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Investment Strategy
Black Gold Rises

“The older | get, the more | see a straight path where | want to go. If you're going to hunt elephants,
don't get off the trail for a rabbit.” — T Boone Pickens

This week we update our quarterly RICS asset pairs methodology.

Equities Vs Bonds

While acknowledging that forward earnings can be like a mirage in the desert, the forward earnings
yield differential between bonds and equities has moved to levels historically associated with
attractive returns for equities. On a trailing basis, the measure remains in neutral territory.

The trailing Price to Sales ratio is a purer approach based on top line, and is also approaching levels
historically associated with attractive equity environments, at roughly a standard deviation below the
10 year average. As discussed, the challenge for most firms has been managing rising interest costs
and credit liquidity efficiently enough to translate top line to profit delivery. Finally, market cap to
GDP has also shrunk below the historical averages, reflecting the massive damage that has been
inflicted on the broader market. As a result, our RICS asset pairs signal for equities moves to
Neutral between equities and bonds, from a slight negative for equities score last quarter.
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The Forward Equity Bond Yield Differential is Signaling an Attractive Environment for

Equities...
...and the India Premium Over MSCI Emerging Markets is Back to Long Term Averages
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The Price to Sales Ratio and Market Cap/GDP Also Signal Attractiveness for Equities...
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Large Cap Vs Mid Cap

Equity research analysts appear to be finding cheer at mid cap companies, that isn't readily apparent
to the macro investor community. The forward P/E ratio for mid caps has declined below its long
term average, while the forward P/E ratio for large caps remains above its average.

Revisions Data Favor Mid Caps

Further, the eps revisions data demonstrates an uptrend since late last year in midcap earnings
revisions, while revisions for the Nifty 50 remain largely static. Mid caps appear to be witnessing
improving momentum relative to large caps. Finally, the discount to analyst estimated levels is
marginally higher for mid caps relative to large caps.
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The Mid Cap Forward PE Ratios are Back to Long Term Averages, Lower than Nifty P/E

Ratios...
...However, Let's Remember that Forward Earnings Are Notoriously lllusive
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The Forward Equity Bond Yield Differential is Signaling an Attractive Environment for
Equities...
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The Forward Equity Bond Yield Differential is Signaling an Attractive Environment for
Equities...
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Sanctum Asset Pair Model Recommends a Minor Tilt to Mid Caps over Large Caps

Our asset pair comparison suggests a minor overweight to mid caps. We temper our
recommendation by noting that the price action has not yet demonstrated any beginning of an
outperforming move in midcaps. Also, we note that forward earnings can often be a chimera, and
the basis of our change in recommendation is on forward earnings and earnings revisions. Normally,
we have found it prudent to follow the market, not lead it. Therefore, we'd be conservative in the
allocation tilt towards mid caps, and stagger allocations over a period of time.
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Recommendation: Multi Cap Fund Titans

One way to achieve a tilt is by increasing exposure to multi cap funds. Our in-house multi cap fund
now sports a P/E of 23.5 times FY20, lower than the market despite delivering consistent 16-18%
earnings growth. During the recently concluded quarter, as well, Titans portfolio delivered 15.2%
earnings growth, compared with mid single digits for the Nifty 50. Titans has outperformed its
benchmark (NSE 200) by 7.4% over the past six months, and 5.2% YTD.

Mid Cap Underperformance Continues With No Sign of a Relative Improvement
\
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Corporate Bonds Vs G-Secs

The spread between the 10 year g-sec yield and the repo rate has compressed
meaningfully. However, the spread between corporate bonds and g-secs has widened over the past
few weeks, as the government bond has moved lower tracking short term rates. Corporate bond
yields have moved lower, but by less, therefore leading to spreads increasing to historically high
levels.

The spread between g-sec yields and AAA yields remains consistent across the short and long end
of the curve. Therefore, there is no advantage that appears evident on the short or long end.

The Spread Between the G-Sec and Corporate Bonds Has Widened to Above Average Levels
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While the Repo Rate to 10 Year G-Sec Spread Has Narrowed...
...G-Sec Vs AAA Spreads Remain Wide Across the Yield Curve
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Corporates Have Not Tracked G-Secs Lower One for One
The inability of corporates to track govt yields lower could be the consistent, negative news flow,
with Altico being the latest default announcement. Further exacerbating the situation, CRISIL has
downgraded the highest number of corporates since Q3 2017, and the upgrade downgrade ratio is
now notably negative for the first time since Q3 2017. These downgrades feel about a year late from
our perch. The pairs model was positive on corporate bonds and now squarely at Neutral
between corporates and g-secs.
CRISIL Downgrades Have Picked Up Meaningfully As They Did in Q2 and Q3 2017 ...
..Meanwhile, the India U.S. 10 Year Spread Remains Barely Below the Long Term Average at
498 bps
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USD Vs Rupee

FI flows into equities appear to have bottomed, and Fl flows into debt remain healthy. FDI flows
remain strong. However, the crude oil price spike is a negative for INR. While forex reserves remain
healthy, and the import cover has improved of late, the biggest risk remains movements and geo-
political risks emanating out of the Middle East. Therefore, while our model has a Neutral rating,
it does not reflect the recent Saudi attack news, and we would be watchful for any negative
impacts of rising crude on the Rupee, i.e., a Weakening of the Rupee. Should there be a sharp
move, we'd expect the RBI to come in and engage in stabilizing measures.

Gold

With stimulus by the ECB, essentially the central bank is all in. Gold saw this before investors did,
and likely reflects the news already. Gold has witnessed a clean breakout across fundamental and
technical metrics. With further QE likely in coming months, Gold deserves an allocation in investor
portfolios. Our RICS model has moved from a negative rating on Gold last quarter to a
positive +1 score, signalling an overweight on Gold relative to cash.

Gold Rising Despite a Rising Trade Weighted Dollar...
...The Gold to Copper Ratio Signals a Weak Global Environment and QE
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Outlook

Equities

Crude Oil Risks

On to the big news this weekend. The coordinated 10 drone strike on Saudi oil Aramco facilities is
being linked to Houti rebels, backed by Iran. Consider it retribution for U.S. sanctions on Iran and
Iran becoming increasingly belligerent with regard to Saudi’s actions. Many months ago, we had
written about the need for our government to make crude import a matter of national security and
stability, and consider hedging the acquisition price of oil. Certain latin American countries do
this. The news this weekend presents a risk to India’s economy and nascent recovery, and leaves
the economy captive and vulnerable to external shocks.

Crude oil could spike higher in the short term. This could add pressure on the fiscal, if the move is
sustained in nature.
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