Corp earnings potential
justifies high valuations

MFs are the cheapest way to access the market,
but distribution reach is critical to convey that
message, says Morgan Stanley’s Jayesh Gandhi

JAYESH Gandhi disagrees with the widely-held view
that Indian shares are expensive. In an interview with
Deeptha Rajkumar, the executive director of Morgan
Stanley Asset Management says that his fund is overweight
on industrial capital goods, automobiles, pharmaceuticals
and financials. Excerpts:

The general perception among fund managers
is that Indian shares are overvalued. Do you
agree with that assessment?

Valuations are currently at a small premium to
long-term averages, hence can’t be termed as ex-
pensive. They are fair, factoring current corporate
earnings as well as potential higher earnings in the
future. Historically, Indian corporate earnings
have accelerated ata pace above 20%, as the econ-
omy achieves and sustains real GDP
growth of 8% and above. The strong cur-
rent GDP growth is likely to be sustained
for the next few years and the equity mar-
ket is, in a way, reflecting that optimism.

What are your top bets currently?

In terms of our sector bets, we are over-
weight on industrial capital goods, automobiles,
pharmaceuticals and financials in our portfolio.
Our portfolio bets are towards companies and sec-
tors which can benefit meaningfully from India’s
low-cost knowledge economy and manufactur-
ing base as well as the strong economic growth
environment. We like companies that can grow in
terms of scale and size over the medium term with
capital efficiency.

Retail investors continue to stay away from the
market despite the steady rise over the past
many months? What is your advice to them?
Equities deliver the right results over long term.
Hence, domestic investors should ideally take a
long-term view with their investments, and not
try to time the market. The Indian market today,
and for the foreseeable tuture, will be influenced
by both local and global events. Given this, there
will always be multiple factors at play at a given
point of time, making it extremely difficult to pre-
dict short-term movements. Individual investors
should use the systematic investment route (SIP)
to invest in diversified equity funds, to benefit
from long-term growth in equities.

Local mutual funds have been net-sellers for
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the past three months. Is the problem to do
with redemption pressure, or is it an issue at
the distribution level?

Domestic flows have been relatively weak on ac-
count of net outflows from equity funds over the
past year. There have been redemptions and the
fresh inflows are not at the desired level due to va-
riety of factors, like market valuations, the struc-
tural changes to the distribution model for the fund
industry, to cite a few.

Today, mutual funds are the cheapest and the
most convenient way to access the equity market,
but distribution reach is critical to get that message to
investors. In the new regime, distributors have to be
compensated for their effort by the asset manage-
ment company as well as the investor, and finding
the right equilibrium in that process has
taken more time than expected. Only
when that happens, will we see distributors
reach out in a more meaningful manner,
and investors benefit from that effort.

Between large caps and mid-cap
stocks, which segment would you be
more inclined to?

In the current accelerating economic environment,
over the medium term, mid- and small-caps stocks are
most likely to outperform large caps, but with a high
level of volatility. Our mid-cap allocation has gone up
inrecent times and currently stands at round 40%. We
have a basket of around 20 mid-cap names, spread
across sectors, each stock picked on bottom-up re-
search and with measured allocations so that stock-
specific risk is not high. Mid-caps are an important
source of alpha for the portfolio, but the volatility
makes risk management critical. Hence, we believe a
combination of quality large-caps with select growth
mid-cap stocks can deliver better risk-adjusted returns.

How would you link commodities and equity
markets at this point?
Commodity prices, particularly crude oil, metals and
ores are soft, largely because of slow economic
growth outlook in China. A slower growth in China
may affect the bull case for many of the commodi-
ties. Metal prices may remain soft or range-bound
for a prolonged period of time. This is good
news for India, particularly from an inflation point of
view and would be one of the key reasons for
our outperformance.
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