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Clouds loom on rural resurgence

INDIA | Strategy

Poor monsoons have a wide ranging impact on the Indian economy. While shocks to rural
GDP are becoming less pronounced with diversification of agri revenue streams
(significant revenues from dairy and horticulture), their impact on inflation could be
major. With Skymet predicting below-normal monsoon for 2017 (95% of Long Period
Average) largely due to a potential return of El Nino (to emerge in the second half of the
season), the risks of weak rural GDP growth and higher food prices stoking inflationary
pressures cannot be ignored.

Despite favourable rural focus in the FY18 budget, risk of another drought (15% probability
assigned by Skymet) weighs heavily on the rural resurgence theme. Following the recent rally,
we turn cautious on rural discretionary plays (Hero Motorcorp, Escorts), and rural-focussed
NBFCs (MMFS, Bharat Financial Inclusion), given unfavourable risk-reward. While a sluggish
rural economy will impact consumption, we see limited impact on consumer staples, as their
fortunes are driven more by pricing, which generally has a positive correlation with inflation.

Skymet’s prediction: It has forecasted a precipitation of 95% of LPA for the monsoon season,
with an error margin of (+/-5%). It has attributed 50% probability to a normal monsoon. The
weather forecaster expects rainfall to weaken after July as El Nino evolves — it predicts
precipitation for June at 102% LPA, for July at 94%, August at 93%, and September at 96%. It
expects rainfall to worsen as the season progresses, in tandem with the effects of El Nino
developing — it sees June at 20% above normal, while July and August are only at 10% above
normal. In terms of spatial distribution, it anticipates below-normal rainfall over peninsular India,
Maharashtra, Gujarat, parts of Madhya Pradesh, and Haryana. Eastern regions of Odisha,
Jharkhand, and West Bengal could see better rainfall.

Note on accuracy: Skymet has been directionally correct in four out of the five predictions that it
has made (exhibit 4). However, in temporal distribution, there has been a sharp variance in its
forecasted vs. actual precipitation (especially for June) despite it getting the direction of overall
precipitation correct (exhibit 5).

What to expect from a below-normal monsoon? We look at the period from 1951-2015 and
find that India has experienced below-normal monsoon (95% LPA) for 21 of 65 years with an
average agri GDP fall of 1.1%. For the same time period (1951-2015), the long period average of
agri-GDP growth is around 2.8%. However, the picture looks more encouraging if we look at
more recent history (2000-2015), indicating perhaps improving ability to handle monsoon shocks.
From 2000 to 2015, India experienced below normal monsoon in eight out of 16 years, but
average agri GDP growth was 0.4% (vs 2.9% average agri GDP), while CPl was 5.8%.

Key themes and stocks to play to ride out another weak monsoon:

1. Cautious on rural discretionary and NBFCs. Escorts, Hero Motocorp, Finolex cables,
Mahindra & Mahindra Financial Services, Bharat Financial Inclusion, DB Corp, and HMVL

2. Increase exposure to consumer durables on what looks like an extended summer.
Voltas will benefit from a dry and hot season.

3. Expect further upside on consumer staples as well as dairy companies. Traditional
inflation beneficiaries like Colgate, HUL, ITC, Marico will be in focus if higher inflation
scenario pans out. Dairy sector benefits in weak monsoon years as it becomes the
primary source of income for many farmers. This provides better price stabilisation and
helps private dairy players. Top pick: Parag Milk Foods
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Exhibit 1: Skymet — probability distribution of scenarios for 2017 monsoon
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Exhibit 2: Skymet — temporal distribution of 2017 monsoon
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Exhibit 3: Skymet — spatial distribution of 2017 monsoon
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Exhibit 4: Skymet — historical accuracy
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Exhibit 5: Skymet — historical accuracy for temporal distribution

w2013

30%

2014 = 2015

20% -

10% A

0% |

June July

August

-10%

tember

-20%

-30%

-40%

Source: Skymet, PhillipCapital Research India

Exhibit 6: Agri-GDP growth in years of below-normal monsoon

Year India monsoon deviation Agri-GDP growth (%)
(%)
1951 -13.8 1.5
1952 -6.4 3.2
1965 -20.0 -11.0
1966 -11.0 -14
1968 -9.4 -0.2
1972 -23.8 -5.0
1974 -11.5 -1.5
1979 -17.8 -12.8
1982 -13.0 -0.3
1985 -6.5 0.3
1986 -9.3 -0.4
1987 -15.1 -1.6
1999 -6.5 2.7
2000 -9.9 0.0
2001 7.1 6.0
2002 -16.4 -6.6
2004 -12.6 0.2
2009 -21.1 0.8
2012 -7.0 1.4
2014 -11.7 0.2
2015 -14.3 1.1
Mean -1.1
Avg Agri-GDP Growth % (1951-2015) 2.8

Source: data.gov.in, RBI, PhillipCapital Research India
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Exhibit 7: HUL Price hike vs. CPI/WPI (% yoy)
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Model portfolio

EPS (Rs) EPS Growth (%) P/E (x)

Company Weight FY16 FY17E FY18E FY16 FY17E FY18E FY16 FY17E FY18E
FMCG 10.0%

HUL 2.0% 18.9 19.4 22.1 4% 2% 14% 49 47 42
Colgate Palmolive India Ltd 2.0% 22.3 22.1 25.5 9% -1% 15% 44.5 45.0 39.0
ITC 6.0% 7.8 8.6 9.6 2% 10% 11% 36.4 33.2 29.8
Automobile 8.5%

Maruti 3.0% 151.3 243.2 273.1 23% 61% 12% 39.6 24.6 21.9
Tata motors 3.0% 34.3 24.9 423 -21% -28% 70% 13.6 18.8 11.0
Bajaj Auto 2.5% 126.2 137.3 159.3 16% 9% 16% 22.5 20.7 17.8
IT 6.0%

Infy 6.0% 59.0 63.2 71.9 9% 7% 14% 17.5 16.3 14.4
Pharmaceuticals 6.0%

Sun Pharma 4.0% 24.1 29.0 32.2 12% 20% 11% 28.7 23.8 21.5
Aurobindo 2.0% 35.0 40.8 50.3 24% 16% 23% 19.1 16.4 13.3
Cement 4.0%

Ultratech 3.0% 83.3 104.5 108.3 9% 25% 4% 48.0 38.3 36.9
Dalmia Bharat 1.0% 21.5 59.1 65.8 25% 175% 11% 17.3 6.3 5.7
Metals & Mining 12.3%

Tata Steel 3.0% 9.5 25.8 62.3 - 170% 142% 50.9 18.8 7.8
JSW Steel 2.0% 6 15 18 -25% 160% 24% 32 12 10
Hindalco 2.0% 3.8 13.8 16.6 -72% 265% 21% 51.1 14.0 11.6
NTPC 3.3% 12.4 121 13.6 21% -2% 12% 133 13.6 12.1
Vedanta 2.0% 10.6 21.2 27.9 4% 101% 31% 25.9 12.9 9.8
Industrial 4.0%

L&T 2.0% 44.9 62.1 72.1 -5% 38% 16% 34.9 25.2 21.7
NCC 2.0% 4.3 4.4 6.2 112% 2% 43% 19.1 18.7 13.1
Finance 33.3%

Axis bank 4.0% 34.5 12.7 18.9 11% -63% 49% 14.5 39.5 26.5
indusind bank 3.0% 38.4 49.7 64.3 13% 29% 29% 36.8 28.4 22.0
SBI 4.5% 14.9 5.0 11.8 -35% -66% 136% 19.7 58.6 24.8
Cholamadalam Fin 2.5% 36.4 47.9 60.3 20% 32% 26% 26.8 20.3 16.2
HDFC Ltd 5.0% 44.9 46.6 51.3 16% 4% 10% 33.8 32.6 29.6
LIC Housing Finance 2.0% 329 38.1 41.2 20% 16% 8% 18.9 16.3 15.1
HDFC bank 6.0% 48.6 57.9 69.9 19% 19% 21% 29.4 24.7 20.5
ICICI Bank 6.3% 16.7 14.6 12.2 -13% -13% -16% 16.9 19.3 23.1
Oil & Gas 5.0%

Reliance Industries 5.0% 92.3 96.3 78.3 15% 4% -19% 13.7 13.1 16.1
Telecom 9.5%

Bharti Infratel 2.0% 12.6 14.3 15.4 19% 13% 8% 26.5 23.4 21.6
Bharti Airtel 3.0% 9.8 9.4 14.4 -35% -4% 54% 35.2 36.7 23.9
Dish TV 2.0% 6.6 2.6 3.6 - -61% 41% 16.1 41.5 29.5
Zee Entertainment 2.5% 9.5 11.2 15.9 10% 18% 42% 56.1 47.5 335
Others 1.5%

Tata Comm 1.5% 8 5 14 105% -36% 177% 94.5 146.9 53.0

Source: PhillipCapital India Research Estimates
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Rating Methodology

We rate stock on absolute return basis. Our target price for the stocks has an investment horizon of one year.
Rating Criteria Definition

BUY >=+15 Target price is equal to or more than 15 of current market price
NEUTRAL -15>to<+15 Target price is less than +15 but more than -15

SELL <=-15 Target price is less than or equal to -15.
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Disclosures and Disclaimers
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References to "PCIPL" in this report shall mean PhillipCapital (India) Pvt. Ltd unless otherwise stated. This report is prepared and distributed by PCIPL for
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solicitation or as offering advice for the purposes of the purchase or sale of any security, investment, or derivatives. The information and opinions contained in
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any warranty as to the accuracy or completeness of such information. Any person placing reliance on the report to undertake trading does so entirely at his or
her own risk and PCIPL does not accept any liability as a result. Securities and Derivatives markets may be subject to rapid and unexpected price movements
and past performance is not necessarily an indication of future performance.

This report does not regard the specific investment objectives, financial situation, and the particular needs of any specific person who may receive this report.
Investors must undertake independent analysis with their own legal, tax, and financial advisors and reach their own conclusions regarding the appropriateness
of investing in any securities or investment strategies discussed or recommended in this report and should understand that statements regarding future
prospects may not be realised. Under no circumstances can it be used or considered as an offer to sell or as a solicitation of any offer to buy or sell the
securities mentioned within it. The information contained in the research reports may have been taken from trade and statistical services and other sources,
which PCIL believe is reliable. PhillipCapital (India) Pvt. Ltd. or any of its group/associate/affiliate companies do not guarantee that such information is accurate
or complete and it should not be relied upon as such. Any opinions expressed reflect judgments at this date and are subject to change without notice.

Important: These disclosures and disclaimers must be read in conjunction with the research report of which it forms part. Receipt and use of the research
report is subject to all aspects of these disclosures and disclaimers. Additional information about the issuers and securities discussed in this research report is
available on request.

Certifications: The research analyst(s) who prepared this research report hereby certifies that the views expressed in this research report accurately reflect the
research analyst’s personal views about all of the subject issuers and/or securities, that the analyst(s) have no known conflict of interest and no part of the
research analyst’s compensation was, is, or will be, directly or indirectly, related to the specific views or recommendations contained in this research report.

Additional Disclosures of Interest:

Unless specifically mentioned in Point No. 9 below:

1. The Research Analyst(s), PCIL, or its associates or relatives of the Research Analyst does not have any financial interest in the company(ies) covered in
this report.

2. The Research Analyst, PCIL or its associates or relatives of the Research Analyst affiliates collectively do not hold more than 1% of the securities of the
company (ies)covered in this report as of the end of the month immediately preceding the distribution of the research report.

3.  The Research Analyst, his/her associate, his/her relative, and PCIL, do not have any other material conflict of interest at the time of publication of this
research report.

4.  The Research Analyst, PCIL, and its associates have not received compensation for investment banking or merchant banking or brokerage services or for
any other products or services from the company(ies) covered in this report, in the past twelve months.

5.  The Research Analyst, PCIL or its associates have not managed or co-managed in the previous twelve months, a private or public offering of securities for
the company (ies) covered in this report.

6.  PCIL or its associates have not received compensation or other benefits from the company(ies) covered in this report or from any third party, in
connection with the research report.

7.  The Research Analyst has not served as an Officer, Director, or employee of the company (ies) covered in the Research report.

8.  The Research Analyst and PCIL has not been engaged in market making activity for the company(ies) covered in the Research report.
9.  Details of PCIL, Research Analyst and its associates pertaining to the companies covered in the Research report:
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brokerage services or for any other products or services from the company(ies) covered in the Research report, in the last twelve
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Independence: PhillipCapital (India) Pvt. Ltd. has not had an investment banking relationship with, and has not received any compensation for investment
banking services from, the subject issuers in the past twelve (12) months, and PhillipCapital (India) Pvt. Ltd does not anticipate receiving or intend to seek
compensation for investment banking services from the subject issuers in the next three (3) months. PhillipCapital (India) Pvt. Ltd is not a market maker in the
securities mentioned in this research report, although it, or its affiliates/employees, may have positions in, purchase or sell, or be materially interested in any
of the securities covered in the report.

Suitability and Risks: This research report is for informational purposes only and is not tailored to the specific investment objectives, financial situation or
particular requirements of any individual recipient hereof. Certain securities may give rise to substantial risks and may not be suitable for certain investors.
Each investor must make its own determination as to the appropriateness of any securities referred to in this research report based upon the legal, tax and
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value of any security may be positively or adversely affected by changes in foreign exchange or interest rates, as well as by other financial, economic, or
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