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Build-up of asymmetric risks

The shock absorbers that the market usually banks on are weakening.

1.

The domestic fund flow into equities fuelled by seemingly resilient retail investors has distorted the price
discovery mechanism in the market. While the Nifty is trading at close to the five-year mean on headline
valuations, this masks the risk of downgrades which look all but certain. There is no margin of safety in
Indian valuations unlike the last few occasions when macro-shocks slammed into India. In mid/small cap
space, the situation is revealing. The midcap indices trade at about 33-36 times trailing earnings, a big
premium to the Nifty valuation. The small cap indices trade at similar or higher valuations. Are they having
a superior defence against a macro shock that we are up against? The answer is in the negative. Apart
from the fact that these asset classes are vulnerable to shocks in all economies, the characteristics of
India’s mid/small caps make it doubly difficult. They derive their demand from government capex or the
extra fillip from consumption. Many are financials whose cyclical nature has been downplayed. The new
age businesses who are disruptors have not yet shown consistent ability to make meaningful profits. We
cannot see companies that have any IP or even technology-based barriers as a key moat. Indian
Mid/Small caps have seen earnings accelerate after Covid from the K-shaped recovery in the economy.
But it is the liquidity surge into MFs that have given them their valuation premium.

The set-up is not primed to handle the discontinuity that we are witnessing. The impact on earnings is
being underestimated by analysts even as funds continue to pile up on these stocks, now encouraged by
the relative out-performance since end March, which skews the situation even more. While large caps
have been sold down by Flis, the mid/small caps do not either offer the exit liquidity or are not held so
widely by Flls. The market is losing a key shock absorber by way of proactive pricing discipline.

We have touched upon the froth in the IPO market. The way this has panned out is nothing short of
alarming. The price discovery mechanism in the pre-IPO stage is so opaque that all we can see from
DRHPs is that the prices have been bid up in the immediate few quarters before the IPO launch. The
ridiculous manner in which peer comparisons on PE multiples are disclosed tell it all. The sub-segment
price multiples are often at 50, 60 or 70 times justifying a discount to this as enough of an incentive. The
performance of IPOs that listed in the last 3-4 years shows that the post-listing performance has been
lacklustre for many high-flyers. But no one seems to care. The retail liquidity into funds is absorbing the
issuance, much of what is offer for sale. While promoters and strategic investors are exiting, retail is
buying. There is no better example of asymmetric risks building up.

The price adjustment in the economy by way of fuel price pass through has been insufficient. We will
explain the market impact of this but once again, the result is the same - the market is pushing itself
towards the precipice.

The ability of RBI to cushion any shock has been diminished as it has fired several bullets before this
crisis started, aimed at reviving demand. The mayhem in the currency has essentially removed whatever
elbow room it might have to counter the supply shock which is becoming a hydra-headed menace that
threatens to set in motion a vicious cycle of demand destruction following supply issues.

The traditional defensive sectors in the market such as FMCG have been so expensive that they are not
offering any safe haven. The other candidate, IT services, is facing structural challenges. While financials
are overheld (but reasonably valued), funds chase up any sector or segment that seems to offer half a
chance. The envelope is being stretched and twisted.
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6. Financial stocks are offering exit liquidity to foreigners and are being sold down. They seem to offer
valuation comfort. The bank balance sheets are at their best in over two decades. There is just one
problem. Expectations are so primed that any rumbles on asset quality will not go down well. Banks
always factor in some stress in their own models to deal with macro events such as the ones we are facing
now. If the stress shows up, the banks can handle that. The market cannot digest this due to its
positioning.

The above is not an attempt to build a bear case. In fact, we have made this point that the market has
digested a lot of adverse developments over the last couple of years. Normally, we would want to believe
that the bad news should have been in the price. It is the positioning of the domestic investors that call for
a sobering thought.

Equities are viewed as a failsafe asset class. The response to any headwind is some advice to avoid leverage
and extend the holding period till the outcomes you want to materialize. This is inconsistent with the basic
tenets by which free markets operate. This is also inconsistent with the historic parallels elsewhere.

The bitter pill in small doses

We do not want to wade into a discussion on the policy stance of the government. We will, however, focus
on the market challenge that this policy entails.

Petrol Price change from Feb 23, 2026 to May % change % change
29, 2026 (S terms) (X terms)

Pakistan 58 65
United States 43* 50*
South Africa 34 41
Vietnam 33 39
Sri Lanka 31 38
China 25* 31*
France 22 28
UK 19 25
Germany 10 15
Norway 9 14
Japan 7 12
India 3* 7*
Indonesia 1 6

Note: * - For China, India, US Gasoline prices are as on Feb 27, 2026, to May 29, 2026.
Other Countries Gasoline prices are as on Feb 23, 2026 to May 25, 2026.
Source: Bloomberg, Media Articles, Spark Fund Research.

India has seen the shallowest price pass through of petrol price for any economy of substance. The preferred
path of the government seems to be to adopt an incrementalist approach. There may even be a calculation
to the effect that oil prices may come off thereby helping the government pass on just enough of the pain
that is absolutely necessary. This choice comes with its own risks. The market has begun to assess this as a
case of government writing an unhedged option on a favorable resolution of the oil crisis. The political
premium it has collected seems to be the modest hit to the middle-class wallets but a heavy price is being
paid by a risk that can prove very costly.
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There are reasons why India believes it has the elbow room to postpone what looks to be inevitable. Some
other EMs have been under the watchful eye of multilateral institutions. Yet others had limited forex
reserves. India went into this crisis with what is generally believed to be excellent macros. While India’s
reserves at over 9 months of imports appear healthy and stand higher than in the past, some of the short-
term obligations coupled with continued drawdown can result in quick deterioration. The feeling that Indian
macros are in fine fettle can lead to complacency. The markets carry numerous scars from previous
emerging market shocks. Every crisis in EM has seen the buildup of risks which were underestimated before
it was too late. The foreign investors have seen this playbook before. This is one reason why they have been
persistent sellers in India.

As the free market takes its toll through a brutal currency adjustment, the vicious cycle is already in full
flow. There may be an argument that a steep price increase in petrol/diesel will affect prices of essentials
which affect the poor. This could be optically true. But postponement of action does not save the poor and
middle-class. In fact, experience around the world shows that early and decisive action contains the total
cost and lowers the eventual pain from the bitter pill. The INR depreciation affects prices of other imports
and is inflationary in itself. It has dented India’s credibility as an investment destination as the stock of
investments made in India for years has seen a brutal haircut. Savings of hardworking Indians has also been
implicitly marked down, possibly forever. It leaves RBI with few options. RBI may likely need to raise rates
at some stage to restore confidence.

The Fll exodus

This is not mere profit taking or a case of hot money going out. Look at the Fll ownership trends.

FPI Ownership in India (%)
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Source: NSE, Ace Equity, Spark Fund Research.

While the resilience of domestic flows is a welcome change in India’s ability to negotiate these waters, it
would be imprudent to do chest-beating over this. The history of Fll exits from markets that got into trouble
is not encouraging. Flls were sellers in Japan for two years prior to 1989 when Nikkei made a top from where
there was a major crash. Japanese valuations were considered the new normal at that time when Japan
looked invincible. The SIP equivalent were postal savings schemes in Japan and insurance companies which
channeled domestic savings into Japanese equities. What followed was a market collapse and a nasty
aftershock that went on for decades. Taiwan saw a similar retail meltdown wherein millions of trading
accounts were opened in a euphoric rally which was followed by a brutal sell-off in late 1980s. China has
seen deep gashes in valuations and a stock market that went nowhere for a decade. It is the institutional
memory and accumulated wisdom that Flls carry which explain their moves. A different take on
this ownership transfer from Flis to DllIs reveals a somber picture.
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Cash Segment CY2021 - CY2026 YTD Rs. Cr RHIRR Y S GV 0
of Exit/Entry

FIl Net Selling 12,93,732 22,052

DIl Net Buying 22,52,014 22,595
Cash Segment Net Inflows / (Outflows) Fll Rs. Cr DIl Rs. Cr
CY 2009 - CY2020 2,72,280 1,88,619

Note: CY2026 YTD- Data till May 29, 2026.
Source: Money control, Ace Equity, Spark Fund Research.

This data gives a long-term snapshot and has interpretational limitations. The reported numbers, particularly
in the earlier years, may not capture all the inflows into equities (QIPs, primary market and other possible
data gaps and maybe some inflow was captured as FDI). But the scale of the numbers clearly brings out the
fact that Flls are cashing out from an expensive market. They have been patient sellers. What we see in the
local narrative seems to glorify the maturity of domestic investors in absorbing this selling and then some
more. This is being held out as Indian investors showing maturity and long-term thinking in persistent
optimism on what is projected as a high-growth economy with unquestionable resilience. While there is a
base growth in India that is broadly secular, the delta over that has been very cyclical. We need to stop and
ponder.

In a sense, the flow picture represents a massive wealth transfer from middle-class Indians (who are fueling
the MF buying) to foreign investors at large. The depreciation of the INR is in large measure due to the exit
by foreigners which is being funded by retail Indian buyers who are unwittingly shooting at their own feet.
We are unable to spot any Indian winners here.

Jaywalking on the edge of a precipice

The build-up of risks leaves the market drifting closer to the precipice. The partial pass-through of
petrol/diesel prices can work in India’s favor only if the Iran war resolves in a manner wherein crude prices
plunge back to below USD 80-85 in a short period and stay there. In addition to the several asymmetric risks
that have been building up, there is the danger of SIP flows being viewed as a political hot potato involving
the Indian middle-class savings. This will push India into a territory where an iatrogenic risk begins to loom
large. This will be counterproductive for the economy, the political economy, the investors and the market.

The market will look for decisive signs that the crisis is being countered with tough measures even if short-
term outcomes appear to be unpleasant for the economy and for markets. This is a crisis that India did not
create. The administrative management of the crisis has been exemplary. Indian action is not the root cause.
However, India’s status as a perennially capital-short economy with a soft underbelly does not help. If policy
tries to downplay the impact, the market will continue to buy some insurance through a process of
markdown. There is consensus amongst experts that India has enough resilience to avoid a crisis. A
deterioration that does not qualify as a crisis can be bad enough for the market. And good enough to make
a meaningful mean reversion in valuations a distinct possibility.

Warm regards,
P Krishnan (Cl10) and Team Spark Fund

Disclaimer for Portfolio Management Services
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Spark Asia Impact Managers Private Limited (“SAIMPL”) is registered with the Securities and Exchange Board of India (SEBI) as a
Portfolio Manager (Registration No. INPO0O0006235). SEBI registration and NISM certification do not constitute an endorsement of
SAIMPL’s performance, nor do they guarantee returns or the accuracy of any information provided.

This document and all information, data, analysis, opinions, estimates, and views contained herein (“Information”) are provided solely
for informational purposes. SAIMPL makes no representation or warranty, express or implied, as to the accuracy, adequacy,
completeness, reliability, or fairness of the Information. The Information is based on publicly available sources or sources considered
reliable; however, SAIMPL and its affiliates do not independently verify such information.

Nothing contained in this document shall be construed as:
= An offer, invitation, or solicitation to buy or sell any securities or financial instruments;
= |nvestment advice or a recommendation regarding any security, investment strategy, or portfolio;

= | egal, tax, or business advice.

Recipients should seek advice from their own independent legal, financial, tax, and other professional advisors before making any
investment decision.

Investments in securities markets and Portfolio Management Services are subject to market risks. There is no assurance that the
investment objectives of any strategy, Investment Approach, or portfolio will be achieved. Past performance of the Portfolio Manager
or any strategy is not indicative of future results. The name of any portfolio or strategy does not imply its prospects or returns. Investors
should carefully read all relevant documents, including the Portfolio Management Agreement (PMA), disclosures, and risk factors,
before investing. All strategies / Investment Approaches may not be suitable for all investors.

To the fullest extent permitted by law, SAIMPL, its affiliates, and their respective directors, employees, agents, or representatives shall
not be liable for:

= Any views, opinions, errors, omissions, or discrepancies in the information;
= Any decisions taken or actions undertaken based on this document;

= Anydirect, indirect, incidental, special, consequential, or punitive damages (including loss of profits, revenue, or data) arising from
the use of, reliance on, or inability to use this document or the Information.

SAIMPL and its affiliates may have potential conflicts of interest. They may have financial interests in securities referred to, trade in
such securities, or provide/seek to provide broking, investment banking, or other services to the entities mentioned. Different
businesses of SAIMPL or its affiliates may hold views that differ from or are contrary to those expressed herein. Views expressed in
this document may not be applied uniformly across all clients or businesses of SAIMPL or its affiliates.

This document is confidential and intended solely for the authorized recipient. It may not be reproduced, distributed, copied, published,
or transmitted, in whole or in part, without prior written consent of SAIMPL.

This document is not intended for distribution in any jurisdiction where such distribution would be contrary to applicable laws or
regulations or would require registration or licensing of SAIMPL or its affiliates. Persons receiving this document must comply with all
applicable legal and regulatory requirements.

Any valuations, valuation ranges, or financial opinions contained herein are indicative, based on publicly available information, and
provided for discussion purposes only. They do not constitute a certified valuation, fairness opinion, or assurance of fair value, and
should not be relied upon for regulatory, statutory, or compliance purposes.

References or links to third-party websites or content are provided for convenience only. SAIMPL does not control, endorse, or assume
responsibility for the accuracy or completeness of such content, and access to such links is at the user’s own risk.

Disputes arising from Portfolio Management Services shall be governed by the redressal mechanism set out in the Portfolio
Management Agreement, in accordance with SEBI (Portfolio Managers) Regulations, 2020. Disputes relating solely to the contents or
distribution of this document, as marketing or presentation material, may not be eligible for exchange-level investor grievance or
arbitration mechanisms.

Compliance & Grievance Officer

Ms. Diksha Jha

Compliance & Grievance Officer

Spark Asia Impact Managers Private Limited
Tel: +91 22 62916700

Email: ir.oms@sparkfund.in

Registered Office:
No. 1, 3rd Floor, First Crescent Park Road, Gandhi Nagar, Adyar, Chennai - 600020

Correspondence Address:
Solitaire Corporate Park, Unit 1252, Building No. 12,
Andheri Kurla Road, Chakala, Andheri (East), Mumbai - 400093

CIN: U65929TN2018PTC123119
Website: https://www.sparkassetmanagement.in/

For further details, please refer to: https://www.sparkassetmanagement.in/
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