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Summary

Indian equities have recorded enviable performances since the pandemic sell-off, having more than doubled
since the low point in late March of 2020 and outperforming emerging markets by 50 per cent in dollar terms

A

A From a valuation standpoint, there is no support for the premise of overbought small caps relative to large
caps, as evidenced by a shrinking price-to-earnings ratio premium of small caps vs large caps

A

A

Small caps have alsc displayed better improvements in their profitability ratios relative to large caps
The financial metrics indicate that the outperformance of small caps over large caps is justified

Most equity markets around the world have had a good run since the Covid panic attack in March 2020, but few have
had it as good as India equities. In dollar terms, MSCI India has almost exactly doubled since the end of March last
year, beating the MSCIl Emerging Markets by a ratio of two to one and even outperforming the S&P 500 by around 25
per cent. Within Indian equities, small caps have also significantly outpaced large caps in the recent rally. Some
attribute this favouritism toward small caps to increased participation by retail investors in the recent rally and predict
that a reversion will happen sooner or later after the retail frenzy dies down. In this article, we will examine whether this
assessment is justified or not.

A stellar performance

Indian equities have recorded enviable performances
since the pandemic sell-off, having more than doubled

Figure 1 : Indian equity total return by market cap (in INR since Dec 2019)
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Some have theorised that the favouritism toward small
caps is due to increased retail participation in the Indian
stock market. In fact, a report from the National Stock
Exchange of India indicates that retail investors account
for 45 per cent of total stock turnover in FY 2021, up by 6
percentage points from the previous year. Is this over-
hyped retail optimism? Will mean-reversion happen in
small caps as a result?
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Source: Bloomberg, data as of August 2021

Investment involves risks. Past performance is not indicative of future performance. Any forecast, projection or target where provided is indicative only and is not guaranteed in any way. HSBC
Asset Management accepts no liability for any failure to meet such forecasts, projections or targets. For illustrative purposes only and does not constitute any investment recommendation in
the above mentioned sectors, asset classes, indices or currencies. The views and opinions expressed herein are subject to change at any time.
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Figure 2: MSCI India Small Cap: total return and PE premium to large caps Figure 3: MSCI India Mid Cap: total return and PE premium to large caps
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Improving valuations relative to large caps

Small caps, and mid caps to a lesser extent, have vastly outperformed large caps since the March 2020 sell-off. Some
are beginning to postulate that a reversal somewhere down the road is likely, especially when the current stock rally
has been driven in substantial proportion by retail buying. Such a reversal could happen if small caps are indeed
overbought relative to large caps, in which case we should observe an increasing valuation premium of the former vs
the latter. Reviewing five years of performance history, we see that prior to 2020, the returns of small caps indeed
tracked their price-to-earnings premium over large caps very closely (see figure 2), suggesting that small caps
performance reflected mostly the ups and downs of investors’ sentiment toward these companies. Financial metrics in
general were erratic throughout most of 2020 for obvious reasons, but ever since November of last year, the small vs
large caps PE premium has been precipitously dropping, all the while small caps are reaching ever higher heights. In
fact, the premium is at 17 per cent now, below the five-year average of 21 per cent. In short, there is no support for the
premise of overbought small caps relative to large caps. A similar but less pronounced case could be made for mid
caps, as shown in figure 3.

Improving profitability relative to large caps

We have just demonstrated that from a valuation perspective, the recent outperformance of small caps over large caps
is not unreasonable. But what do the profitability metrics tell us? Figure 4 illustrates that the return-on-equity of both
small and mid caps have taken a much harder hit during the pandemic compared with large caps, but they have also
been catching up much more quickly in the ensuing recovery. In figure 5, the return-on-capital metric, which measures
the return on both equity and debt, shows that both mid caps and small caps have even surpassed large caps in
profitability in recent months. Yet another piece of evidence showing that small caps’ outperformance might be rational.

Figure 4: India equities’ return-on-equity since March 2020 Figure b: India equities’ return-on-capital since March 2020
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Investment involves risks. Past performance is not indicative of future performance. Any forecast, projection or target where provided is indicative only and is not guaranteed in any way. HSBC
Asset Management accepts no liability for any failure to meet such forecasts, projections or targets. For illustrative purposes only and does not constitute any investment recommendation in
the above mentioned sectors, asset classes, indices or currencies. The views and opinions expressed herein are subject to change at any time.
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Fixed income

Government bond yields (%) Government 10-year yield over time
%
1-year 3.86 3.98 8.0
3-year 4.62 4.90 70
6.0
5-year 8.73 5.72
5.0
10-year* 6.23 6.05 Jul-2016 Jan-2018 Jul-2019 Jan-2021

* Erstwhile ten-year benchmark security

Bl HSBC Global Asset M t f -July 2021
Source: Bloomberg, data as of end-July 2021 Source: Bloomberg, HSBC Global Asset Management, as of end-July 20

The yield curve saw a steepening trend in July as the shorter end of the curve was supported by ample liquidity. The new ten
year bond was issued at 6.1 per cent in mid-July and closed the month at 6.2 per cent, while the erstwhile ten year bond inched
up to 6.23 per cent by the end of July, from 6.05 per cent of the previous month. With the RBI concentrating its government
security acquisition programme 2.0 purchases across the yield curve and especially in off-the-run securities, the ten-year
underperformed in relative terms.

Corporate bond yields by rating

Corporate bonds closed the month around 15 basis points
m lower in the 3-year space; around b basis points lower in
the b-year space; and marginally higher in the 10-year
4.90 5.20

2-year segment.
NBFC
3-year 5.75 5.80 With the RBI taking delivery of its forward foreign
exchange book, a reasonably steep curve and an attractive
2-year 4.47 4.72 roll down, the belly of the yield curve continues to be
reasonably attractive. INR credit spreads, while having
pSU e R 829 ?nched lower in July, are likely to .stay within a tight range
5-year (2026) 5.90 5.93 in the near future as supply remains muted.
10-year 6.88 6.81 With a reasonably well anchored US policy stance, select
USD bonds in the short end of India’s corporates are
Source: HSBC Asset Management, Bloomberg, data as of end-July 2021 suitable for carry, gi\/en better synthetic yie|d5_

Macro metrics

m July 2021 June 2021 For a.second month in a row, CPI |nflgt|on came in
marginally below consensus expectations, after the sharp

CPI inflation 5.6% 6.3% increase in May. This was because food inflation stayed
o . . muted. However core inflation remained high at 5.9 per
WP inflation 11.2% 12.1% cent, albeit declining from a high of 6.4 per cent in May.
July 2021 June 2021 WP stayed elevated on the back of high commodity
prices.
Foreign reserves $621 billion $609 billion

The rupee traded in a narrow range during the month
Rupee spot price July 2021 June 2021 tracking the moves in global markets. Forex reserves

continue to remain robust as the RBI continues its build
USD-INR rate 74.42 74.33

up of reserves, while smoothing the volatility of the

exchange rate.
Source: RBI, Bloomberg, data as of end-July 2021
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Equity

Performances of Indian indices vs emerging markets

Nifty 50 Index INR 1.6
S&P BSE Sensex Index INR 1.7
MSCI India Index usD 0.2
MSCI Emerging Markets Index usb -6.5

* Cumulative two-month return from beginning of June to end of July
Source: Bloomberg, as of end-July 2021. For illustrative purpose only.

MSCI India dollar returns — breakdown by sector

Csector | Juneduly retum 04) | YT rturn 0

Real Estate 14.2 42.4
Information Technology 7.9 21.1
Materials 7.4 49.7
Communication Services 4.0 5.1
Industrials 2.7 27.7
Health Care 2.0 12.0
Consumer Staples 1.8 5.8
Financials -1.6 8.5
Consumer Discretionary -3.0 9.8
Energy -7.3 3.4
Utilities -17.3 -0.7

* Cumulative two-month return from beginning of June to end of July
Source: Bloomberg, as of end-July 2021. For illustrative purpose only.

Foreign investor inflows into Indian equities
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Source: Bloomberg, HSBC Global Asset Management, as of end-July 2021. Total return in local currency terms.

The Indian equity indices have made modest
gains of around 1 to 2 per cent in June and
July. During this time period, Indian stocks
have performed much better against emerging
markets peers, whose economic activities
have been more severely impacted by the
coronavirus in recent months.

In terms of sector performances, real estate,
information technology and materials were the
best performers in June and July. Information
technology’s recent performance has been
helped by solid quarterly earnings. On the
back of rising commodity prices, materials is
the top performer year to date, continuing its
strong run relative to other sectors throughout
this year.

Communication services remain a laggard so
far this year, but another underperformer —
consumer staples — are gaining traction after a
slow start in the year, as the Covid situation
eases.

After two months of foreign investor outflows
from Indian equities, the trend was reversed in
June with $2.4 billion of inflows recorded.
Outflows resumed again in July, but at a smaller
amount of $1.5 billion. Since the second wave hit
in April, foreign investors’ sentiment toward
Indian equities have been fluctuating, although
the net outflows across the four months from
April to July are relatively small, at $800 million,
compared with historical numbers.
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