
MANY factors were responsible for the indus-
trialrevolution.Buttheuseof fossilfuelswas
clearly vital in driving a step change in rates

of economic and population growth. So the current
rise in the cost of extracting such fuels should be the
subjectof considerableconcern.

Until the 18th century mankind’s output had been
restricted by the amount of physical force that hu-
mans (and domesticated animals) could exert and by
the amount of wood that people could chop down. Fos-
silfuelsdeliveredamassiveproductivityboost.

InarecentarticlefortheCatoInstitute,MattRidley,
a former journalist at , argues for the importance of
coal in allowing the industrial revolution to be sus-
tained. “Fossil fuels were the only power source that
did not show diminishing returns,” he writes. “In
sharp contrast to wood, water and wind, the more you
mined them the cheaper they became.” A further ad-
vantage was that coal supplies were so large. By 1830,
MrRidleyestimates,Britainwasconsumingcoalwith
an annual energy output equivalent to 15m acres of
forest,aboutthreetimesthesizeof Wales.

Inthe20thcenturyoilreplacedcoalasthecheapfuel
of choice.Ithashadanenormousimpact,mostnotice-
ablyintransport.Thinkabouthowmuchof yourdaily
activity depends on energy?the commute to work, the
heating and lighting for home and office, the steel and
bricks needed to construct both properties, the trans-
port costs involved in delivering your food to super-
markets(andtheenergyusedtocookit),andsoon.

Itwasonlynaturalformankindtoexploitthecheap-
est energy sources first, such as easy-to-extract oil re-
serves under Saudi Arabia. The problem now is not
thattheworldisrunningoutof energybutthatthenew
sourcesof energyaremoreexpensivetoexploit.

The key ratio is “energy return on energy invest-
ed”. Analysis by Tim Morgan at Tullett Prebon, a bro-
ker,estimatesthatoildiscoveredinthe1970sdelivered
around30unitsof energyforeveryunitinvested.Byit-
self this was well down on the returns from oil discov-
ered in the 1930s, which were nearer 100-to-1. Current
oilandgasfinds,suchasunderseareserves,mayoffer
a return between 16-to-1 and 20-to-1. The return on
sourcessuchastarsandsandbiofuelslikeethanolare
inthesingledigits.

Tarsandsandbiofuelsrepresentonlyasmallpartof
globalenergyuse.Nevertheless,totheextentthatcon-
ventionalsourcesof energyproductionaredeclining,
the high marginal cost of new sources of energy will
slowlydriveuptheaveragecost.AndrewLeesof UBS,
writingin“TheGatheringStorm”,anewbook,argues

thattheglobalratioof energyreturnonenergyinvest-
ed is around 20, corresponding to energy’s 4-5% share
of globalGDP.MrLeesthinkstheratiomightfalltofive
over the next decade, implying that energy’s share of
GDP could quadruple. That is probably too extreme a
forecast. Nevertheless, the direction of change seems
clear. If the world were a giant company, its return on
capitalwouldbefalling.

The first big oil crisis was in the 1970s when the
OPECexportembargowasfollowedbystagflation.By
the 1990s, with oil down at $10 a barrel, the economic
impact of fuel costs tended to be downplayed. Devel-
oped economies had moved from being manufactur-
ing-based to being service-based, it was argued: the
volumeof GDPproducedforagivenunitof energyhad
accordinglyincreased.Yetthesurgeinthecrudeprice
to$147abarrelinJuly2008undoubtedlyplayeditspart
inexacerbatingtherecentrecession,actingasataxon
Western consumers at a time when confidence was al-
readylow.

That rise in energy prices was driven by demand,
however. A surge propelled by the costs of extraction
would be a negative productivity shock for the
globaleconomy.

That would be a particular problem for
Europe, which is also facing significant demographic
pressures. There will be a decline in the number of
people of working age (15-64) in France, Italy and
Germany over the next decade. If there are fewer
workers, GDP growth will depend on productivity
improvements.

It is possible that some new source of cheap and
abundantenergymightbedeveloped?thecostof solar
panels could be reduced substantially, for instance.
The same high energy prices that might crimp eco-
nomicactivitywouldhavetheeffectof stimulatingin-
vestment in alternative-energy sources. But there
could still be an uncomfortably long period in which
theworldhastocopewithhigherenergycosts.Thatis
aheadwindtheglobaleconomycoulddowithout.
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Engine trouble
A rise in the cost of extracting

energy will hit productivity

T
ATA CONSULTANCY
SERVICES (TCS) could
not have delivered a better
quarter than this one,

every time superseding the earlier
threshold. Q2FY11 has been an al-
most perfect quarter with no blem-
ishes.“Profitablegrowth”hasbeen
the key theme that TCS delivers
from this strong set of numbers,
coming on top of an already strong
Q1FY11. The company has done
well on many parameters--hand-
some revenue and margin perfor-
mance,volumegrowthof 11%QoQ,
eight large deal wins spread across
sectors, highest ever organic
gross/net employee addition of
19,293/10,717, sequential growth of
10% plus across verticals & most
clients, and most importantly, Ebit-
da (earnings before interest, tax-
es,depreciation and amortisation)
margin improvement by 70 bps to
30%(historichigh).

We see upgrade in consensus
EPS (earnings per share) numbers
for TCS, despite the appreciating
rupee. We are revising up our EPS
by4%forFY11and6%forFY12toRs
42.6 and Rs 48.4, respectively. Also,
the CEO remarked about the likely
increase in IT budgets for the next

fiscal based on preliminary discus-
sions with a small set of clients.
“Growth agenda” and “being effi-
cient”arekeythemesdrivingtheIT
spending at client organisations in
thecurrentenvironment.

We see that the most impressive
part of TCS’ performance over the
past 4-6 quarters is its ability to
rigourously close the margin gap
with Infosys. TCS’ Ebit (earnings
before interest and taxes) margin

has expanded over 300 bps (basis
points)sincethestartof thelastfis-
cal. At the same time, we see advan-
tages such as market diversity
(horizontals),geographicdiversity,
end-to-end service offerings, and
ability to bag large, bundled deals
among others playing in harmony
currently.

AtCMP(currentmarketprice)of
Rs 986, the stock is trading at a P/E
(price-to-earnings) of 23.2x and
20.4x for FY11e and FY12e
earnings, respectively.
With consistent outperfor-
mance on revenues (QoQ)
and strong margins, we see
TCS’valuationsimprovingfurther
andpossiblyenteringthepremium
zonetothatof Infosys.Wemaintain
Buy on the stock and rate it ‘Sector
Outperformer’ on relative returns.

TCS' revenues, at Rs 92.9 bn,
jumped 13.0% QoQ and 25% YoY. In
dollar terms, revenues grew 11.7%
to $2,004 m. In constant currency
terms, the company delivered 11%
sequential growth. Gross profit for
the quarter stood at Rs 43.4 bn,
up 13.7% QoQ. Gross margin was
flatat46.8%.Thecompany’soperat-
ingmargin(Ebit)increasedfurther
by 86 bps QoQ and now stands at

28.0% TCS reported net income of
Rs 21.1 bn, up 14.2% QoQ. Net profit
margin now stands at 22.7% versus
22.4%inthepreviousquarter.

The company won eight large
deals during the current quarter in
additiontoteninthepreviousquar-
ter,comparedtoninedealsbyInfos-
ysinH1.

India led the growth with 25.7%
sequential growth in dollar terms.
Continental Europe too saw a turn-
around with 14.2% QoQ growth af-
ter lacklustre performance for the
pasttwoquarters.

All the verticals have reported a
double-digit sequential growth.
Thisisthesecondconsecutivequar-
ter where all the verticals have re-
ported QoQ growth. Note that even
manufacturing has shown a strong
growth of 11.7% QoQ in dollar

terms.
Growth momentum

across horizontals contin-
ued with all showing se-
quential growth. Four

verticals, namely business intelli-
gence, enterprise solutions, assur-
ance services and infrastructure
services, reported more than 15%
QoQ growth. TCS added 30 new
clients(36inQ1)duringthequarter
versus 27 for Infosys. The active
clientscountstoodat936versus930
inthepreviousquarter.

The number of $1 m clients in-
creasedby11to420;therewasanin-
creaseinthe$5m(1),$10m(9),$20m
(1), $50 m (1) and $100 m (1) client
bracket, over the previous quarter.

—Edelweiss
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INDIANmarketsarewitnessingun-
precedentedinflowsfromforeigninsti-
tutional investors. Our markets have
rallied in the past few months on the
backof theseinflows,whichcouldcon-
tinueforsomemoretimeif theUSgov-
ernmentannouncesanotherstimulus
package, says Anand Shah, head of
equities at Canara Robeco Mutual
Fund. He believes that US investors
are willing to overpay for India be-
cause of the significant interest rate
differentialbetweenthetwocountries.
Butrobustinflowsmaynotalwaysbe
healthy.InachatwithChiragMadia
and Muthukumar K, Shah warns
that excess money could create a bub-
bleinIndianequities.

How are the September results
panningout?

Results declared so far have been
good. We expect that banks and con-
sumption-oriented sectors like FM-
CG,pharmaandretailwillcontinue
to deliver better-than-expected re-
sults. At the same time, infrastruc-
ture companies will continue to
strugglewithissuesof landacquisi-
tion, environmental clearance and
financialclosure.Theimpactof sub-
sidiaries'resultslikeCorus,Novelis,
JLR etc will be a big booster for par-
ent companies. On an overall basis,
September quarter results will be
able to meet market expectations.

FIIs have been buying into Indi-
an markets over the last couple
of months while domestic insti-
tutionshavebeenselling.

At the end of the day, we have to
lookatwhyFIIsarebuyingandDIIs
are selling. Lower interest rates in
the US make Indian equity market
attractive,whichcan’tbenecessari-
ly said for Indian investors. This is
becausetheinterestrateonten-year
bondsinUSis2.5%p.a,whereasitis
around8%p.ainIndia.So,tothatex-
tent, because of the differential in
interest rates, US investors are able
to overpay for India. This is the rea-
sonwhyFIIsarebullishonIndiaand
Indian investors not that bullish.

How have higher interest rates
affectedassetallocation?

Indian savers were dis-incen-
tivised to save due to the negative
realrateof returninbankdeposits.
The nature of savings, we believe,
has changed from financials sav-
ing to non-financial saving. We be-
lieve Indian households, in search
of returns higher than inflation,
havegoneaheadandinvestedineq-
uity, gold and real estate. There in-
vestments in bank fixed deposits
have reduced and that is why we
have seen anemic growth in the
firstsixmonthsfordepositgrowth.

What’s your view on the quanti-
tative easing (QE) measures of
the US? Could it benefit Indian

equitymarkets?
Themarketdidnotinitiallyreact

to QE1 and we were wondering why.
Subsequently,wesawitseffectinthe
formof amajorrally(whichwehave
seen over last 18 months) witnessed
not only in Indian equities, but also
other emerging markets and assets
likegoldandsilver.Wearekeenlyob-
serving US QE2 because inflation
expectationsarelowandunemploy-
mentishigh.Butwearenotveryfar
from a situation of real inflation in
the US. Also, signals like deficit,
pointtoaprobablescenarioof lesser
consumerspendingintheUS.

QE1isabigexperimentbytheFed
andithasnotworked.Anotherround
of QEcanleadtoinflationandif (US
GDP) growth doesn't bounce back,
wearetalkingaboutstagflation.

How would QE2 impact Indian
markets?

If theyannounceaverylargebond
purchasesprogrammeinQE2(more
thenitispricedin),thenwewillhave
a rally in Indian equity markets.
However,itcanalsocreateabubbleif
fundamentals (which is growth), do
not follow high valuations. Its a tril-
lion-dollar question though, if QE2
couldbringgrowthbackintheUSor
that in the global economy. In case of
QE1,despitemonetarybasegoingup,

money supply didn't go up as much,
sincetheprivatesectordeleveraged,
and we have not seen sustainable
GDPgrowthintheUS.

Do you foresee a correction in
theIndianequitymarket?

Over the short-term, in domestic
markets, quarterly results will de-
cidethedirectionof markets.Webe-
lieve market expectations are not
running very high and results will
positively surprise. However, the
challenge lies in maintaing growth
ratesinthesecondhalf.

On the international front, Fed
policyinthefirstweekof November
will decide whether we have an up-
wardoradownwardcorrection.Till
then, markets will wait for the real
economic numbers to come in. We
havetoalsolookathowmuchof QE

will be allowed by US lawmakers. If
Fed delivers what is already priced
in, then we might see some positive
movementintheequitymarket.

How do you look at Indian mar-
ket valuations at this juncture ?

Indian markets are not as cheap
astheywereinOctober2008andnot
as expensive as in January 2008. We
have QE2 measures which can take
the market up further while several
otherissuesweighthemarketdown.

Intheshortterm,marketsaredri-
ven by liquidity, but over the long
term,byfundamentals.Soitiswrong
to discuss fundamentals while look-
ing at the short term. Whatever we
discuss in terms of price earning is
irrelevant, if liquidity flows contin-
ue. If I say markets are expensive, it
canbecomemoreexpensiveoverthe
nextthreemonths.Inthelongterm,a
predominantly domestic consump-
tionandinfrastructure-drivenecon-
omy offers scope for long-term
investment.SIPsareanefficientway
of investing in the current volatile
environment.

Are mid-cap stocks relatively
more attractive, given that
they haven’t rallied in the past
fewmonths?

It is unfair to say that mid-cap

have not rallied. They have not ral-
lied in the initial part as well as in
the last leg, but had a good time in
between.They have not performed
in the last month as FII and ETFs
preferred large-cap stocks. In the
currentmarkets,oneshouldprefer
largecapsovermidcaps.

Oil is currently trading at
around $80 per barrel ? Going
forward, how could this affect
Indianmarkets?

Rise in oil prices affects markets
and the economy. Rising oil prices
arebadforoureconomy,butgoodfor
Sensex companies. Indians are ma-
jor oil consumers and lower com-
modities prices have a salubrious
effect on our economy. Despite ris-
ing oil prices being negative for the
economy, they have a positive im-
pactonthemarketintheshortterm.

What's your current portfolio
allocationstrategy?

Wewilllookatcompanieswhich
will survive the global financial
crisis,inflationandoveraperiodof
time, also create wealth. We take a
long-term(atleast3years)perspec-
tiveandthenlookatthecompanies
which are going to be resilient dur-
ing a downturn as well as benefit
fromapick-up.

I always say that, in the
short-term, markets are
driven by liquidity, but over
the long-term, driven by
fundamentals...Even if I say
markets are expensive, it can
become more expensive over
the next three months
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‘Fed policy will decide we have
upward or downward correction’
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TATA CONSULTANCY SERVICES

Entering the premium zone
A consistent rise in revenues and strong margins make TCS a sector outperformer on relative returns
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