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A Case Study, Valuations & Opportunities
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This Time It’s Different? Finally?

A commonly discussed narrative has unfolded 
as follows: 

Post the COVID-19 pandemic and amidst 
heightened demand coupled with concurrent 
challenges in the supply chain, corporate 
entities raised the prices of their final goods and 
services beyond what was justified by changes 
in labor costs and input prices. The resultant 
effect was a significant expansion in profit 
margins, playing a contributing role in the 
broader context of inflation.

Many have called this the new normal or the 
new era of heightened corporate profitability. 
Narratives like Big Becoming Bigger and the 
Magnificent 7 have contributed to these 
narratives.

In next few charts, we will take a look at what 
contributed to this corporate margin surge and 
how far could this continue?

US non-financial corporate profit margins are still 
above pre-covid highs and were at record just a few 
quarters ago.

Palazzo, Berardino (2023). "Corporate Profits in the aftermath of COVID-19," FEDS Notes. Washington: Board of Governors of the 
Federal Reserve System, September 08, 2023, https://doi.org/10.17016/2380-7172.3364.

This Time It’s Different? 
May be not
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Cost Component Savings Contribute To Profit Margin Expansion?

Due to the impact of the COVID-19 pandemic, 
unprecedented support was extended to U.S. 
businesses through legislative measures such as 
the Coronavirus Aid, CARES ACT of 2020, the 
Paycheck Protection Program and others. These 
initiatives significantly augmented the subsidy 
component of non-labor costs, leading to a 
substantial increase in corporate profits. The 
government-related portion of non-labor costs 
fluctuated between 8% and 10%, with an 
average of 9.4%. However, in 2020q2, this 
component dropped to 3.8 %, approximately 13 
standard deviations below the 40-year average. 
The noteworthy shift in the government-related 
component after 2019 closely aligns with the 
government subsidy-to-GDP ratio (dashed black 
line, top panel), strongly indicating that 
heightened subsidies played a significant role in 
elevating profit margins. 

At the same time, profit margins also received a 
boost over the 2020q1-2022q4 period by a 
rapid decline in interest expenses.

Note: This figure depicts the government-related (top panel solid red line) and the net interest (bottom panel solid red line)
components of non-labor costs over the period 1980q1-2022q4. The government-related component includes taxes on production and
imports less subsidies plus business current transfer payments. The dashed black line in the top panel depicts the negative of
government subsidies over GDP. In both panels, the dashed blue lines are the 2019q4 values.
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Govt subsidy helped profit margins. 
Subsidy is no longer available.

Ultra low interest rates and interest 
payment for corporates are over. Rising 
trend to eat into profits ahead.



-3500

-2500

-1500

-500

500

1500

2500

3500

-800

-600

-400

-200

0

200

400

600

800

US Treasury Federal Budget Deficit Or Surplus (3m avg) ($ Bn, LHS)

US Fed Balance Sheet 12m change ($ Bn, RHS)

Source: FRED, BEA, DSP; Data as on Dec 2023

Post Pandemic Double Dose Stimulus – Fiscal Spending & Monetary Easing 

The COVID-19 pandemic unleashed a historic 
economic crisis, prompting a bold joint 
response from the U.S. Treasury and Federal 
Reserve from 2020 to 2023. The Treasury 
deployed trillions through colossal stimulus 
packages like the CARES Act and American 
Rescue Plan, offering direct payments, 
expanded unemployment benefits, and support 
for businesses and vital sectors like healthcare. 
In totality the US treasury enacted programs 
exceeded $5 trillion to support recovery.

Simultaneously, the Fed slashed interest rates 
and launched an unprecedented quantitative 
easing program to inject liquidity and bolster 
financial markets. The Fed more than doubled 
its balance sheet via quantitative easing, 
printing more money than ever and slashing 
rates to near zero.

The Fed has since reversed its stimulus and the 
US Treasury is yet to reverse fully. 

To tackle the COVID pandemic the government 
borrowed and spent 10% of GDP; and the US Fed 
increased its balance sheet by 70% - all this in a 
matter of 5 months.

The stimulus has since 
reversed, although not 
entirely as US treasury 
continues to borrow
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Excluding The Impact of Stimulus Corporate Profitability Is Ordinary

Assuming that 
i) The government component (costs) had remained fixed at 

its 2019q4 value over the period 2020q1-2022q4 and 
ii) The net interest component would have stayed fixed at its 

2019q4 value over the period 2020q1-2022q4 

Without the historically outsized government fiscal 
intervention and accommodative monetary policy, non-
financial profit margins during 2020-2021 would have been 
more in line with past episode of large economic downturns. 
Overall, profits margins would have been, on average, 25bps 
lower during the period 2020q2-2021q4.

The profit margin dynamics in the aftermath of COVID-19 is 
heavily affected by unprecedented government intervention, 
which contributed to a substantial increase in profit margins.

In 2024, both type of stimulus are likely to reverse. The Fed 
has already reversed course and 25 to 75bps of easing will not 
contribute to repricing of corporate debt rates downwards.
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Can US Firms Continue To Report Record Profit Margins?

The profit margins across the three size categories 
moved very close together until the beginning of 
the 2010s, after that we see three distinct patterns: 
the largest firms profit margins display an increasing 
trend, the large firms profit margins are flat, and the 
medium firms profit margins follow a decreasing 
trend.

For the firms in the two largest groups we do not 
see a pronounced deviation from their pre-covid19 
trend, we see a clear deviation from trend for the 
medium-sized firms. In the latter case, profit 
margins have remained constantly below their pre-
covid19 trend and they have diverged dramatically 
from the profit margins of the largest firms. 
Although all firms benefited from unprecedented 
stimulus, the smaller firms were hit the most once 
the easy conditions reversed.

This means US firms will find it tough to report 
record profit margins as stimulus reverses. The 
question for investors is what would happen to 
equity prices? 

The largest firms (including the ‘Magnificent 7’ have seen 
the largest expansion in corporate margins, ever. While the 
mid-sized and smaller firms are at profit margins seen 
during the depths of financial crisis.

This figure depicts the profit margins for the largest firms (top 20% of the size distribution, solid red line), 
large firms (fourth quintile of the size distribution, dashed-dot blue line), and medium firms (third quintile of 
the size distribution, dashed black line) for the period 1980q1-2022q4.
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Source: Bloomberg, DSP; Data as on Dec 2023

Money Supply, Global Growth Can Pressurize Sales Growth

World trade volume growth has flattened this 
year (YTD 0.1% growth) as per CPB data. This has 
coincided with a sharp contraction in money 
supply across US, EU, UK and China. 

Most central banks in the world are trying to 
unwind the ultra loose monetary policy that was 
constituted in the aftermath of COVID pandemic.

The result is a gradual slowdown in global growth 
as suggested by both volume and value of global 
trade. 

However, over the last 3 months, financial 
conditions have once again eased so much that 
US Financial conditions index is back to levels 
where it was when the US Fed BEGAN raising 
rates for the first time in March 2022.

History shows that a tightness in money supply 
and a decline in global trade could be a precursor 
of a slowdown in sales growth momentum and 
corporate earnings. 

The global merchandise export growth and sales 
growth moves in tandem overtime. Recent de-growth 
in money supply and slowdown in global trade is yet to 
reflect in S&P 500 revenues. This could playout in 2024.

https://fred.stlouisfed.org/graph/fredgraph.png?g=1dqhg
https://fred.stlouisfed.org/graph/fredgraph.png?g=1dqhg
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Disinflation Can Turn To Deflation?

Headline Producer prices are declining on a 3 
month (yoy) basis in US, EU, China, UK and 
India. Consumer price indices have come close 
to or below the central bank’s inflation targets in 
most countries. Core inflation (which strips out 
food & fuel prices) are recording multi year lows 
in Asia and are beginning to see a rapid decline 
in advanced economies. 

A slight deceleration in growth from current 
levels, especially the services sector in advanced 
economies, can send inflationary readings way 
lower. This could come as a surprise for multi 
year high interest rates set by various central 
banks.

This scenario can happen only with a backdrop 
of slowing demand and growth which sends 
cautionary signals for equities. It also tells us to 
be constructive on duration and buy bonds with 
longer maturities in India. 

While policy rates are at decadal or multi year highs in most countries, consumer price 
inflation is getting back to pre-covid levels. In China, deflation has surfaced. 



Source: Bloomberg, DSP; Data as on Dec 2023

Every Fed Rate Hike Cycle Has Ended With A Crisis

?SVB crisis



Source: Bloomberg, FRED, DSP; Data as on Dec 2023

It’s More Important To Ask – ‘Why Would Central Banks Cut Rates?’ 
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US fed rate cuts haven’t been kind because they have 
been a reaction to a crisis. On most occasions when 
central banks become dovish they err on the side of 
reducing rates slowly to prop up economy. At present 
benchmark rates in US, EU are at multi decade high. The 
central banks are selling bonds via quantitative 
tightening. They are likely to turn dovish as growth 
slows and inflation cracks lower. 

The stock markets on the other hand have already 
priced in a part of rate cuts by re-rating the PE ratio, 
valuation multiple higher. 

Forward P/E change since 27th Oct low in US indices:
S&P 500 +14.5% (the index is up 16.5%)
S&P 400 MidCap +21.3%
S&P 600 Smallcap +28.3%

Fed Funds rate expectations during this period: 5 rate 
cuts. Total EPS change in this phase 1%. The market 
seem to have discounted policy easing which is yet to 
begin. Earnings  growth is the other lever which may 
disappoint due to slower growth./

11 US Fed rate 
cuts 2000 - 2002

8 US Fed rate 
cuts 2007 - 2009

-33% -50% -12%

4 US Fed rate 
cuts 2019 - 2020



Valuations, Earnings & Opportunities
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India High Frequency Indicators Are Slowing

GST collections are healthy but growth is slowing, 
E-way bill generation has begun to consolidate

Volume of petroleum products sold has seen a flatlining, 
indicating consolidation in economic activity.

Electronic toll (including Fastag) collections 
indicate moderating economic activity

Business activity and sentiments have turned 
lower from record but are at healthy levels



Source: Bloomberg, Investec, DSP; Data as on Dec 2023

Sales Growth Is Slowing To Low Double Digits Ex of BFSI & Consumer Discretionary

Small & Midcap stocks have outperformed large cap stocks by a wide margin. 
Historically, high trailing returns for SMID stocks are followed by low forward returns. 

Sales- YoY FY12 FY13 FY14 FY15 FY16 FY17 FY18 FY19 FY20 FY21 FY22 FY23 Jun-22 Sep-22 Dec-22 Mar-23 Jun-23 Sep-23

Comm Services 20% 8% 11% 7% 5% -1% -13% -2% 8% 15% 16% 19% 17% 20% 22% 19% 17% 14%

Consumer Disc 
(incl. Auto)

27% 14% 14% 11% 4% 3% 12% 6% -12% -4% 16% 29% 8% 13% 19% 29% 29% 27%

Ex TaMo 17% 16% 2% 7% 6% 9% 15% 10% -11% -4% 21% 33% 18% 24% 29% 33% 24% 20%

Consumer 
Staples

15% 16% 10% 9% -2% 7% 5% 11% 5% 10% 15% 16% 17% 19% 17% 16% 10% 6%

Energy 33% 11% 7% -9% -20% 7% 20% 35% 0% -20% 48% 30% 49% 47% 39% 30% 14% 4%

Financials 14% 15% 14% 20% 16% 17% 5% 17% 20% 14% 12% 17% 10% 11% 14% 17% 25% 26%

Health Care 27% 26% 25% 33% 9% 4% -4% 11% 11% 1% 17% 9% 12% 9% 7% 6% 7% 9%

Industrials 27% 25% 13% 10% 4% 7% 12% 15% 8% -7% 24% 37% 27% 37% 37% 36% 24% 10%

Information 
Technology

25% 19% 31% 12% 10% 14% 4% 16% 9% 6% 19% 18% 20% 21% 21% 20% 18% 14%

Materials 19% 5% 11% 2% -12% 12% 18% 24% -3% 7% 45% 10% 35% 25% 18% 10% 5% 3%

Utilities 13% 8% 13% 3% 1% 13% 8% 11% 7% 3% 13% 34% 25% 28% 31% 29% 18% 10%
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Declining Input Costs To Help Profit Margins Make A Comeback

Corporate margins rebounded sharply 
over the last few quarters. A complete 
collapse of wholesale prices and input 
prices helped margins expand.

This is likely to reverse in the next two 
quarters as consumer level inflation has 
eased at a faster rate than wholesale 
prices.

Corporates have gradually taken the 
benefit of decline in input costs. This 
trend is likely to weigh on corporate 
earnings in FY24. 

This can cause earnings growth to 
slowdown and make Indian equities 
unattractive.

Source: Nuvama Research, Bloomberg; Data as on Dec 2032

Peak margin

Corporate profit margins experienced a robust 
recovery in recent quarters, driven by a significant 
decline in wholesale input prices. However, this 
positive trend is expected to undergo a reversal in 
the next few quarters, as consumer-level inflation 
has subsided more rapidly than wholesale prices. 
This can weigh on pricing power of corporate India.
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Indian Markets Snapshot

Current Market 
Cap to GDP

Last 2 
Years’ High

Last 10 
Years’ Average

India 120% 115% 84%

United 
States

165% 224% 153%

Nifty’s premium of 73% over it’s EM peers is
now double of its long period average of 37%
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Paradoxes echo: Are we climbing heights only to embrace the fall?
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Source: Bloomberg, DSP; Data as on Dec 2023

Tech Valuations Are Getting Closer To Post COVID Peak

A large rally in technology sector has brought 
back Price to earnings ratio for various indices 
back to expensive zone. 

On an adjusted basis (due to delayed earning 
recovery during COVID) this sector is probably 
now at the highest 12m fwd valuations, ever!

History shows that it is prudent to remain 
conservative at such steep valuations even if 
the earnings trajectory is strong. The sector 
can face multiple headwinds of growth, 
slowing revenues and a trimming of valuation 
multiples.

Pre-COVID long term average 
Price to Earnings Ratio (12m Fwd)
Nasdaq Index: 19
SOX index: 18
Nifty IT Index: 18

Where are we now:
Nasdaq Index: 30
SOX index: 33
Nifty IT Index: 30
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Banks & Pharma Are Attractively Priced Versus The Tail

BFSI & Healthcare are two sectors in India which 
are trading at average valuations and are 
witnessing continued improvement in financials.

From a positioning point of view, these two 
sectors have underperformed the tail of the 
markets. The tail here refers to the broader small 
cap universe which usually sees  great 
performance when valuations are rated upwards 
and investor sentiment is robust. 

Historically, there have been three cycles of 4 to 
4.5 years in the past when Banks and Pharma 
sector stocks have underperformed the broader 
tails by a significant degree. This is the third 
instance. 

Considering the superior earnings trend and 
better valuations for lender and pharma firms, 
it is prudent to raise weights in this space and 
keep  the tail exposure limited to where 
valuations are attractive. 

4 years

4.5 years

4 years



70

75

80

85

90

95

100

105

110

115

120

0

100

200

300

400

500

600

700

800

900

Fe
b

-9
3

M
ar

-9
4

A
p

r-
9

5

M
ay

-9
6

Ju
n

-9
7

Ju
l-

9
8

A
u

g-
9

9

Se
p

-0
0

O
ct

-0
1

N
o

v-
0

2

D
ec

-0
3

Ja
n

-0
5

Fe
b

-0
6

M
ar

-0
7

A
p

r-
0

8

M
ay

-0
9

Ju
n

-1
0

Ju
l-

1
1

A
u

g-
1

2

Se
p

-1
3

O
ct

-1
4

N
o

v-
1

5

D
ec

-1
6

Ja
n

-1
8

Fe
b

-1
9

M
ar

-2
0

A
p

r-
2

1

M
ay

-2
2

Ju
n

-2
3

US Debt Outstanding (Rebased to 100) Gold Spot $/Oz  (Rebased to 100)

US Dollar Index (RHS)

Source: Bloomberg, DSP; Data as on Dec 2023

USD Weakness Can Awaken Gold Bugs 

Gold prices have historically tracked the rise in 
indebtedness in US. In cycles where US is 
accumulating more and more debt, Gold prices 
respond positively. 

The degree to which prices move also depends 
on the strength of the US Dollar. In period 
where US Dollar has weakened and US Debt as 
risen sharply, gold prices have staged multi year 
bull markets.

Over the last 4 years, US debt has seen a sharp 
increase which has aided gold prices broadly. 
However, the US Dollar strength has played to 
gold’s advantage. In case of a weaker or stabler 
US Dollar, expect gold prices to embark on a 
multi year uptrend.

Keeping a strategy of adding gold on dips to 
your overall exposure could help smoothen 
portfolio volatility and add to returns. 

Gold re-rated beyond 
growth in US Debt as 
USD weakens

Gold de-rated as USD 
strengthens

Gold de-rated as USD 
strengthens



“I know that 
history is going 
to be dominated 
by an improbable 
event, I just 
don’t know what 
that event will 
be.” 

- Taleb

“What if you overpay before an improbable event?”



Disclaimer

In this material DSP Asset Managers Pvt. Ltd. (the AMC) has used information that is publicly available, including information developed
in-house. Information gathered and used in this material is believed to be from reliable sources. The AMC however does not warrant the
accuracy, reasonableness and / or completeness of any information. The above data/ statistics are given only for illustration purpose. The
recipient(s) before acting on any information herein should make his/ their own investigation and seek appropriate professional advice.
This is a generic update; it shall not constitute any offer to sell or solicitation of an offer to buy units of any of the Schemes of the DSP
Mutual Fund. The data/ statistics are given to explain general market trends in the securities market and should not be construed as any
research report/ recommendation. We have included statements/ opinions/ recommendations in this document which contain words or
phrases such as “will”, “expect”, “should”, “believe” and similar expressions or variations of such expressions that are “forward looking
statements”. Actual results may differ materially from those suggested by the forward looking statements due to risks or uncertainties
associated with our expectations with respect to, but not limited to, exposure to market risks, general economic and political conditions
in India and other countries globally, which have an impact on our services and/ or investments, the monetary and interest policies of
India, inflation, deflation, unanticipated turbulence in interest rates, foreign exchange rates, equity prices or other rates or prices etc.

Mutual Fund investments are subject to market risks, read all scheme related documents carefully.
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