 

 

Middle-class 

transformation 

• The middle-class population in India is almost 400 million strong 

and is expected to reach over 800 million by 2030. 

• Spending by the middle class accounts for more than 70% of 

total expenses, and this value is expected to exceed 80% by 

2030. 

Evolution in 

consumer 

behavior 

• Consumer behaviour in India has rapidly evolved in recent years. 

Premiumisation and consumption upgrading will fuel 

incremental spending across both goods and services. 

Reduced 

corporate tax rates 

• In September 2019, corporate tax rates were reduced from 30% 

to 25% for existing companies, and from 25% to 17% for new 

companies. Corporate tax rate in India is now one of the lowest 

in Asia. 

Strong CAPEX 

push 

• India’s government is continuing with its massive CAPEX push, 

supported by the 2022 budget. The government aims to raise 

CAPEX by 35% or 2.9% of the GDP, in the next financial year. 

Supply-chain 

diversification 

• India is a prime location for businesses that want to diversify 

away from China given the nation’s wage advantage, pro-

business environment, and government incentives. 

• This trend has exacerbated in recent years given the volatile 

geopolitical climate, and will likely continue. 
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Production-linked 

incentive scheme 

• Launched in 2020 (until 2025-2026), this scheme provides 

support in the form of financial incentives to 14 key sectors in 

India. It aims to boost domestic manufacturing, attract large 

investments, create jobs, enhance export capabilities and reduce 

import dependency. 

 
Growth potential held back by unfavourable risk-reward 
 
With a higher risk of valuation contraction and EPS downgrade happening, we expect considerable downside based 
on our analysis of Indian equities’ sensitivity to EPS revision and changes in PE ratio. As shown in Table 2, assuming 
the consensus forward PE remains the same at 21.0X, a negative EPS revision would imply negative returns by March 
2023 (end-FY2023) at current price (as of 27 September 2022). A one point forward PE contraction (from 21.0X to 
20.0X) with negative EPS revision between 0% to -10.0% would imply a greater downside of between -5% to -14%. 
 
Even if the forward PE expands (above 21.0X), which we believe is challenging, the margin of safety for positive 
returns when EPS is downgraded is slim. At a forward PE of 22.0X, a negative EPS revision of more than -4% would 
result in negative returns, while at a forward PE of 23.0X, this threshold widens to -8.5%. Therefore, with a heightened 
likelihood of negative EPS revision and a higher risk of valuation contraction, we believe the downside risk for Indian 
equities has escalated in the near-term. The risk-reward has become increasingly asymmetrical with the risk 
outweighing the reward. 
 
Table 2: Implied upside/downside based on sensitivity of Sensex index to EPS revision and forward PE ratio 

 
 
With our designated fair PE of 19.0X and EPS projections after adjusting for downgrades, we project a target price 
of 62,900 for the Sensex Index by Mar-2025 (end-FY2025) (Table 3). This implies a maximum upside potential of 
10% which has been compressed by Indian equities’ surge in valuations. In our view, the potential return which Indian 
equities offer over the next 1-2 years pales in comparison to regional peers, such as China and the broader and 
diversified Asia ex-Japan equities, both of which offer stronger longer-term returns as valuations remain notably 
cheaper. 
 
On balance, we downgrade Indian equities - which are still trading near an all-time high (gauged by the Sensex Index) 
- given i) unabating macro risks, ii) incoming EPS downgrade, iii) expensive valuations, and iv) unattractive returns. 
However, the long-term outlook and secular growth opportunities remain intact, supporting a case of re-entry once 
the risk-reward balances out. We downgrade Indian equities’ Star Rating from 2.5 Stars “Neutral” to 2.0 Stars “Not 
Attractive”. 
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Table 3: Projected upside for Indian equities remain muted over the next 1-2 years 

 
 
Chart 10: Earnings forecast and price performance of Sensex Index 
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Disclaimer 

  
This article is not to be construed as an offer or solicitation for the subscription, purchase or sale of any fund. No 
investment decision should be taken without first viewing a fund's prospectus, product highlight sheet (PHS), and 
if necessary, consulting with financial or other professional advisers. Any advice herein is made on a general basis 
and does not take into account the specific investment objectives of the specific person or group of persons. 
Amongst others, investors should consider the fees and charges involved. The relevant prospectuses have been 
registered and lodged with the Securities Commission. Past performance and any forecast are not necessarily 
indicative of the future or likely performance of the fund. The value of units and the income from them may fall as 
well as rise. Where a unit split/distribution is declared, investors are advised that following the issue of additional 
units/distribution, the NAV per unit will be reduced from pre-unit split NAV/cum-distribution NAV to post-unit split 
NAV/ex-distribution NAV. Where a unit split is declared, investors should be highlighted of the fact that the value 
of their investment will remain unchanged after the distribution of the additional units. All applications for unit 
trusts must be made on the application form accompanying the prospectus. The prospectuses and PHS can be 
obtained from ifastcapital.com.my. Opinions expressed herein are subject to change without notice. Please read 
our disclaimer on the website. 
 
Investment involves risks. It is as likely that losses will be incurred rather than profit made as a result of buying 
and selling securities, commodities, foreign exchanges, derivatives or other investments. The price of a security 
may move up or down, and may become valueless. Past performance is not necessarily indicative of future 
performance. Foreign investments carry additional risks not generally associated with investments in the domestic 
market, including but not limited to adverse changes in currency rate, foreign laws and regulations. This document 
does not and is not intended to identify any or all of the risks that may be involved in the securities or investments 
referred to herein. Investors should read and fully understand all the offering documents relating to such securities 
or investments and all the risk disclosure statements and risk warnings therein before making any investment 
decisions. 
 
The securities, commodities, foreign exchanges, derivatives or investments referred to in this document may not 
be suitable for all investors. No consideration has been given to any particular investment objectives or experience, 
financial situation or other needs of any recipient. Accordingly, no representation or recommendation is made and 
no liability is accepted with regard to the suitability or appropriateness of any of the securities and/or investments 
referred to herein for any particular person's circumstances. Investors should understand the nature and risks of 
the relevant product and make investment decision(s) based on his/her own financial situation, investment 
objectives and experiences, willingness and ability to bear risks and specific needs; and if necessary, should seek 
independent professional advice before making any investment decision(s). This document is not intended to 
provide any professional advice and should not be relied upon in that regard.  


