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*MAY'S MELTDOWN IN EMERGING MARKETS* meted out the same severe 
punishment to  a wide swath of countries. Turkey, Iceland, South Africa and India, all of  
which have current-account deficits, were among the hardest-hit markets.  While this 
correction reflected a more appropriate level of risk assessment  of emerging markets in a 
higher global interest-rate environment, in my  destimation India was unfairly chastised 
in this frenzied selloff. Before the  May pullback, many investors had amber lights 
flashing for India, given its  current-account deficit and dependence on portfolio flows.  
 
So it's little wonder that Indian equity markets suffered a 25% drubbing  from the peaks 
in May.  However, a closer examination of India's fundamentals reveals that investors  
were perhaps a bit hasty in their actions. Indeed, I see a number of factors  that should 
keep India first among equals.  First, let's address the current-account deficit: Most of the 
countries that  bore the brunt of the emerging-markets selloff have had weak current  
accounts. The current-account deficit of Turkey stands at $23 billion, or  6.3% of gross 
domestic product; South Africa's is 4.2% of GDP; while  Iceland's is an alarming 16% of 
GDP.  
 
All of these deficits are far higher than India's deficit, which is a mere  1.3% of GDP. 
What's more, India's current-account deficit largely owes to imports of capital goods and 
industrial inputs used to expand capacity and  aid growth. This is positive in my view, 
considering India has moved onto a higher growth trajectory.  Moreover, capital flows 
have been more than sufficient to finance the  deficit, and even in the worst-case scenario, 
the drawdown on reserves would  be a maximum $14 billion, which amounts to less than 
10% of the total.  
 
High debt ratios have dogged emerging-market economies, but here, too, India  
appears better-positioned. External debt accounts for more than 50% of  Turkey's GDP 
and close to 30% of Russia's and Brazil's, leaving these  economies overly reliant on 
foreign financing.  While the level of external debt in India is high at $119 billion, debt  
indicators have been improving, with external debt as a percentage of GDP at  16%. 
Encouragingly, low interest rates and long maturity profiles attend 35%  of the debt.  
Though India's government-debt ratio remains high at 75% of GDP (similar to  Turkey's 
at 71% but higher than Brazil's at 50%), a key differentiator is  that all of it is 
domestically financed.  There's also the matter of inflationary pressure. An important 
reason behind  the sharp selloff in several countries is that monetary authorities failed  to 
adequately respond to mounting price pressures in time.  An example of this is Turkey, 
where 10% inflation (compared with a 5%  year-end target) prompted a policy-rate 
increase of 600 basis points between  May and June. Investors feared rightly that such a 
sharp rate hike could  hamper growth.  
 



Meanwhile, monetary authorities in India began tightening rates as early as  2004. As a 
result, higher rates have been priced into the market. At less  than 5% currently, inflation 
could average 5.3% in fiscal 2007, though it  will likely reach 6% by year's end.  Given 
that Indian consumers and companies are still underleveraged and that  real interest rates 
are relatively benign, a further increase of 50 to 100  basis points should not derail 
growth. I expect policy rates to move by at  least 25 points, while market rates could 
move 50 to 100 points.  Simply put, India passes my macro-level "health check." I think 
that the  composition of India's current-account deficit, favorable debt ratios,  
foreign-exchange reserves and proactive management of monetary policy should  
make India more resilient than other emerging markets.  
 
Plus, India's growth story appears fundamentally strong, led by an  investment upturn, 
positive income and age demographics, and a high savings  rate.  The latest flood of 
funds into the emerging markets lifted all boats  equally. And as the flood receded, all 
markets were treated equally harshly.  But when considering an allocation to an asset 
class with many distinct  avenues, it is important not to project the characteristics of a 
few onto  the whole. 
  
So while India may have been swept up in the emerging markets' rise and  
fall, I feel that India's solid fundamentals set it apart from the crowd.  
 


