Indian Equity Market Outlook 2025:

Dear Valuable Investors,
Can Valuations and Investor Sentiment Continue to Drive Returns?

As we move into 2025, the Indian equity market faces a similar conundrum to its global
counterparts: valuations are high, investor sentiment is strong, but can multiples continue to
expand from already elevated levels, or will earnings growth become the primary driver of returns?

In last few years Indian equity market experienced a solid rally, with major indices reaching record
highs. Valuation multiples for the Indian market have risen to levels above the long-term historical
average. The Nifty 50 currently trades at a P/E ratio of around 22-23x, significantly above its
historical average of about 18-19x. This presents a key question for investors in 2024: given already
stretched valuations, can multiple expansion continue to drive returns, or will earnings growth take
centre stage?

Historical Performance: How Earnings, Multiples, and Dividends Have
Contributed to Returns in India?

Historically, earnings growth has been the dominant driver of returns in the Indian equity market,
just as it has been in global markets like the S&P 500. Over the past few decades, earnings growth
has accounted for the majority of returns, with multiple expansion and dividends contributing to a
smaller extent. From 2000 to 2023, Indian equities have seen average annual returns of around 12-
15%, with earnings growth accounting for roughly 60-65% of these returns, while multiple expansion
has contributed 20-25%, and dividends have bridged the gap.

However, much like in global markets, there have been periods where multiple expansion drove
returns beyond what earnings alone could provide. A deeper dive into these periods reveals that
multiple expansion was often fuelled by one of three factors:




e Earnings Contraction:

During periods of economic slowdown, earnings growth often stagnated or contracted, leading
to negative returns from earnings. However, in these years, multiple expansion occurred due to
an improving economic environment or market recovery, where valuations rebounded after
periods of contraction (e.g., 2003 post the tech-bubble crash, or 2020 after the pandemic-
induced market crash).

e Multiples Recovery:

In certain years, after periods of earnings stagnation or contraction, multiples themselves
rebounded, often driven by a change in macroeconomic conditions, such as lower interest
rates, economic stimulus, or a shift in investor sentiment. Notably, in 2013, 2017, and 2020, the
market saw strong multiple expansion even as earnings growth was modest.

e Optimistic Investor Sentiment:

Strong bull markets, fuelled by investor optimism, often led to a significant rise in multiples.
These years typically coincided with strong macroeconomic fundamentals and/or the
excitement surrounding specific sectors (e.g., technology, infrastructure). The market's
enthusiasm about India's future growth potential led to significant valuations expansion, often
irrespective of current earnings performance.

2025 Outlook: Can Multiple Expansion Continue?

In 2025, the Indian equity market faces a situation where multiples are already stretched. The
Nifty 50 is trading at about 22-23x P/E, which is more than one standard deviation

above the 10-year average of 18x. This brings us to a key question: can multiples continue to
expand from such elevated levels, or will earnings growth be the primary driver of returns?

1. Global and Domestic Macroeconomic Environment

The macro backdrop is generally supportive of the Indian equity market in 2025. While there
are global uncertainties looming, such as geopolitical risks and global inflation trends, India’s
domestic growth prospects remain relatively strong. The Indian economy is expected to grow
at around 6-6.5% in 2025, supported by a resilient consumption story, government
infrastructure spending, and strong agricultural output. Additionally, monetary policy in India is
expected to remain accommodative, as inflation is expected to gradually recede from its peak
in 2022, allowing for potential rate cuts in the second half of 2025.
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This supportive backdrop could provide a boost to investor sentiment, potentially leading to
multiple expansion in the short term. However, the Indian market's P/E ratios are already at
historically high levels, which suggests that the potential for further multiple expansion from
here may be limited, especially in a global environment where central banks are cautious about
inflation and interest rate hikes.

1. 2. Earnings Growth in 2025: A Key Driver

In 2025, earnings growth is expected to accelerate after being flattish year in 2024.

Banking and Financials: The Indian banking sector is poised for strong growth, driven by

rising credit demand, particularly in the retail and SME sectors. Additionally, improving asset
quality and a shift towards digital banking should provide tailwinds for profitability.

Consumption and FMCG: Consumption is expected to continue its recovery, with strong
growth in rural demand and continued urbanization. Additionally, rising incomes in India,
coupled with government support for affordable housing and infrastructure, will likely benefit
the consumer goods and FMCG sectors.

Infrastructure and Construction: The government’'s focus on infrastructure spending
remains a critical growth driver, with capital expenditure in the construction and energy sectors
expected to rise. Moreover, the demand for affordable housing continues to support the real
estate sector.

Technology: Despite global economic uncertainties, India’s IT sector is expected to see
moderate growth driven by continued demand for digital transformation, cloud computing, and
artificial intelligence. However, growth in the sector is likely to moderate from the high levels
seen in recent years.

3. Valuations: The Risk of Multiple Contraction

While earnings growth is expected to accelerate in 2025, valuation risk prevails. The Nifty 50's
P/E ratio is already stretched, and should earnings growth not meet expectations, there is a
risk that multiple contraction could occur. In such a scenario, the market's P/E ratio could
shrink even if earnings grow, leading to lower total returns despite a positive earnings growth
trajectory.
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4. Investor Sentiment: A Double-Edged Sword

Investor sentiment in India is currently optimistic, with equities receiving strong inflows, buoyed by
the country's strong growth story, the continued rise in retail investors, and positive
macroeconomic signals. However, this optimism has the potential to morph into overconfidence,
as seen in past years (e.g., 2014 or 2017), potentially driving stock prices even higher irrespective of
earnings performance.

In 2025, market sentiment could be influenced by factors such as:

e Global inflation and interest rates: A return of inflationary pressures or higher interest
rates globally could dampen sentiment, causing multiple contraction.

e Geopolitical risks: Potential disruptions, especially related to trade, supply chains, or
tensions in neighbouring regions, could impact investor sentiment.

e Speculation in risk assets: Cryptocurrency and other speculative investments could
pose a challenge to equity markets, as investors may shift funds from traditional equities to
these high-risk assets.

Conclusion: Earnings Growth Will Likely Drive Returns in 2025

While positive sentiment and macroeconomic factors could support multiple expansion in the short
term, the market’s already elevated valuations suggest that earnings growth will likely be the key
driver of returns. Earnings growth is expected to accelerate, especially in sectors like Banking,
Consumer Goods, and Infrastructure.

For investors, this means that focusing on sectors with solid earnings growth potential, as well as
keeping a close eye on macroeconomic trends, will be critical. While multiple expansion could
continue in the near term if investor sentiment remains strong, investors should be cautious of the
valuation risks that come with already high P/E ratios. Ultimately, earnings growth will likely be the
cornerstone of equity returns, as it has been in the Indian market'’s long-term history.

Thanks & Regards

Vikas Agrawal

Founder & CEO
AlIF & PMS Experts India
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