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Bearish notes on Indian valuations 
Top down view on India 

In his report “Priced for Protection” dated September 19, 2006 our strategist, Garry 

Evans, does not doubt that the Indian growth story has become striking over the past 

couple of years. He notes that corporate earnings growth has averaged 20% since 2002 

and, in Q1 this year, GDP growth hit 9.3% y-o-y.  

But he is also worried about over-confidence in India. He points at various issues, for 

example (1) the business environment is still unattractive – India ranked 154th out of 175 

countries in a recent World Bank survey, (2) local economists assume that trend growth 

will approach 10% and overtake China over the coming years – while Garry feels it is 

likely to reach only 7.5% and (3) excess liquidity risks inflation. For more details please 

refer to his piece. 

With a PE of 17.1x – two standard deviations above its five-year average – India is the 

most expensive emerging market in the world. Investors have priced in perfection. 

Therefore, Garry remains Underweight India versus the rest of Asia and in an emerging 

markets portfolio. 

What is there to sell? 
Stocks we rate as Underweight in the Indian value&growth universe 

We set out to look at stocks in the Indian value&growth space that we rate underweight 

and where there is substantial downside price risks (as against our target price). We have 

picked 4 companies we believe investors should initially focus on. The stocks are 

tabulated below. All these stocks are rated Underweight by our analysts. 
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India underweight ideas 

Scanning our Indian universe for stocks that match our 
bearish view 

 Our strategist argues that Indian valuations are too high. 
India is currently the most expensive emerging markets.  

 We identify stocks that are rated as Underweight and show 
substantial downside to price targets 

 We highlight the following underweight ideas: Bharat Forge, 
Dr. Reddy’s Lab., I-Flex and Jet Airways 
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Some stocks rated as Underweight by HSBC analysts 

Company Ticker Rating PE 06 PE 07 PB EPS gwth 06 EPS gwth 07 ROE 06 ROE 07 

Bharat Forge Co Ltd BFRG.BO UW 30.7 21.6 6.1 12.0% 41.9% 28.6% 24.5% 
Dr. Reddy''s Lab. REDY.BO UW 97.7 24.5 5.6 197.7% 298.6% 5.9% 20.7% 
I-Flex Solutions IFLX.BO UW 50.7 36.1 8.2 4.7% 40.3% 17.7% 20.2% 
Jet Airways JET.BO UW 15.1 24.2 2.4 -18.7% -37.7% 17.5% 9.8% 

Source: HSBC estimates 
 

Below are some comments on each of these companies: 

Bharat Forge 

Bharat Forge, which says it is the largest steel forging company globally, is about to complete a project 

that will expand its production capacity by 75% compared to FY06 levels. We estimate that a 

combination of margin improvement and higher capacity utilisation from these new expansions will boost 

ROIC from 12.9% in FY06 to 18.6% in FY09e. 

However, a key risk is the consumer market. A decline in heavy commercial vehicle sales in the US and 

Western Europe is likely in 2007 post the implementation of new emission norms. This could have a net 

impact of over 5% to our FY08e EBITDA. A depreciating INR vis-à-vis the USD would affect earnings 

adversely as Bharat Forge has over INR7bn foreign currency loans. 

Bharat Forge is trading at a significant premium to its peers in Asia. Our two-year notional target price 

stands at INR270.7, reflecting 21.3% downside from current levels.  

Dr Reddy’s Lab 

The proposed generic Plavix launch by Apotex is a positive factor as the company could also launch at 

end of exclusivity in Feb 2007. In addition, the delayed entry by other Para IV filers prevents rapid price 

falls and facilitates greater market share for early entrants. However, a risk lies in the legal issues that 

need to be addressed, which make the timing of the launch uncertain.  

A key risk lies in the German market, where mandatory price cuts witnessed in Q1 2007 are a downside 

risk to our estimates. 

I-Flex Solutions 

I-flex has emerged as the most successful Indian products company (in the Indian IT sector). Its product 

Flexcube has been ranked no. 1 since 2002 by International Banking Systems annual sales league tables. 

Recently, Oracle has taken a 52% stake in I-flex, making it an Oracle subsidiary. It has helped I-flex gain 

access to the Oracle sales force for selling its products. In turn, Oracle has gained by promoting products 

in I-flex’s established user base. 

However, valuations are high. The stock currently trades at 36x FY07e and 28x FY08e EPS, and is the 

most expensive stock in our Indian IT universe.  

A key risk lies in uncertainty over future plans of Oracle. 
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Jet Airways 

Jet Airways is well positioned in India, but deregulation has structurally changed the profitability of its 

domestic network. Competition from Sahara has resumed and a new and well funded airline Indigo 

started up in August. The fare structure has disintegrated and we expect Jet’s domestic passenger yields to 

fall in FY07f.  

International expansion from scratch was always going to be a challenge given the formidable 

competitors on its new international routes. We forecast the previously loss making international routes 

will break-even in FY07f, but this will not be enough to offset shrinking domestic profits. Finally, we 

expect Jet to write-off costs from its aborted Sahara acquisition. Law suits may delay or halt the advance 

being released to Jet. 

Despite high passenger growth, such mediocre profitability does not warrant a continued premium to the 

Asian sector. Based on the average 2007f P/BV of Air China and Cathay Pacific of 1.3x, our target price 

is INR500, which is 26% below current prices.  
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Disclosure appendix 
Stock ratings and basis for financial analysis 
HSBC believes that investors utilise various disciplines and investment horizons when making investment decisions, which 
depend largely on individual circumstances such as the investor's existing holdings, risk tolerance and other considerations. 
Given these differences, HSBC has two principal aims in its equity research: 1) to identify long-term investment opportunities 
based on particular themes or ideas that may affect the future earnings or cash flows of companies on a 2-year time horizon; 
and 2) from time to time to identify short-term investment opportunities that are derived from fundamental, quantitative, 
technical or event-driven techniques on a 0-3 month time horizon and which may differ from our long-term investment rating. 
HSBC has assigned ratings for its long-term investment opportunities as described below. 

This report addresses only the long-term investment opportunities of the companies referred to in the report. As and when 
HSBC publishes a short-term trading idea the stocks to which these relate are identified on the website at 
www.hsbcnet.com/research. Details of these short-term investment opportunities can be found under the Reports section of this 
website. 

HSBC believes an investor's decision to buy or sell a stock should depend on individual circumstances such as the investor's 
existing holdings and other considerations. Different securities firms use a variety of ratings terms as well as different rating 
systems to describe their recommendations. Investors should carefully read the definitions of the ratings used in each research 
report. In addition, because research reports contain more complete information concerning the analysts' views, investors 
should carefully read the entire research report and should not infer its contents from the rating. In any case, ratings should not 
be used or relied on in isolation as investment advice. 

Rating definitions for long-term investment opportunities 

Stock (vs Global sector universe of companies under coverage by sector team) 

 Overweight (Buy) 

 Neutral (Hold) 

 Underweight (Sell) 

HSBC assigns ratings to its stocks in this sector on the following basis: 

For companies covered on a sector basis, we apply a ratings structure which ranks the stocks according to their notional target 
price vs current market price and then categorises (approximately) the top 40% as Overweight, the next 40% as Neutral and the 
last 20% as Underweight. The performance horizon is 2 years. The notional target price is defined as the mid-point of the 
analysts' valuation for a stock. 

Prior to 15 November 2004, HSBC's ratings system was based upon a two-stage recommendation structure: a combination of 
the analysts' view on the stock relative to its sector and the sector call relative to the market, together giving a view on the 
stock relative to the market. The sector call was the responsibility of the strategy team, set in co-operation with the analysts. 
For other companies, HSBC showed a recommendation relative to the market. The performance horizon was 6-12 months. The 
target price was the level the stock should have traded at if the market accepted the analysts' view of the stock. 

From 15 November 2004 to 7 June 2005, HSBC carried no ratings and concentrated on long-term thematic reports which 
identified themes and trends in industries, but did not make a conclusion as to the investment action that potential investors 
should take. 
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Rating distribution for long-term investment opportunities 

As of 19 September 2006, the distribution of all ratings published is as follows: 
Overweight (Buy) 47% (17% of these provided with Investment Banking Services) 

Neutral (Hold) 39% (19% of these provided with Investment Banking Services) 

Underweight (Sell) 14% (15% of these provided with Investment Banking Services) 

Share price and rating changes for long-term investment opportunities 

Bharat Forge Co Ltd share price performance INR vs HSBC rating history  

 

Source: HSBC 

 

  

Rating & price target history  

From To Date 

N/A Underweight 30 November 2005 

Target price Value Date 

Price 1 335.67 30 November 2005 
Price 2 270.70 25 July 2006 

Source: HSBC 

Dr. Reddy's Lab. share price performance INR vs HSBC rating history  

 

Source: HSBC 

 

 

 

Rating & price target history  

From To Date 

Buy Add 08 January 2004 
Add Sell 11 March 2004 
Sell Add 26 July 2004 
Add N/R 15 November 2004 
N/R Underweight 08 July 2005 

Target price Value Date 

Price 1 800.00 07 January 2004 
Price 2 800.00 08 January 2004 
Price 3 400.00 11 March 2004 
Price 4 350.00 31 May 2004 
Price 5 450.00 26 July 2004 
Price 6 N/R 15 November 2004 
Price 7 300.00 08 July 2005 
Price 8 301.00 29 September 2005 
Price 9 375.00 14 November 2005 
Price 10 625.00 24 May 2006 
Price 11 660.50 03 August 2006 

Source: HSBC 
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Jet Airways share price performance INR vs HSBC rating history  

 

Source: HSBC 

 

  

Rating & price target history  

From To Date 

N/A N/R 15 November 2004 
N/R Underweight 29 June 2005 
Target price Value Date 

Price 1 N/R 15 November 2004 
Price 2 860.00 29 June 2005 
Price 3 500.00 11 July 2006 

Source: HSBC 

I-Flex Solutions share price performance INR vs HSBC rating history  

 

Source: HSBC 

 

 

 

Rating & price target history  

From To Date 

Add Sell 08 January 2004 
Sell Reduce 31 January 2004 
Reduce Buy 17 May 2004 
Buy Hold 27 May 2004 
Hold N/R 15 November 2004 
N/R Neutral 30 June 2005 
Neutral N/A 05 May 2006 
N/A Underweight 04 September 2006 
Target price Value Date 

Price 1 570.00 08 January 2004 
Price 2 550.00 31 January 2004 
Price 3 550.00 17 May 2004 
Price 4 550.00 27 May 2004 
Price 5 N/R 15 November 2004 
Price 6 700.00 30 June 2005 
Price 7 800.00 29 September 2005 
Price 8 900.00 07 December 2005 
Price 9 1335.00 04 September 2006 

Source: HSBC 
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Issuer & Analyst disclosures 
Disclosure checklist 

Company Ticker Recent price Disclosure

BHARAT FORGE CO LTD BFRG.BO 343.85 4
DR. REDDY'S LAB. REDY.NS 756.35 4
JET AIRWAYS JET.NS 677.35 3, 4, 6, 7

Source :HSBC 

1 HSBC* has managed or co-managed a public offering of securities for this company within the past 12 months. 
2 HSBC expects to receive or intends to seek compensation for investment banking services from this company in the next 

3 months. 
3 At the time of publication of this report, HSBC is a market maker in securities issued by this company. 
4 As of 31 August 2006 HSBC beneficially owned 1% or more of a class of common equity securities of this company. 
5 As of 31 July 2006, this company was a client of HSBC or had during the preceding 12 month period been a client of 

and/or paid compensation to HSBC in respect of investment banking services. 
6 As of 31 July 2006, this company was a client of HSBC or had during the preceding 12 month period been a client of 

and/or paid compensation to HSBC in respect of non-investment banking-securities related services. 
7 As of 31 July 2006, this company was a client of HSBC or had during the preceding 12 month period been a client of 

and/or paid compensation to HSBC in respect of non-securities services. 
8 A covering analyst/s has received compensation from this company in the past 12 months. 
9 A covering analyst/s or a member of his/her household has a financial interest in the securities of this company, as 

detailed below. 
10 A covering analyst/s or a member of his/her household is an officer, director or supervisory board member of this 

company, as detailed below. 
Analysts are paid in part by reference to the profitability of HSBC which includes investment banking revenues. 

For disclosures in respect of any company, please see the most recently published report on that company available at 
www.hsbcnet.com/research. 

The following analyst(s), who is(are) primarily responsible for this report, certifies(y) that the views expressed herein 
accurately reflect their personal view(s) about the subject security(ies) and issuer(s) and that no part of their compensation was, 
is or will be directly or indirectly related to the specific recommendation(s) or views contained in this research report: Herald 
Van Der Linde 

* HSBC Legal Entities are listed in the Disclaimer below. 

Additional disclosures 
1 This report is dated as at 20 September 2006. 
2 All market data included in this report are dated as at close 19 September 2006, unless otherwise indicated in the report. 
3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its 

Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of Research 
operate and have a management reporting line independent of HSBC's Investment Banking business. Chinese Wall 
procedures are in place between the Investment Banking and Research businesses to ensure that any confidential and/or 
price sensitive information is handled in an appropriate manner. 
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Disclaimer 
*Legal entities as at 5 September 2006 
HSBC Bank Middle East Limited, Dubai; The Hongkong and Shanghai Banking Corporation 
Limited, Hong Kong; HSBC Securities (Asia) Limited, Taipei Branch; HSBC Securities (Canada) 
Inc, Toronto; HSBC Bank, Paris branch; HSBC Trinkaus & Burkhardt AG, Dusseldorf; 000 
HSBC Bank (RR), Moscow; HSBC Securities and Capital Markets (India) Private Limited, 
Mumbai; HSBC Securities (Japan) Limited, Tokyo; HSBC Securities Egypt S.A.E., Cairo; HSBC 
Investment Bank Asia Limited, Beijing Representative Office; The Hongkong and Shanghai 
Banking Corporation Limited, Singapore branch; The Hongkong and Shanghai Banking 
Corporation Limited, Seoul Securities Branch; HSBC Securities (South Africa) (Pty) Ltd, 
Johannesburg; HSBC Pantelakis Securities S.A., Athens; HSBC Bank plc, London, Madrid, 
Milan, Stockholm, Tel Aviv, HSBC Securities (USA) Inc, New York; HSBC Yatirim Menkul 
Degerler A.S., Istanbul; HSBC Stockbroking (Australia) Pty Limited. 

Issuer of report 
The Hongkong and Shanghai 
Banking Corporation Limited 
Level 19, 1 Queen’s Road Central 
Hong Kong SAR 
Telephone: +852 2843 9111 
Telex: 75100 CAPEL HX 
Fax: +852 2596 0200 
Website: www.hsbcnet.com/research 

This document has been issued by The Hongkong and Shanghai Banking Corporation Limited ("HSBC") in the conduct of its Hong Kong 
regulated business for the information of its institutional and professional customers; it is not intended for and should not be distributed to 
retail customers in Hong Kong. The Hongkong and Shanghai Banking Corporation Limited is regulated by the Securities and Futures 
Commission. All enquires by recipients in Hong Kong must be directed to your HSBC contact in Hong Kong. If it is received by a customer 
of an affiliate of HSBC, its provision to the recipient is subject to the terms of business in place between the recipient and such affiliate. This 
document is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or subscribe for any investment. 
HSBC has based this document on information obtained from sources it believes to be reliable but which it has not independently verified; 
HSBC makes no guarantee, representation or warranty and accepts no responsibility or liability as to its accuracy or completeness. 
Expressions of opinion are those of the Research Division of HSBC only and are subject to change without notice. HSBC and its affiliates 
and/or their officers, directors and employees may have positions in any securities mentioned in this document (or in any related investment) 
and may from time to time add to or dispose of any such securities (or investment). HSBC and its affiliates may act as market maker or have 
assumed an underwriting commitment in the securities of companies discussed in this document (or in related investments), may sell them to 
or buy them from customers on a principal basis and may also perform or seek to perform investment banking or underwriting services for 
or relating to those companies. In the UK this report may only be distributed to persons of a kind described in Article 19(5) of the Financial 
Services and Markets Act 2000 (Financial Promotion) Order 2001. The protections afforded by the UK regulatory regime are available only 
to those dealing with a representative of HSBC Bank plc in the UK. HSBC Securities (USA) Inc. accepts responsibility for this research 
report prepared by its foreign affiliate. All U.S. persons receiving this report and wishing to effect transactions in any security discussed 
herein should do so with HSBC Securities (USA) Inc. in the United States and not with the foreign affiliate, the issuer of this report. Note, 
however, that HSBC Securities (USA) Inc. is not distributing this report and has not contributed to or participated in its preparation. In 
Singapore, this publication is distributed by The Hongkong and Shanghai Banking Corporation Limited, Singapore Branch for the general 
information of institutional investors or other persons specified in Sections 274 and 304 of the Securities and Futures Act (Chapter 289) 
(“SFA”) and accredited investors and other persons in accordance with the conditions specified in Sections 275 and 305 of the SFA.  This 
publication is not a prospectus as defined in the SFA.  It may not be further distributed in whole or in part for any purpose. The Hongkong 
and Shanghai Banking Corporation Limited Singapore Branch is regulated by the Monetary Authority of Singapore. In Australia, this 
publication has been distributed by HSBC Stockbroking (Australia) Pty Limited (ABN 60 007 114 605) for the general information of its 
“wholesale” customers (as defined in the Corporations Act 2001). It makes no representations that the products or services mentioned in this 
document are available to persons in Australia or are necessarily suitable for any particular person or appropriate in accordance with local 
law. No consideration has been given to the particular investment objectives, financial situation or particular needs of any recipient. In 
Japan, this publication has been distributed by HSBC Securities (Japan) Limited. It may not be further distributed in whole or in part for any 
purpose.  
© Copyright. The Hongkong and Shanghai Banking Corporation Limited 2006, ALL RIGHTS RESERVED. No part of this publication may 
be reproduced, stored in a retrieval system, or transmitted, on any form or by any means, electronic, mechanical, photocopying, recording, or 
otherwise, without the prior written permission of The Hongkong and Shanghai Banking Corporation Limited. MICA (P) 137/08/2006 
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