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Markets rally, but risks remain

The market rallied in April after a weak 1QCY20 – the Nifty was up 14.7% last month (as on

30th April, 2020) after a 23.2% correction in March 2020. We, however, believe that significant

risks still remain and continue to be cautious in our stock-picking. We see no immediate case

for “turnaround” companies until the FY21 earnings dislocation is fully assessed. The market

may, ultimately, look through this temporary earnings compression but it is too early to play

that theme. We are, therefore, focusing on market leaders with quality businesses, strong

balance sheet and low earnings risks and are happy to pay premium valuations for these

companies in the current context.

The extension of the lockdown into early May was accompanied by some easing of restrictions.

We expect a slow and elongated return to normality, with multiple obstacles for businesses

persisting post-lockdown. Some of them are a) continued social distancing norms b) limited

mobility in large towns c) labour shortages due to the large-scale reverse migration d) changing

demand patterns as consumer confidence takes a beating. Macro growth risks, therefore, will

continue on with demand and supply pressures feeding on each other.

It is, therefore, too early to assess the damage to FY21 earnings at this stage. Companies will

face multiple challenges on resumption of operations – availability of labour, smooth

functioning of the supply chain and, most importantly, no visibility on demand. Moreover,

larger companies will be compelled to financially support their supply chains and distribution to

help preserve their franchises. The damage to cash flows is, therefore, likely to be deeper than

to earnings – this may translate to short-term damage to earnings multiples.

The contours of the FY22 earnings recovery are still uncertain. We do not have a handle of a)

areas where the demand destruction could be long-lasting and b) the ability of companies to

withstand the FY21 stresses and emerge with their balance sheets and business structures

intact. Companies will have to contend with disruptions to their supply chains and distribution

infrastructure and not all of them will have the resilience to restore the ecosystem quickly. The

leaders are likely to recovery faster and gain market share when demand starts to normalise.

The FY22 earnings recovery is likely to be asymmetrical in favour of stronger players.
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Policy interventions, while inevitable and desirable are unlikely to drive a V-shaped recovery.

The fiscal capacity of the government is limited – the revenue shock of the Union government

itself is likely to exceed 2% of GDP. The stress on state government finances is even more

acute. There are also execution challenges, ranging from identifying genuine recipients for

income support to ensuring transmission of credit to SMEs through the rigidities of the banking

system. The economic damage is too acute to be quickly rescued by a fiscal package.

In this context, we are focusing on multiple areas to build our portfolio. First, we are focusing

on leaders across industries as we believe that they will gain disproportionately from the

recovery. We are also looking for companies with strong balance sheets (cash balances, high

profitability) which can survive the challenges of FY21. We are also increasing our

diversification across sectors to capture the possibility that the next 2-3 years could see a fresh

set of sectors emerge as the key market drivers. We may also be willing to sit on cash a while

longer and not necessarily try to pick bottoms, if we believe visibility is poor even in these

companies. The current environment is dynamic. Risks not foreseen may emerge given the

current challenges which may prompt us to either trim or exit some positions in favour of cash

and or alternative companies that have better relative prospects.
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DISCLAIMER

General Risk factors

All investment products attract various kinds of risks. Please read the relevant Disclosure Document / Client
Agreement carefully before investing.

General Disclaimers

The information and opinions contained in this report/ presentation have been obtained from sources believed to be
reliable, but no representation or warranty, express or implied, is made that such information is accurate or
complete.

Information and opinions contained in the report/ presentation are disseminated for the information of authorized
recipients only, and are not to be relied upon as advisory or authoritative or taken in substitution for the exercise of
due diligence and judgement by any recipient.

The information and opinions are not, and should not be construed as, an offer or solicitation to buy or sell any
securities or make any investments.

Nothing contained herein, including past performance, shall constitute any representation or warranty as to future
performance.

The client is solely responsible for consulting his/her/its own independent advisors as to the legal, tax, accounting
and related matters concerning investments and nothing in this document or in any communication shall constitutes
such advice.

The client is expected to understand the risk factors associated with investment & act on the information solely on
his/her/its own risk. As a condition for providing this information, the client agrees that Alchemy Capital
Management Pvt. Ltd., its Group or affiliates makes no representation and shall have no liability in any way arising to
them or any other entity for any loss or damage, direct or indirect, arising from the use of this information.

This document and its contents are proprietary information of Alchemy Capital Management Pvt. Ltd and may not be
reproduced or otherwise disseminated in whole or in part without the written consent.
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