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India: Bad Is Good And Worse Is Even Better—Part III—Buy Indian Equities 

Review of Part I and II 

In Part I and II of this series, I talked about the slowdown in India growth and the factors driving that slowdown. These 

pieces go over the first two components of my strategy framework: a description of the macro theme and an economic 

framework around that theme. In today’s commentary, Part III, I will set out the third and fourth component of my 

framework: identifying potential repricing events and identifying asymmetric trades based on those repricing events. Before I 

do that, I will review some of the key results uncovered from my fundamental economic framework that highlight potential 

repricing events. As shown in Figure 1 below, economic growth has slowed substantially. Further, as shown in the graph on 

the RHS of this figure, there is a growing need to do something significant given that this slowdown continues in the 

manufacturing/investment part of their economy.  Potentially and even bigger issue for India and their policy makers is that 

this slowdown could be more structural than cyclical. As I described in Part II, real GDP growth since 2011 could be 

overstated by as much as 50% given the issues with the 2011 rebasing of GDP.   This factor could push policy makers to 

pursue fundamental reforms in addition to traditional cyclically stimulus measures.  

 

Figure 11,2,3 

 
 

As shown in Figure 2 below, the slowdown reflects primarily the credit crunch that was driven by the surge in NPAs. The 

first stage of the credit crunch emanated from the Public Sector Banks(PSB). However, this has escalated to the NBFC/HFC 

sector that had stepped into the vacuum from the slowdown in lending by the PSB. NBFC/HFC lending, particularly to the 

real estate/fixed investment sector, has now hit a wall as well.  The NBFC/HFC stopped lending as their funding dried up 

driven by growing concerns about NPAs rising in the real estate sector given both the poor dynamics in this sector and the 

default of large infrastructure lending bank. 
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Figure 21,2 

 
In addition to these cyclical headwinds, India is also faced with substantial structural headwinds in the use of two key factors 

of production: labor and land. As shown in Figure 3 below, labor force growth in India has stagnated—this includes both 

formal and informal works—while the number of the population they support is surging (LHS). At the core of this problem is 

the lack of jobs as India has lagged the urbanization growth of other countries (RHS). Urbanization is a crucial factor in 

creating jobs and growth in an economy as workers move into the higher productivity areas of the manufacturing and service 

sector of the economy from the lower productivity rural/agricultural sector.  This creates both jobs and GDP growth.  

However, this is happening at a very slow pace in India.  The impact on their economy from the slow pace of urbanization is 

compounded by India’s low productivity in their agricultural sector (LHS).  The slow pace of urbanization is not a surprise 

given the restrictive nature of current laws governing the two factors of labor and land, as shown in the Figure 4 below.  Land 

reform is crucial for urbanization. Factories and infrastructure cannot be built without access to land, while small firms 

cannot become big firms if the cost of adding workers to factories faces prohibited costs from restrictive labor laws. 
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Figure 34 

 
 

Figure 4  

 

Step 3: Identifying Potential Repricing Events 

So, these results highlight two channels for potential repricing events for Indian assets: the traditional cyclical stimulus 

measures and fundamental economic reform.  As shown in the Figure 5 below, the first catalyst for a repricing of Indian 

assets has already started as India policy makers have responded to the slowdown with another turn of the 

stimulus/growth cycle by amping up both fiscal and credit/bank stimulus measures. All of these measures should have a 

substantial impact on the credit/investment cycle giving the economy a boast over 2020. This should most evident in the non-

bank and fixed investment sectors.  
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Figure 5 

 
The second repricing event is Modi using his growing political position and the slowing economy to turn the promise of 

reform in 2014 into a reality in 2020. Clearly, Modi’s overwhelming performance in the May 2019 election in the Lok 

Subha--the lower house of parliament--is one factor. The bigger factor, which seems to have been overlooked, is his parties 

growing power in the Rajya Subha--the upper house of parliament. Historically the upper house has been the main constraint 

to Modi’s reform policies getting passed into law. However, as shown on the LHS of Figure 6, Modi’s party is very close to 

achieving a full majority in the upper house. Already this barrier to reform is starting to give way as illustrated with the 

passage of three reforms into law that were voted down previously (RHS). This increases the probability that well for Labor 

and Land reforms could get passed into law as well. Proposed changes in labor and land reform are show in Figure 7 below. 

 

Figure 6 
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Figure 7 

 
 

The potential upside to the Indian economy could be enormous. For example, labor reforms similar to those described above 

have already been implemented in Rajasthan during 2014/15, shown below in Figure 9 (LHS). The impact on economic 

growth and scale of production (RHS) were substantial and clearly encouraging for the potential for the entire Indian 

economy if similar labor policies are passed.   

 

Figure 85 
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Step 4: Identify Asymmetric Trades: Buy Indian Equities, Focus On Financials  

I believe that  Indian equities can best capture this upside of the theme.  The broad index is fine but the biggest impact from 

both reform and stimulus financials should be in financials, particularly the NBFC/HFC sector.  Clearly some of the 

traditional stimulus measures are already reflected in assets prices, but certainly not all. However little if any of the 

fundamental reforms are reflected in pricing. Most of this impact is likely to come through increase in capital flows into India 

to take advantage of these changes. As shown in Figure 9 below, flows have increase but mainly back to historical norms. 

The recent equity upturn also does not show much of an impact once the rally is put into context with GDP.   

 

I am also replacing my long Brazil local sovereign debt with Indian local currency sovereign debt in my long EM local 

currency debt sovereign debt basket.  Both because of my concern about Brazil and of my view that the grab for assets both 

by foreign and domestic players could flatten the India yield curve.  The FX trade is not clear versus the dollar, given the RBI 

drive to offset capital flows into India by accumulating hard currencies. However, I will be looking at other crosses.   

 

Figure 91,6 
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