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The market is back to within hailing distance of the peak it reached in May. The Sensex has recouped over 
80 per cent of its losses between 10 May and 14 June. At current levels of 11900, it is less than 6 per cent 
away from its all-time peak of 12612. This raises several questions. Why has the market rallied? Do the 
conditions that led to the crash no longer exist? Was the meltdown just one in a series of pauses in the bull 
run that started in May 2004? And most importantly, is the rally sustainable and will the market see new 
highs?  

Although the bounce back has been sharp, some factors like volumes and the breadth of the rally point to 
the fact that not everything is hunky-dory. Volumes have been on the decline through the rally (see ‘Low 
Volumes’). Besides, while the Sensex and Nifty have regained about four-fifths of their losses, the same is 
not true for the broad market. The BSE 500 has recouped 69 per cent of the losses, while BSE’s small-cap 
and mid-cap indices have recovered only 44-55 per cent. So, though the Sensex is back to almost the 
same valuations as at its peak, valuations of small- and mid-cap stocks are still 17-24 per cent lower 
compared to the peak reached on 10 May.  

   

The story is the same across sectors as well. Only the IT index currently trades at levels that are higher 
than the 10 May levels. Auto, FMCG and pharma indices are 11 per cent lower, while BSE’s Metals index 
is as much as 28 per cent lower than its 10 May levels. The current rally, clearly, is not widespread. 

There are, however, signs of strength too. Foreign institutional flows have returned to the Indian markets 
rather smartly (see ‘Institutional Flows’). What’s more, outstanding positions in the derivatives market have 
also risen. Data compiled by Motilal Oswal Research shows that the open interest position rose to Rs 
23,785 crore on expiry day in August. Open interest had dropped to Rs 16,042 crore in June from Rs 
39,248 crore in April. 

So, what has changed since May? Among the ‘fundamentals’, the excellent first quarter results clearly 
stand out. Contrary to the claims by analysts that earnings growth was slowing down, corporate India’s 
results for the April-June quarter were a pleasant surprise. Earnings of Sensex companies have grown by 
24 per cent on a year-on-year basis. Data compiled by Edelweiss Research shows that net profit margins 
of Sensex companies have improved over the March quarter, a first in the past four years. Manish 
Sonthalia, vice-president (equity strategy), Motilal Oswal Securities, points out that while the June quarter 
results were very good, there haven’t been any major earnings upgrades. Motilal Oswal Research 
estimates that September quarter numbers could be equally good, which in turn could lead to earnings 
upgrades. As far as the macro indicators are concerned, there has been little change. The India story is as 
attractive now as it was in May. There have been no new initiatives on reforms. Nor have there been a 



ny major policy initiatives or political concerns. 

But then, the crash in May was not on account of any ‘fundamentals’ either. At the most, one could fault 
the very high valuations of Indian companies. At its peak in May, the Sensex had a price-earnings ratio of 
22.2 times trailing earnings. Its current valuation of 20.6 times is just 7 per cent lower than its peak 
valuations. While valuations are still high, June quarter results have brought hope that strong earnings 
growth will justify the high valuations.  

Easing crude oil prices have also fuelled the market rally. Crude oil prices are currently at a 15-month low, 
on the back of speculation that the nuclear dispute with Iran may be resolved without halting supplies. 

   

However, the crash in May as well as the bounce back is not something confined to the Indian market 
alone, but is part and parcel of the trend in global markets. The rally, for instance, has occurred not just in 
India, but also globally. All the major US stock indices were recently at four-month highs. European stocks 
climbed to three-month highs as did Asian stocks, with the Morgan Stanley Capital International (MSCI) 
Asia-Pacific index at its highest close since 19 May. Clearly, confidence has returned to global markets. 

 
With confidence has returned increased risk appetite, seen from the rally in emerging market stocks. MSCI’s 
EM index has risen 4 per cent in the past quarter. Flows have risen steadily after the sharp drop in May (see 
‘Inflow Into Emerging Markets Is Rising Again’).  

So, what has changed in international markets since mid-May? Recall that the trigger for the crash was the 
rise in US inflation and the scare that the US Fed would continue to raise interest rates. The other prime 
suspect for the crash was the Japanese central bank, which withdrew its policy of flooding the money 
markets and its zero interest rate target for overnight money. The logic then was that the global tightening by 
central banks meant an end to the carry trade — borrowing cheaply to fund investment in high-yielding 



assets. The contraction in global liquidity was supposed to herald the end of the long bull run, which had 

been built on an oversupply of liquidity.  

That was then. The US Fed has since paused in its series of interest rate hikes, because chairman Ben 
Bernanke feels that the higher rates have started biting, and US GDP numbers for the June quarter show a 



distinct slowdown. The Bank of Japan too has indicated that it is in no hurry to continue raising rates. In fact, 
lower bond yields, both in the US and Japan, indicate that their bond markets are factoring in slower growth. 

Slower growth, of course, has its own problems. Scarcely had the inflation scare abated than global markets 
were spooked by worries about a slowdown in the US. Rising interest rates had led to a cooling off of the 
housing market, provoking predictions that this would lead to a recession. And since the US economy has 
been one of the main engines of global growth, its ripple effects would be felt across the globe. BCA 
Research forecasts that given the headwinds to growth, the current rally in emerging markets would not be 
sustainable. 

The key to the recent rally is the market’s belief that the US Fed has successfully engineered a soft-landing 
for the US economy. That would mean no more interest rate hikes and no worries about a recession. Recent 
data from the US shows that wage inflation was tamer than expected last month, that consumers stayed 
optimistic and factory activity remained healthy. Global data too has been good— at 55.1 in August, the JP 
Morgan Global Manufacturing PMI posted a reading above the no-change mark of 50 for the 38th 
successive month. Although down from the 55.5 recorded for July, the figure was in line with the robust 
average for 2006 so far (55.2). In short, the market’s soft landing call has been confirmed so far. 

Of course, the global imbalances remain, but as Stephen Roach, chief economist, Morgan Stanley, said: 
“The bad news is an unbalanced world remains vulnerable to a consolidation of the asset-dependent US 
consumer. The good news is the stewards of globalisation are working together to temper the risks 
associated with such a shakeout.”  

 


