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INTRODUCTION

LSt M h'.Ch inflation and cquity markets interplay with each other is not as straight forward as
an would like 1L to be. In reality, (he correlation between inflation and equity market returns is much
s onpiey. i always having inflation is bad for equity market returns, how come the BSE Sensex
had dt‘c‘am fun starting in 2003 *unning up (o 2008 (il (e global ﬁnanci’al crisis hit us? BSE Sensex
un}P\‘d from ~3.300 in January 2003 10 ~19,600 levels in January 2008 when the inflation increased
Tap!d!_\ toa I‘nuch.highcr level from 3.8 per cent in 2003 to 8.35 per cent in 2008. We can see that the
fve vears of consistent rising inflation saw stock prices almost multiplying in a similar period.

Ho\\»cvf‘r. when inflation jumped from 8.35 per cent in 2008 to 11.99 per cent in 2010, there was a
Sharp'dlp and a consequent recovery in the equity prices. From the prospective of a successful long-
term investor, inflation is good for the equity prices. It is very difficult to access as an equity investor
st w_hat level of inflation is optimal for the equity markets. In other words, it is almost impossible to
sscertain the exact level of inflation from investors' point of view as to what starts impacting the
sggregate demand in the economy. Investors will always know about it a little late and by that time the
stock prices could have already slipped from the top.

That is why it is important to track carnings and listen to the management commentary. The
management commentary on the impact of rise in raw material prices on profit margins is the key to
understanding the inflation on carnings and hence on stock prices, at least when it comes to the
manufacturing sector. Honestly, even the companics are not in a position to forecast accurately where
the raw material prices are headed to. However, good management is able to more often than not
dentify the underlying trends in raw material prices and design a risk management strategy to achieve
the financial goals and metrics.

Hence, an inflationary environment cannot be said to be always bad while at the same time it can
definitely increase the volatility in earnings for majority of the companies and hence one needs to be
cautious and take a conservalive approach when inflation rates. are rapidly increasing the way they
have done in the past one year. Indeed, it will be immature (o always conclude that inflation is baq for
the markets. That said, one still has to worry about steady inflation levels becayse beyond a certain
level market dynamics inflation can kill ecor}?mic growth and even worse it can push the gconomy
into a deep recession. The potential hazards of inflation running out of control on economic growth are

umerous and painful,
LINKAGE BETWEEN INFLATION & INTEREST RATE

The linkage between inflation and interest rates is ‘weI'I known. With rising inﬂation. comes rising
Interest rates and that is a big dampener f})f' “‘C_ earnings g_rf‘“"h for corporates as we |ive in a world
Where the debt to GDP ratio is at an all-time high. Wuh rising cost of debt and debt levels at recorq
ighs, the impact can only be negative on the cash Ho_ws of rh.e corp?rat‘es. Tl]is INcreases the defay|t
Fink, iclichait i i gesaises:Che interest rate as the Imeﬁlﬂ latzs .au: .n:]ahzed after discounting the
default risk as well. It's a vicious circle that can potentially end in higher defaults i, the financia|
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sl pereetved that the risk of inflation s greater when it comes to small-caps. And even thoygp
I‘f‘“\"“““‘{‘* e also impacted by inflation, the impact is less severe when compared to the small-capg
Phe pertomance of Y23 highlights the underperformance of small- caps. The Nifty Small-Cap inde,
nax down by 28.0 per cent in Y23 while the BSI: Sensex remained Mat in the similar time periog,
This period was also mared by vise in inflation, As Arun Chulani. Co-Founder, First Water Capitg|

Fund, puts it. "l believe that the impact of inflation on the small-cap companies will be dependent o
wegative factor. especially for smaller 1

the sect‘or that they are in. In general, inflation will be a \
companies for several reasons. To begin with, increase in costs is a major factor. Smaller companies |

may find it harder to absorb rising raw material costs.
to be competitive. Larger

"This will result in lower margins as well as making it harder for them ‘ '
companies. given their larger demand requirements. will likely be better able to negotiate prices with
their suppliers. Smaller companies with more generic products or services will also find it harder to '
pass on these costs to their customers as their pricing power is likely to be less. Of course, those with
ith costs. Inflation coupled

more niche products may have a better ability to hike their prices in line w
with rising interest rates and compounded with recessionary fears across the world may make lenders |

hesitant to lend to smaller businesses and even if they lend, it would be at higher-than-rpmnal rates to
compensate for the risk premium. All in all, the impact of inflation on smaller companies is likely to

be more pronounced than their larger peer set.

LITERATURE ON INFLATION IN INDIA
Existing literature on inflation in India includes papers in a Phillips-curve framework, papers in a
Lucas-supply-function framework, and papers that treat inflation as a variable in a larger system of §
equations or in a vector autoregressive (VAR) model. Papers in a Phillips-curve framework examine’;-l
the relation between inflation and the output gap. Out of them, the only paper that explicitly attempts *
to estimate the Phillips curve for India is. Dholakia (1990).Studying a sample from 1950 to 1985. |
Dholakia asserts that the Indian economy does not seem to face any appreciable tradeofTs between
unemployment and inflation even in the short run. He argues that the least-developed countries having |
underutilized potential would not experience inflationary pressures if the pace of growth is high.
Referring to India, Dholakia concludes, an imaginary serious tradeoff between inflation and
unemployment, in all probability, is 14 not likely to exist. **Bhalla (1981) fails to find any evidence of
a significantly positive relationship between inflation and excess demand in the Indian economy.
Bhalla comments. “Aggregate changes in real output apparently have no effect on the inflation rate. ™
Studying India's manufacturing sector over the period from 1961 to 1977, Rangarajan (1983) asserts a
negative correlation coefficient between price change and real-output change. Based on Indian yearly
data from 1950 to 1988, Bhattacharya and Lodh (1990) find a weak and negative relationship between
inflation and output growth. Th_ey also refer to Bhattacharya (1984) who argues that the Keynesian
Phillips curve does not work in developing countries like India. Ghani (1991) estimates a price
equation for India on a sample from 1967 to 1982. The equation shows a negative sign on output. In
another st.udy on sample from 1951 to 1990, Nachane and Laxmi (2002) find a negative relation
between inflation at?d the output gap. Brahmananda and Nagaraj (2002) in their claims that the
correlation between inflation and growth, if any, is often negative in Indian data from 1970 to 1999-
lésigg TthQ‘\',ﬂ_ﬂﬂ‘ ly data from 1983QI to 2001Q4 on output series constructed by Virmani and Kapoor
L6 e s s o, o A T
Following Lucas (1973), Arak (1977) andpMakin fl9887 oulput gap in response to inflation in [m!'a'
relation between the pr‘ice level and real output in .Er)lc(i)'ne ssmdy SiC o (0 T a’negauve
S0l SR SBEIY Cuieton IEASR et 'a. Samanta (1986 attempts to estimatc an
b / a using yearly data from 1952 to 1983. The
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e onificant|y . TN Samantnee . Wl op , )
‘.’l”ds a signiticantly negaiyy relatio Manty' L‘Nlllll(llil\lll \\(IH- SUpply only when such price change is
l]lﬂjne the inte|-|-elati0nship of m:l "\\I\ID hk‘l\\ een "'Ik‘k‘ “'” )l’th oy nol _fll\'lilv the EASI Tor India
X o WL orov e s SUMPrigey R )
yif (1990) USING annual gy gy oo SOV infagigy S UL, Papers in a VAR model
A se 10 the ch ; Ve perog gy C N money yrowth in India. Rangarajan and
‘;Ponse (¢ changes ip al o m 96| 0 1985 ¢ ' \

X iod £ o ot gy 2003 dconclude that the price level has no
er the PENOd from Aprj] |99y S CO03) work g wi , .
! t. Overall most < 10 Marely 2000 gy 8 With money, price, and output of India
tp .Pl ilios cure Pt\p‘ers\ SSpecially papers (hat ‘\l““’-\ 0 hegative relationship hetween price and
jat & PIMIRS curye XIS for Ingiy, A Tow p ku"})’ locused on (he Phillips curve, do not show
equately incorporating they i estimating in|l1 wpers: diseuss supply shocks faced by India without
aflation dynamics in Tndia eay lye ob\‘emvi5 o aton. Thus, 15 theee fines ol arguments in explaining
p determining  Indian nflation iy l'."'Sl' Supply shocks are held responsible as a vital factor
004:Ramachandran 2004; Seco\nd( " Dalnkris an-1991Dholakin  1990;  Goyal and  Pujari
athe negative relation betw éon | t-]m]e 8roup believes that countercyclical money wage is the answer
;n 3 Darbha 2002) Thirg anofh? 0a‘tlon anc{ the output gap( Ahluwalia 1979;Balakrishnan 1991; Roy
ith output in India (Cll;lttel~'i I‘gg::)‘oup be‘heves that real marginal cost is not positively correlated
cually fits India, if six : ’.l ).The first reasoning would imply that the Phillips-curve theory
£:m1s in India ﬂen‘erall '};p) shocks are properly accounted for. The second reasoning implies that
& veonldimpl th Y 90 ot set prices to maximize profit. The second and the third reasoning, if
n -0 g is trrl’xy :lat conventional macroeconomics, as applies to the US, cannot fit India. If the first
RASOMING 1S true. which means we can estimate the Phillips curve for India by controlling supply

‘shOCkS‘- the‘ S§C(?nd and the third reasoning become contradictory or redundant. To examine the first
£asdming, 1t 1s imperative at this point to see the major supply shocks to the Indian economy. Some
adies claim that India‘s economic reform brought a significant change in the nature of the Phillips
arve Bhatacharya and Mitra 1997; Paul and Bhanumurthy 1999; Rao 2002) claims that the Phillips
wrve emerges only in the post-reform era. In the first group of models (Romer (1993) and Lane
(1997)), increased openness to trade lowers inflation by making the Phillips curve steeper, i.e. the
wtput-inflation tradeoff smaller; underlying this mechanism is the negative terms of trade effect of a
ral depreciation, which is triggered by a monetary expansion. Roomer*s model applies mainly to
wountries that are large enough to affect international prices. Lane (1997) shows that this is not a
necessary assumption; using a model with imperfectly competitive goods markets and sticky prices in
he non-tradeable sector he shows that the output gains from unexpected inflation are smaller in more
wpen economies. Again, one would expect openness to be associated with lower inflation and a
. smaller output inflation tradeoff. A further implication of Lane (1997) is that — for a given level of
openness — the larger a country, the more reduces the terms of _trade effect the benefits from surprise
inflation. A negative effect of country size on inflation would point to the relevance of this effect.

GROWTH AND INFLATION IN THE INDIAN ECONOMY

The growth rate of GDP in India increased from 3.5 % in the 1970s 0 5.5 % in the 1980s. This
nerease in growth has been attributed to l?oth dem'and and supply-side factors._ But it has been
‘suggested that Keynesian expansion’, or t|.1e increase in aggregate dem'and due to higher government
spending and larger fiscal deficits, was primarily responsible for pushing up growth rates (Joshi and
Little 1994), In the early 1980s public investment was growing rapidly, but in the second half of the
decade it slowed down and government consumption expenfhture grew.at a much faster pace. The
fevenue deficit grew, indicating that government consumption wasf bc'emg f‘man‘ced by borfo_wmg
| Which entailed interest and repayment commitments. The success O'b ex%answ}l]laly ﬁscal.qohc_les in
raising output growth, at least in the shart run, can panl{h belg;tal uteh to tte und.erutlllzatlon of
Moictive sapety in’ the preceding yeas. 'By the end_of e ! dz, n:;n;ni l:ntlhput wtas above trend
- tvels, fiscal polic continued to be expansionary reating e{‘ceqsril of a reduct?osy'S enr}n] Foshi and
«illle‘lgm I’Dl‘h ){et‘orm of the financial sector consists p"m[fiori)t( ’ seotors relataltr', the statutory
lquidity y eil rationalization of subsidized credit to priority » felaxation of interegy
y ratio and a 6
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WMWY and Nchon oy fmsaceess (o \-"I\llnl murkets, and more uu((,n(,m) for . {
Nka e MRUOE RO i e ease of publle seetor enterprises consisted of eliminatin 1€ ey,
ST Protection fa e\l and domestic competition und preferential aceess (o bu(lgc!Pfrv,lcgcs
PRI, Though the condition relating to an efTective _exit policy for the closure of re nd

[ N

MY -loning fis i (e Private and public sector hos not been fulfilled, the ref(>rm?r:;c::r'ngn'
4\13\\\\‘1_\ Do i e with the program's objectives. Monetary policy and growth: A no(ew(,m: ;have
\j: Indian SN process over the last one and o hall decades has been its Stability, This igye‘?lure
from the substantially lower coetticient of variation of real GDP growth during the POSt-reforr, iy
S compaeed o that during the pre-reform period. that is, before the nineties. It is als, imponic fiod
note that India's growth s driven by domestic consumption, contributing on an average to a'moszz v
thinds of the overall demand. while investment and export demand are also accelerating :
consumption is less volatile component of demand, this has also contributed to reducing the »()I;[illi[‘s
ot GDP. The inflation rate accelerated steadily from an annual average of 1.7% during the |95, o1
%o during the 1960s and further t0 9.0 % in the 1970s before easing marginally to 8.0 % in the 1985,
India had generally not experienced runaway inflation. On the other hand. the volatility in the inflatiog
rate. as measured by the coefficient of variation, which was fairly high in the 1950s at 4.4, moyeq inz
narow band of 0.4-1.0 in the subsequent decades, thus reducing the inflation-risk premium, T,
pickup in inflation rate from 1970s onwards reflected the impact of a sharp rise in money suppiy
growth and also partly supply shocks from crude oil prices and crop failures. Demand Pressures.
emanating partly from the widening fiscal imbalances. also contributed to inflationary pressures inthe
1980s. The second half of the 19905 was marked by a significant turnaround in the inflation Outcome
reflecting the improved monetary-fiscal interface.

FINDING FOCUS IN AN INFLATIONARY ENVIRONMENT

L]

If we go by the historical performance in the US markets. after inflation peaks and begins to normalize ‘
a double-digit gain in S and P 500 is what we have seen, Empirical evidence suggests on an average § |

and P 500 has posted a total return of 13 per cent during the 12 months that followed at least 13 major

inflation peaks. Optimistic investors are betting that the interest rates have peaked. meaning that the

inflation has peaked in the US while some of the short-sellers believe more rate hikes are on the card.
meaning inflation is here to stay much longer than previously expected.

Without speculating on the direction of price rise. it can help investors to understand which sector has |

in the past tended to outperform during an inflationary environment. It is perceived that energy stocks
do well during rising inflation. Also, defensive sectors such ag utilities, consumer staples and
healthcare tend to outperform during a high inflationary environment. Banking and financials also
have historically performed better with rising inflation.

[n the US" markets we find that Bank of America, when screencd for § and P 500, stocks showed the
highest positive correlations to inflation going back to 1975. The other stocks that showed the highest
positive correlation with inflation belonged to the metals and mining sector, oil and gas sector and the

chemical sector.

In the Indian markets, if we consider the period from 2017 to 202] wherein inflation increased from
3.3 per cent to 5.13 per cent, we find that the banking sector stocks and the healthcare sector stocks.
performed in line with the BSE Sensex while the commodities and IT stocks outperformed the ke)
benchmark index in the similar timeframe. During the period when the inflation peaked a_ﬂd
normalized to 4.91 in 2015 from 10.02 in 2013, the automotive stocks and banking stocks along wu'h
healthcare stocks outperformed the BSE Sensex while the commodity stocks and the oil and gas stockS
underperformed the key benchmark index along with the IT stocks,

CONCLUSION
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(f‘:\\c\ . nea\dllng ‘qu |1\t|c!1 nto wflation can lead o poor risk-aking ability and miy impact port folio
turms the fong run. It Ol Were (o assume that high infation levels is not good for the equily
<ts. it Will almost be impossible for an investor to participate in liwlmurkcls when the c’quify
p rise in

md
s are actually ¢ and tine for § .
arces a0 SEEEE cheap and ripe for investments. assuming the market falls owing lo stee

pflation.
pen 'si[uanon i1s umique and the variables are almost always different. No
srenarios il be a carbon copy of each other and hence as an investor one has
jscounting the‘ current variables rather than looking at the historical corre
s and th? meation levels. In the current situation which is quite extraordinary in the sense that
pere is a rapid historic increase in the interest rates in the US, the banking system has become
winerable and the anxiety amongst the depositors (small banks) ’is more than the equity investors.
nvestors must look at inflation and equity markets from a totally fresh perspective given the unique

(sature of the current market triggers.
recession can be, the

while the global markets will keep guessing about recession and how deep the

xternal slowdown can be expected to have an impact on the [ndian economy and markets. albeit the
mpact is not expected to be severe. The optimistic domestic growth outlook, improving corporate
profitability. expansionary government policies and domestic market flows are all expected to support
he equity prices in India. FPIs have turned net buyers in April even as the valuations have become
kss expensive after the current consolidation in the markets. The key risks remain poor monsoon.
rersistent inflationary pressure leading to higher interest rates. poor economic growth numbers and
fisk-off sentiment in the markets, negative FPI flows, earnings disappointment viz. Infosys and delay

'in recovery in the rural sector.

two peaking of inﬂation
to analyze the situation
lation between equity
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