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Exhibit 1: India vs. US Yield Curve
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India's terms of trade have deteriorated: To the extent that the rise in oil prices is
demand led, the deterioration in India's terms of trade is offset by stronger
exports (i.e., BoP remains positive). Indian earnings and stocks rise with a demandled oil price rise. That said, the risks to the fiscal deficit and hence growth cannot
be ignored. Rising oil prices could also lead to a tighter monetary policy.
Long yields are higher, but so is the yield curve: The bond market has responded
to both improving growth and potentially higher fiscal deficit pushing long yields
higher by 100bp since August 2017, but India's yield curve is steepening. The yield
curve is at post-2010 highs and correlates positively with stocks.
Beta has crashed: India's beta versus EM has fallen 37% since Dec-14 to a 13-year
low, led by a drop in India's relative volatility to EM to all-time lows. The
implications include the case for a positive surprise in equity returns for India (as
expectations are now low going by the level of beta) with likely outperformance
for India versus EM in a low return world. In addition, India's falling relative short
rates, likely rising relative growth rates and a fall in FPI positioning to 2011 levels
add to the outperformance case.
Profits are depressed and could surprise on the upside: A combination of
supportive global growth, improving capex, fiscal spending and a buoyant
consumer coupled with the end of corporate balance sheet recession, strong free
cash flow, the low starting point of profit/GDP and a post-GFC high on asset turn
are signals worth noting.
Valuations look rich versus bonds, not so versus history or EM: Equities/bond
valuation is at the top end of its 2010-18 range – a period during which India
went through its deepest and longest earnings recession. For equities to break
this range on the upside, growth needs to accelerate. Simultaneously, we do not
think the narrow indices are pricing in a multiyear growth cycle, implying
meaningful upside potential over three to five years.
Absolute returns capped by a tepid global equity market outlook: Our Sensex
base case is at 36,000 for June 2019, a 7% USD upside from current levels
compared to 2% we see for the EM index. However, this point forecast comes
with a wide range of outcomes given that this is an election year.
Portfolio strategy: We prefer large-caps over mid-caps. We like Banks (private
corporate and retail), Discretionary Consumption, Industrials, Domestic Materials
and Software, while avoiding Healthcare, Staples, Utilities, Global Materials and
Energy.

Source: Bloomberg, Morgan Stanley Research
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Summary of Our Views
Risks and Catalysts (Exhibits 1, 15-20):
The section Known Unknowns outlines the risks and catalysts for Indian equities in the
coming months. We highlight some of the key ones below:

Rates: We need to bear in mind that the RBI now has an explicit mandate to keep
inflation under the lid (unlike the past, when its mandate oscillated between
growth and inflation). This means that the historical relationship between short
rates and equities cannot be relied upon in the coming cycle. At the minimum, there
is likely to be more volatility in stocks as the rate cycle inflects upward. We see
rates rising later this year with oil prices representing a risk to the upside for rates.
In the meanwhile India's relative rates to the US have fallen and given some reset in
market expectations regarding short rates, this probably means India will likely
outperform EM. Also note that the yield curve is undergoing bullish steepening,
which correlates positively with equities. The fiscal slippage has been a key source
of worry for the bond markets, but we note that despite higher central fiscal deficit
in F2018, the consolidated fiscal deficit for the country is still falling due to better
aggregate state performance.
Global equities: While global market performance remains a key to the absolute
performance of Indian stocks in the near term, India's beta to the world has
dropped to a 13-year low and possibly sets the stage for India's outperformance in
a low-return world (Where has the India Story Vanished?).
Oil prices: This remains a key risk to equities given its ability to cause pain to the
fiscal deficit and, therefore, growth.
Earnings growth relative to EM: The medium-term (three-year) growth outlook is
key to a turn in India's relative performance. We are constructive on growth, but the
market is not a believer as yet.
Political cycle: As we approach the 2019 general elections, the market is likely to
shift focus on likely outcomes as a key driver for performance (The World's Biggest
Democratic Elections: How to Forecast Them & What to Do with Portfolios).
Net demand-supply: The household demand for stocks remains strong, although
supply is also rising. There is an active debate on the sustainability of domestic
flows, and the monthly number will be widely tracked (India Equity Strategy:
Dream Run: What Is the Risk to Domestic Equity Flows?).

Macro and politics (Exhibits 21-26)
We see strong growth in 2018 driven by consumption, exports, government spending
and a nascent recovery in private capex. We see a tighter monetary policy later in 2018
as well as the risk of a higher-than-budgeted fiscal deficit as we approach elections in
2019.
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Exhibit 2: Forecasts at a Glance

The policy uncertainty index has been low, but the relative market performance has
underperformed, i.e., diverged. The election calendar thickens
in 2018/19, and hence the market's perception of uncertainty
will likely rise in 2018.
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Growth indicators are turning up.
There are nascent signs of a capex cycle evident in order
books.
While the central fiscal deficit has risen, the consolidated fiscal
deficit is likely to fall for F2018 due to better fiscal control
among states.

The yield curve has steepened to a post-2010 high and it augurs well for stocks.
India's macro stability remains strong, and is unlikely to be threatened by a rise in
oil prices. However, rising oil prices can bring growth problems for India given the
limited fiscal flexibility in an election year.
The rupee has suffered some real and nominal depreciation over the few weeks,
which augurs well for reported earnings.

Liquidity (Exhibits 27-32)
Liquidity, or the force of the bid, remains strong, although moderating at the margin.
Despite the recent fall in shares, the pace of the rise in market multiple relative to
earnings has been constant at around 5%. If it rises, it means that the market is
becoming optimistic on earnings, and vice versa.
Our global liquidity proxy looks benign, although off highs and should be tracked
closely for a shift in global liquidity conditions.
Share prices appear neutral relative to M2 growth.
Financial conditions have eased at the margin.
Short yields for India are falling relative to the US. Given that the market's concerns
about a near-term rate hike seem to have abated, we feel that the historical
relationship between relative rates and relative equity performance will be
reinforced. Accordingly, India's relative performance should improve.
The yield curve has steepened which correlates positively with equities.

Corporate Fundamentals (Exhibits 33-44)
In our base case, BSE Sensex earnings growth is pegged at 5%, 23% and 24% for F2018,
F2019 and F2020, respectively.
Our proprietary models point to robust earnings growth in the next three years.
Profits could surprise significantly on the positive side given the low starting point
of profit share in GDP, which is almost at 2002 levels.
3

Balance sheet recession (which we define as return on capital being lower than the
cost of debt) has also ended and may prompt a private capex recovery. Corporate
balance sheets have delevered over the past two years, and free cash flows are
sitting at all-time highs at over 10% to sales.
Asset turn has hit a post-GFC high and ROE may have troughed for this cycle.
While F2018 numbers have been lowered, consensus has held its F2019 and F2020
Sensex numbers. We think earnings revisions breadth should turn positive in the
coming weeks.
Profits have trailed GDP since F2011 and are likely coming out of their deepest and
longest recession in Indian history.

Valuations (Exhibit 45-56)
Relative valuations are attractive and around average, but mid-cap valuations are still
looking stretched despite the recent drawdown. Equities do not look compelling vs. long
bonds. Our composite valuation indicator suggests double-digit index returns in the
coming 12 months. Valuations, on their own, unless at extreme points, rarely give a clue
of where stocks are heading. We also do not think the narrow indices such as the Sensex
or the Nifty are pricing in a multiyear growth cycle, implying meaningful upside potential
to stocks over the next three to five years.
For long-term investors, valuations are still in the comfort zone.
Valuations relative to interest rates are not attractive, so we continue to argue for
even or better performance for long bonds versus equities (unlike 2017).
At this point of the cycle, given how depressed earnings are, P/E could be
misleading and P/B offers a better valuation perspective, in our view.
Shiller P/E and market cap to GDP for the broad market are both a tad off highs
after multiyear highs in January.
Share of India's market cap in global market is below its share in global GDP.

Sentiment (Exhibit 57-68)
Overall sentiment appears to be in neutral territory post the rallies off lows made in
March. Indian equities just about remain in a bull market with the 200DMA slightly
above the 50DMA (golden cross).
EM positioning in India is also at a multiyear low, and the level of trailing FPI
inflows suggest a bounce in FPI demand for stocks. FPIs have also meaningfully
trimmed exposure in mid-caps relative to large caps. Domestic equity assets to total
assets is close to an all-time high.
Net demand supply for equities is deteriorating due to likely higher supply even as
household balance sheet rebalancing toward equities is unabated. We are expecting
equity issuances of around US$45-50 billion in 2018 compared to US$28 billion in
2017
4

Portfolio Strategy
We continue to back growth at a reasonable price. The way to construct portfolios is to
buy stocks of companies with the highest delta in return on capital. The market's
character is most evident in the all-time low correlation of returns across stocks. This
tells us that market participants are acutely idiosyncratic in their approach to stocks. A
likely mean reversion in correlations warrants wider sector positions. We continue to
prefer large caps over mid-caps given relative valuations.

Recap of our biggest sector views:
Consumer Discretionary (+500bp): Strong consumer loan growth and rising real
incomes drives our view.
Financials (+500bp): Credit costs are likely to decline, led by M&A activity and a
recovery in economic growth. Recapitalization will also help the Corporate banks.
Loan growth prospects are looking up as the economy gathers pace. The
bankruptcy processes are gaining pace, in our view. Non-banks may face margin
pressure as rates rise.
Technology (+300bp): Business momentum is recovering and the sector has done
well over the past few months contrary to market expectations.
Industrials (+100bp): Private capex is likely turning and public capex remains strong.
Consumer Staples (-600bp): Stocks look rich and profit growth may trail the market
due to lower leverage to an economic recovery.
Healthcare (-200bp): The sector remains challenged by regulatory burden.
Utilities (-200bp): We prefer cyclical exposures.
Energy (-300bp) and Materials (-100bp): Funding source for our overweights.

Index Target: On our new June 2019 target of 36,000, the BSE Sensex would trade at
just under 16x one-year forward P/E, which below its historical average. Our previous
target was 35,700 for Dec-18.
Base case (50% probability) – BSE Sensex: 36,000: All outcomes are moderate.
Growth accelerates slowly. We expect Sensex earnings growth of 5% YoY in F2018,
23% YoY in F2019 and 24% YoY in F2020.
Bull case (30% probability) – BSE Sensex: 44,000: Better-than-expected outcomes,
most notably on policy and global factors. The market starts believing in a strong
election result. Earnings growth accelerates to 29% in F2019 and 26% in F2020.
Bear case (20% probability) – BSE Sensex: 26,500: Global conditions deteriorate and
the market starts pricing in a poor election outcome. Sensex earnings grow 21% in
F2019 and 22% in F2020.
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The Known Unknowns
Why is this important

What the market could be pricing in

What is our expectation

High frequency
data

Growth cycle is at an inflexion
point in our view

Mixed data with some signs of
improvement

Better improvement than what may be priced in

Earnings season

Earnings have persistently
disappointed since 2010

Modest improvement in growth QoQ

We are watching for margin improvement as operating
leverage kicks in

Earnings guidance

Stage set for earnings revisions
breadth to turn positive

Stable to positive guidance

Positive guidance from tech, autos, other disc consumption,
private sector banks and industrials

GST collections

GST revenues have been weak
and caused fiscal concerns

Likely stabilization of revenues at around the
current levels of
Rs900-1,000bn

Acceleration possibly to over
Rs1 trillion

Loan growth

A lagging indicator of growth

Modest increase led by retail loan growth

Some acceleration in corporate loan growth consistent with
our view on the growth cycle

Order books

A signal that capex is returning

No major increase

We think order books are likely to build visibly in the coming
months

We expect the RBI to have limited
tolerance to a rise in CPI

Range-bound CPI

For the next three months, we expect core inflation to
remain stable, food prices should continue to drive the
headline CPI. Higher oil prices is a threat unless government
cuts taxes

Growth

Rates
CPI

Monetary policy

Any hike in rates will likely hurt

No immediate change

No immediate change except that oil prices runaway

Long bonds

10-year government yields have
risen 100bp since Aug-17

Bond prices are likely to be in the current
range given that the growth cycle has hit an
inflexion point. Thus the yield curve is at it
highest level since 2010

See: India Equity Strategy: Why and How Long Bond Yields
Matter to Equities (22 Mar 2018)

India is now less than one year
away from 2019 general
elections

A likely splintered verdict

Three things will drive the outcome: a) pace of growth; b) a
slew of eight indicators including rural sector performance;
and c) pre-poll alliances

Higher spending creates inflation
risk

Market is expecting higher than budgeted
deficit in a an election year

Our economist expects fiscal deficit of 3.4% in F2019 vs.
3.5% in F2018. Notably the consolidated deficit is falling.

Rains affect market sentiment
more than growth

Normal rains

Normal rains

Important for loan growth

Some acceleration in the fruition of deals

Similar to the market

Politics & Policy
Elections

Fiscal spending
Monsoons
NCLT process

Source: Morgan Stanley Research
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Why is this important

What the market could be pricing in

What is our expectation

Market
Some challenge to the run rate of US$2.5- See: India Equity Strategy: Dream Run: What Is the Risk to
Domestic Equity Flows? (19 Mar 2018)
3bn due to market volatility

Domestic flows

Domestic flows have been a
reliable source of equity
demand over the past three
years

Corporate activity

Higher supply will drag down
share prices, while M&A is an
offset

Some increase in supply and M&A

Further acceleration in M&A, which is at a multimonth
high. We also expect net demand-supply to deteriorate in
2018 as companies raise growth capital

Fed rates

Determines risk appetite for EM

Two to three more hikes this year

Our US economist expects the Fed to raise rates thrice
more this year

EM performance

India remains highly correlated
to global equities

NA

Our EM strategist believes that EM may have seen its
peak for the year. That said, India's beta is falling versus
EM

Given the fiscal constraints,
higher oil could hurt growth

NA

Our oil analyst expects crude to be in US$82/bbl in 2019

Global

Oil prices

Source: Morgan Stanley Research
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Macro-economic stability
Stable macro-economic indicators, structural
reforms, improving business ecosystem, thrust
on infrastructure development, and liberal FDI
regime have resulted in high foreign capital inflows
and provided the needed impetus to make India
a favoured investment destination. India’s GDP is
expected to rise to 7.4 per cent in 2018-19, 7.8 per
cent in 2019-20 and 2020-21, again making it the
world’s fastest growing economy01. GST, which had
nominally reduced the pace of growth in the country,
is expected to positively contribute to economic
activity and fiscal sustainability by reducing the cost
of complying with multiple state tax systems and
expanding the tax base by bringing more informal
activity into the formal sector.
The country continues to move towards the path
of macro-economic stability, as evidenced by the
improving inflation and fiscal deficit. Retail inflation
averaged at 3.4 per cent for the April-January FY18
period, lower than 4.5 per cent during the same
period in FY17.02 Fiscal deficit has lowered gradually;
the modest fiscal slippage in FY18 however is largely
attributable to uncertainty over GST collections.

There have been efforts to build on the gains the
country has already made on the macroeconomic
stability front and to enhance transparency in
policymaking. For instance, a Monetary Policy
Committee, was formed for maintaining price
stability, while keeping in mind the objective of
growth. A target of 4 per cent inflation was notified
earlier, with a band of ±2 per cent, which the
committee aims to achieve03. This arrangement
has not only enhanced transparency but also led
to balanced decision making (because before the
formation of the committee the RBI Governor was
the sole decision maker). A continuation in fiscal
consolidation is essential to achieve sustainable
economic growth and buoy investors’ sentiment.
Recognising its importance, a panel headed by
former Revenue Secretary NK Singh was formed to
review the implementation of Fiscal Responsibility
and Budget Management (FRBM). The panel
recommended bringing down India’s fiscal deficit to
2.5 per cent of GDP by FY23 and reducing the debtto-GDP ratio to 38.7 per cent, from the FY17 levels of
49.4 per cent.04

FDI inflows and Forex reserves (USD billion)
420
304.2

24.3
FY14

341.6

30.9

FY15
FDI inflows

360.2

370

43.5

40

25.3

FY16

FY17

FY18*

Forex reserves

Sources: “FDI Factsheet”, DIPP, accessed on 5 January 2018; “FDI Factsheet”, DIPP, accessed on 5
January 2018; “Weekly Statistical Supplement”, RBI, accessed on 5 January 2018
Note: FY18: Data is for April-September period for FDI inflows, for Forex reserves data is up to
09 February 2018

01. Global Economic Prospects: A World Bank Flagship Report, 10 January 2018
02. Database on Indian Economy, Reserve Bank of India

03. Under governor Urjit Patel, RBI zooms in on 4% inflation target”, Hindustan Times, 8 May 2017
04. “N.K. Singh committee recommends 2.5% fiscal deficit target by FY23”, Live Mint, 13 April 2017
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The country’s FDI inflows have surged in recent
years, registering a 17 per cent rise in the AprilSeptember FY18 period05, which was mostly driven
by an open FDI regime and improving business
scenario in the country. India has also ramped up its
foreign exchange reserves to USD420 billion (as on
09 February 2018), which provides sufficient cover
for almost 11 months of imports for India06. To further
streamline investments and attract foreign funds,
the Union Cabinet on 10 January 2018 approved a
proposal to allow 100 per cent FDI through automatic
route in single brand retail which was so far limited
to 49 per cent. Also, foreign single brand retailers
are not required to comply with the 30 per cent local
sourcing target in case their overseas units already
source from India. The Cabinet also allowed foreign
airlines to invest up to 49 per cent in national carrier
Air India under the approval route which is expected
to expedite the Air India divestment process07.
Global investors have been attracted by India’s strong
economic fundamentals and the ongoing reform
agenda. The country’s main equity index Sensex
gained 7,430.37 points in 2017 and continued its rally
to reach a lifetime high of 34,443.19 on 09 January
2018. Primary market activity has also been on the
rise: as many as 36 initial public offerings (IPOs) were
issued last year, raising approx. USD10 billion08. This
can be seen as a precursor of an increase in private
investment. The strong performance of stocks has
spilled over into the currency market, with the rupee
gaining around 6.11 per cent against the U.S. dollar
and thus emerged as one of the best performing
emerging market currencies09.
The economy could receive boost in terms of job
creation and investment revival, due to large-scale
government driven infrastructure programmes
spanning sectors such as real estate, ports, roads and
power. ‘Sagarmala’ and ‘Bharatmala’ programmes are
expected to develop and retrofit India’s port and road
infrastructure and also promote industrialisation along
major ports. Flagship programmes such as ‘Housing
for all’, ‘Atul Mission for Rejuvenation and Urban
Transformation’ (AMRUT) and ‘Smart Cities’ mission
would transform India’s urban and rural infrastructure,
across segments such as housing, mobility and
waste management. In addition, the government
is also focussing on achieving 175 GW renewable
energy, and further improving the power scenario in
rural areas through its ‘Deendayal Upadhyaya Gram
Jyoti Yojana’ (DDUGJY).

05. Fact Sheet on Foreign Direct Investment, Department of Industrial Policy and Promotion
06. “Forex reserves rise during week ended 15 December 2017”, Centre for Monitoring Indian Economy
Pvt. Ltd., 22 December 2017
07. Cabinet Approves 100% FDI In Single Brand Retail Via Automatic Route, NDTV, 10 January 2018

08. “As the ‘year of IPOs’ ends, here is the list of winners & losers”, The Economic Times, 25 December
2017
09. Rupee becomes stronger, gains nearly 400 paise against US dollar in 2017”, Financial Express, 26
December 2017
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Government’s reform agenda driving
structural changes
The government has undertaken several reforms
for promoting inclusive growth, improving business
climate, widening the tax base and addressing
indigenous challenges for the Indian economy.

`

JAM trinity to drive inclusive
growth

GST to widen tax base

GST to widen tax base and encourage
formalisation of the economy
GST, introduced in July 2017, is an important indirect
tax reform. It aims to revamp the entire indirect tax
structure, and seeks to create a unified market by
subsuming various taxes at national- and state-level.
This new indirect tax regime can benefit businesses
in several ways, including easier compliance, input
tax credits, savings on logistics costs, and higher
competitiveness. Consumers, on the other hand,
benefit from a transparent tax system. In addition,
the GST regime is likely to create more revenue
buoyancy by widening the tax base (India’s tax to
GDP ratio is expected to increase to 11.9 by FY20).13
IBC to help in addressing India’s NPA issue

Insolvency and Bankruptcy
code to address NPA challenge

Formalisation and digitisation
of the economy

Inclusive growth through Jan Dhan-AadhaarMobile (JAM) trinity
To promote inclusive development in the economy,
Pradhan Mantri Jan-Dhan Yojana (PMJDY) was
launched in 2014. The programme was aimed
at providing banking services to the unbanked
population and bringing them under the financial
mainstream of the Indian economy. Under PMJDY,
more than 300 million bank accounts have been
opened, with cumulative deposits crossing USD10.7
billion.10 With 1.1 billion Indian population getting
biometric-identification based Aadhaar cards11 and
the telecom subscriber base crossing the 1.2 billion
mark,12 a significant portion of the population can
be brought under the mainstream, to deliver critical
governance services transparently and seamlessly.

10. “Progress-Report”, PMJDY, 15 November 2017
11. “UIDAI Achieves 111 Crore Mark on Aadhaar Generation Unique Identity Covers to Over 99 Per cent
Adult Residents of India”, PIB, 27 January 2017
12. “The Indian Telecom Services Performance Indicators”, TRAI, 28 September 2017
13. “Number of taxpayers under GST set to eclipse that of previous tax regime”, Live Mint, 24 July 2017

The Indian banking system has been plagued with
high levels of NPAs- USD128.8 billion across 38
listed public and private banks.14 This has led to
various concerns for the economy, including the
risk of capital erosion for the bank and lower credit
lending capabilities, which in turn would impact the
flow of credit to crucial sectors such as infrastructure
and MSME. However, the introduction of IBC,
which replaces multiple laws and bodies previously
dealing with insolvencies, would help the banks in
recovering capital from stressed assets in a timebound manner. Further, India’s central bank identified
12 large NPA accounts, with their NPAs amounting
to almost 25 per cent of the cumulative NPAs. The
central bank directed the banks to find a resolution
for accounts within six months, failing which
insolvency proceedings might be initiated under the
IBC. As a result, 11 of the 12 largest NPA accounts
are now under National Company Law Tribunal
(NCLT)15. Furthermore, the RBI has also directed
banks to create resolution plans for another 28 large
stressed accounts or refer them to the NCLT. It also
requires banks to report defaults of borrowers with
more than USD7,73,000 of loan on a weekly basis
while mandating that restructuring or change in
ownership for large accounts with an exposure of
USD15.5 million or more must undergo independent
credit evaluation by credit rating agencies. For an
exposure of USD77.3 million, two independent credit
14. “Bad loans of Indian banks cross Rs 8,00,000 cr: Banking mess explained in 7 charts”, First Post, 17
August 2017
15. “Identified: 12 insolvent accounts responsible for 25% of toxic assets on bank balance sheet”, The
Economic Times, 14 June 2017
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evaluators must be appointed16. With this, there is
an unprecedented accountability for the financial
institutions while the regulators are engaged in
providing the most suitable and globally competitive
regulatory and dispute resolution ecosystem.
To further address the problem of weak lending
activity on the back of high NPAs, a recapitalisation
package worth USD32.6 billion has been unveiled.
This package entails issuing recapitalisation (recap)
bonds worth USD20.9 billion, while the remaining
capital would come from market borrowing and
budgetary support.17 Essentially, the government will
issue recap bonds to Public Sector Banks (PSBs) and
increase its stakes in them in return. Thus, the fiscal
impact stemming from recap bonds is likely to be
limited, as the government will bear only the interest
burden.
Formalisation and digitisation of the economy
The government undertook the demonetisation
drive withdrawing high value currency notes
accounting for nearly 86 per cent of the total
currency in circulation in November 2016 with the
twin objectives of curbing the parallel black economy
and promoting digitisation of the economy. Post the
initiative, the volume of digital transactions in India
reached a record level of 965 million in October 2017,
increasing 10 per cent from September 2017 levels.18
Also, the cash-to-GDP ratio declined to 8.8 per cent
as of FY17, compared with 12.2 per cent in FY16.19
Further, the recent decision of the Government to

16. Resolution of Stressed Assets – Revised Framework, The Reserve Bank of India, 12 February 2018
17. “Bank recapitalisation: Govt giving final touches to recapitalisation bonds, approval soon”, Live Mint, 29
November 2017
18. “Demonetisation impact: India’s cash to GDP ratio now compares with nations like Germany and France,
says RBI”, Financial Express, 31 August 2017
19. “Digital transactions touch 965 million in October”, Live Mint, 9 November 2017
20. “Government to bear MDR charges on digital transactions up to Rs 2,000”, The Economic Times, 15
December 2017

bear Merchant Discount Rate (MDR) charges for
digital transactions up to the value of USD30.92 for a
period of two years, could further push the adoption
of digital payments in the country19. In addition, the
Digital India programme is likely to provide further
impetus to the digitisation drive, as it entails bridging
the digital divide between urban and rural India, by
connecting 250,000 villages through optical fibre21.
In addition, several other reform measures such
as recapitalisation of PSBs, Direct Benefit Transfer
(DBT) scheme and the Real Estate Regulation Act
(RERA), were undertaken in the last two years. The
Mudra Yojana, aimed at promoting entrepreneurship
via loan disbursement to small businesses, has
benefitted 90 million individuals, with a total loan
disbursement amount crossing USD62.1 billion, as
of September 2017.22
The DBT scheme targets plugging leakages in
the subsidy transfers and till August 2017, has
resulted in USD10.1 billion worth of savings for
the government.23 Further, the RERA act would
bring higher transparency and protect consumer’s
interests in the real estate sector.
The current government’s economic and institutional
reforms received endorsement from Moody’s
investor services, as it raised India’s sovereign rating
for the first time in 14 years and changed the outlook
to positive from stable.24

21. “31,680 out of 250,000 panchayats connected with internet: Manoj Sinha”, Business Standard, 30
August 2017
22. “Mudra Yojana: 9 cr people given loans of Rs 4 lakh crore under scheme, says Rajyavardhan Singh
Rathore”, Financial Express, 13 October 2017
23. “Govt savings through DBT touches Rs 65,000 crore: Javadekar”, The Times of India, 19 September
2017
24. “Moody’s upgrades India rating, backs Modi govt reforms”, Live Mint, 18 November 2017
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A budget with added focus on rural economy
and social sector
The Union Budget 2018-19 has placed emphasis
on agriculture, rural economy, and education. As
expected, there is a modest fiscal slippage in the
current fiscal year which is expected to continue in
the next fiscal year as well. Economic growth for
2018-19 was projected at 7.2-7.5 per cent, which is
higher than 6.5 per cent (advanced estimates) in
2017-1825.
The proposal by the Finance Minister to launch one
of the world’s largest healthcare protection scheme
is both ambitious and much needed in a country
like India where a large portion of population do
not have access to healthcare facilities. Equally

unprecedented is the proposal to build a clusterbased model for horticulture and promote exports by
setting up state-of-the-art testing facilities in 42 new
food parks, which could substantially enhance the
growth potential of this crucial sector. In line with
the plan to gradually bring down the corporate tax
rate, the Finance Minister extended the reduction
in the corporate tax rate to enterprises with annual
turnover of USD38.6 million, which will both
encourage investment and job creation. As before,
the Budget gave a solid push to infrastructure,
increasing the allocation to this vital sector by 21
per cent.

25. The Economic Survey 2018, Ministry of Finance, Government of India, 29 January 2018
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Key takeaways
Fiscal deficit for 2017-18 was marginally increased to 3.5 per cent from the 3.2 per cent
projected earlier. For 2018-19, it is set at 3.3 per cent
Minimum support price (MSP) for Kharif crops was set at 50 per cent higher than the
cost of production. Farm credit target increased by 10 per cent to USD170 billion
Exports of agriculture commodities will be liberalised and state-of-the-art testing
facilities in 42 mega food parks will be set up

USD221.69 billion will be spent in 2018-19 for creation of livelihood and
infrastructure in rural areas
There is a proposal to launch ‘Revitalising Infrastructure and Systems in Education
(RISE) by 2022’ with a total investment of USD15.5 billion in the next four years.

Lending target for the MUDRA Yojana set at USD46.4 billion

Allocation for infrastructure was increased by 21 per cent to USD92.3 billion.
The capital expenditure target for Railways is pegged at USD23.2 billion

A national health protection scheme worth USD7,730 to be launched

The corporate tax rate lowered for enterprises with a turnover of USD38.65 million

Disinvestment target set at USD12.37 billion

Fixed-term contract hiring extended beyond apparels to all sectors

© 2018 KPMG, an Indian Registered Partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved.
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India’s continuously improving business regime
India undertook more than 7,000 steps at the
central- and state-level, to simplify business
regime and attract foreign investments in the
country26. Some of the major measures are timebound clearance of applications, de-licensing
manufacturing of defence equipment, the creation
of a single-window clearance mechanism and
reducing number of documents required for trade.27
Consequently, India jumped a record 30 places
in World Bank’s Doing Business Report, 2018 to
achieve 100th rank. The country was one of the top
performers in the report for the year 2017 and was
credited with registering the highest ever jump28.

Highlights of World Bank’s Doing Business
2018 report30,31

The positive effect of GST, which was not taken into
account in this year’s rankings, will be reflected in
next year’s rankings.

Recorded improvement in 9 out of 10
indicators

2018 rank: 100
2017 rank: 130
DTF score: 56.05

DTF score: 60.76

Ranks amongst top 30 in 3 indicators

India also introduced state/Union Territory (UT)level ranking system for EoDB in 2015, with the
objective of incentivising states/UTs to improve
their respective business regime. Recently, the
government introduced changes in the state-level
system, asking higher ranked states to partner
with low ranked states, to further cut down the
red tape. Also, the government’s decision to
consider the feedback from businesses on quality of
implementation of reforms, could help the states to
take corrective measures.29

Highest number of indicators in which a single
country has been recognised for reforms
Only country amongst BRICS and South Asian
economies to feature as a Top reformer

Moreover, India has also made progress on other
international indices, reiterating its improving
business ecosystem. In 2017, the World Economic
Forum (WEF) highlighted India as the
most ‘Competitive economy’ in South Asia,
as it secured 40th spot in the 2017 global
competitiveness ranking. Among its BRICS peers,
only China (27) is ahead.28 Also, the country climbed
one spot, to 8th rank in the 2017 A.T. Kearney
Foreign Direct Investment (FDI) Confidence Index,
on the back of a simplified and transparent business
environment.30

26. “What has Modi done besides GST, Bankruptcy code to improve Ease of Doing Business ranking?”,
Financial Express, 31 October 2017
27. “Ease of Doing Business rankings: India makes highest-ever jump to rank 100 out of 190 countries”,
Business Today, 1 November 2017
28. “Government pairs states to boost ease of doing business rankings”, The Times of India, 3 November
2017

29.
30.
31.
32.

“India improves on WEF’s global competitiveness rankings”, Live Mint, 27 September 2017
“India jumps to 8th place on Global FDI Confidence Index”, The Economic Times, 19 April 2017
“Doing Business 2018”, Doing Business, 31 October 2017
“Doing Business 2017”, Doing Business, accessed on 28 November 2017
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EoDB
2017

EoDB
2018

Starting a business

155

156

Applications for PAN and TAN merged and online
application system simplified

Dealing with
construction permits

185

181

Online system introduced, reducing the number of
procedures and time required

26

29

138

154

Getting credit

44

29

Protecting minority
investors

13

4

Paying taxes

172

119

Electronic payments introduced for PF payments and
simplified compliance norms for corporate income tax

Trading across borders

143

146

Merchant overtime fees removed in Delhi and Mumbai,
and import compliance time in Mumbai reduced as
infrastructure at Nhava Sheva Port was improved

Enforcing contracts

172

164

National Judicial Data Grid (NJDG) introduced, which
facilitates monitoring and managing court cases

Resolving insolvency

136

103

New insolvency and bankruptcy code adopted,
expediting reorganisation process and recovery for
creditors

Parameter

Getting electricity

Registering property

Reforms implemented

Reduction in duration and frequency of power outages

Digitisation of land records initiated in some states

Increased credit bureau coverage for adults and
secured creditors prioritised for dues recovery
Higher shareholder protection, with proposals of
claiming damages and initiating action against directors
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India to emerge as a global manufacturing hub
With a vision to increase manufacturing output’s
share in GDP to 25 per cent by 2025, the ‘Make
in India’ programme was launched by the Indian
government. Under the programme, 25 sectors
have been identified, which could help in propelling
India’s manufacturing industry. The government
has also launched various sector-specific policies
around export promotion, fiscal and tax incentives,
protection against imports, etc. Further, the
government is planning to tweak the ‘National
Manufacturing Policy’ of 2011, in line with the
Industrial revolution 4.0, encompassing latest
technological developments such as automation,
internet of things, artificial intelligence, robotics, etc.
In 2016, the Indian government liberalised FDI
policies across defence, pharmaceuticals, civil
aviation, food trading, broadcasting services, etc.33
In addition, in the 2017 Union budget, government
announced plans to abolish Foreign Investment

33. “India: Recent Liberalization Of FDI Policy – An Update”, Mondaq, 8 July 2016
34. “Reforms: FIPB abolished, more measures to attract FDI”, Indian Express, 2 February 2017
35. “Budget 2017: India’s pathway to be the next manufacturing destination”, Business Today, 30 January
2017

Promotion Board (FIPB), to further simplify the
bureaucratic processes for foreign investors.34
The government’s efforts had a positive impact on
the manufacturing industry, as FDI inflows increased
to USD18.4 billion in 2016, from USD1.7 billion in
2014.35 Besides, India’s improving credentials as a
manufacturing destination received a boost, as a
report by United Nations Industrial Development
Organization (UNIDO) placed India at the 6th
position among the world’s 10 largest manufacturing
destinations36. The Nikkei India manufacturing
Purchasing Managers’ Index (PMI) reached a 5-year
high of 54.7 in December 2017, signalling a recovery
in the economy37.
Going forward, the liberalised FDI regime along
with government’s efforts in promoting defence
manufacturing, electric vehicles and renewable
energy, are expected to boost India’s manufacturing
industry.38

36. “Industrial Development Report 2018”, United Nations Industrial Development Organization, 30
November 2017
37. About Indian Economy Growth Rates & Statistics, IBEF, 10 January 2018
38. “India ranked 6th in top 10 largest manufacturers list: UN report”, The Hindustan Times, 2 April 2016
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Mega trends driving the economy forward
The next phase of growth for the Indian economy is
expected to be driven by infrastructure development,
investments, advancements in transport and
logistics infrastructure, sustainable living, changing
digital landscape and increased consumerism
facilitated by higher incomes and expanding middleclass base.

Transport
and logistics
Consumer
demand

Investment
inflows

Digital
revolution

Urban
infrastructure
Sustainable
living

Increased focus towards urban
infrastructure development
The government has announced major programmes
to retrofit and develop urban infrastructure, such as
‘Smart Cities’, ‘Housing for all’, etc. As India moves
towards an urbanised society, with urban population
projected to reach around 583 million 2030,39 these
programmes are expected to transform India’s urban
infrastructure landscape. The smart cities mission
has seen 147 projects being completed, with
projects worth USD21 billion under various stages of
implementation.40

39. “Urban India Real Estate”, KPMG in India, August 2016
40. “Works worth Rs 32,000 crore started, tendered: Hardeep Singh Puri on ‘Smart City’ spendings ”, The
Economic Times, 1 January 2018
41. “3 years of Modi rule: FDI inflows jump to $60 billion in 2016-17 from $36 billion in 2013-14”, Financial
Express, 19 May 2017
42. “Modi’s 3 years: Government receives Rs 1.43 lakh crore of investment in electronics sector”, The
Economic Times, 23 May 2017
43. “World Food India ends with investment vows worth Rs 1.2-lakh crore”, DNA India, 6 November 2017

Higher investment inflows to boost
industrial activity
The country is witnessing significant investment
announcements and inflows on the back of a
liberalised FDI regime, Make in India initiative and an
improved business environment. The cumulative FDI
equity flow during FY15–17 was USD114.4 billion, 40
per cent more than the USD81.8 billion registered
during the preceding three years — FY12–14.41
Furthermore, several investment commitments,
such as USD21.7 billion42 and USD18.643 billion for
food processing and electronics sector, respectively,
are expected to provide an impetus to the industrial
activity in the economy.
Transport and logistics infrastructure to get
a boost
In a major push to developing an integrated logistics
framework in the country, including industrial
parks, cold chains and warehousing facilities, the
government in November had granted infrastructure
status to the logistics sector, enabling the industry
to access cheaper finances. The government also
created the position of a special secretary in the
commerce ministry to exclusively handle logistics44.
This can further fuel India’s merchandise exports
which have been on a positive trajectory since
August 2016 to January 2018, barring October 2017,
when exports registered a 1.1 per cent dip45. The
prospects in India’s logistics sector can also be
estimated from the fact that funding in logistics
startups increased by 205 per cent in 201746.
The ‘Sagarmala’ programme to facilitate port-led
industrialisation, and increased budgetary support
to boost railways and highways infrastructure, could
reshape the existing transport and logistics network
in the country. Promotion of multi-modal transport
hubs and inland waterways is also expected to help
in developing the infrastructure. Further, recent
developments such as the new metro rail policy,
announcement of USD108.6 billion spending on
road network47 and according infrastructure status
to the logistics sector, is expected to facilitate higher
private investments.48

44.
45.
46.
47.
48.

“Binoy Kumar appointed Special Secretary in commerce ministry”, The Times of India, 6 November 2017
Logistics Ease Across Different States (LEADS) index, LiveMint,09 January 2018
Indian Startup Ecosystem, Inc42
“Cabinet approves Rs7 trillion road construction plan, including Bharatmala”, Live Mint, 24 October 2017
“India’s transport infrastructure growth to gain pace over 5 years: Report”, Business Standard, 15
November 2017
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Shift towards sustainable living to drive
transformational changes in the economy
India has set a target of achieving 175 GW of
renewable energy by 2022 and selling only electric
vehicles by 2030.49 The recent step of ordering
10,000 electric vehicles, would only help in bringing
gradual shift in the Indian automotive industry, with
increased focus towards manufacturing of electric
vehicles. According to Niti Aayog, a rapid adoption
of green mobility solutions such as public transport,
electric vehicles and car-pooling could enable India
to save around USD60 billion by 203050. Recent
measures such as the announcement of a 20
GW renewable energy manufacturing roadmap,51
phasing out of diesel-based engines in railways, the
procurement of electric cars for the government,
etc. could help to achieve the aforementioned
targets. Further, these targets are expected to
drive transformational changes in the power and
automobile sector, with respect to job creation,
technological advancements, manufacturing
capabilities, etc.

That would lead to higher discretionary spending and
facilitate movement of our consumer market
from ‘bottom of the pyramid’ to a middle-class
market.60

Digital revolution led by increased internet
adoption and technology changes
With more than 420 million internet users
(September 2017)52, billion plus digital transactions
(December 2017)53 and 3.9 million TB 4G data
consumption (June 2017)54, India’s digital landscape
could undergo monumental changes by 2020, as
internet users are expected to reach 730 million55
and digital payments to USD500 billion.56 The
country has also planned to launch 5G services by
202057. These developments would further boost
the digital economy, which could reach USD1 trillion
by 2025.58 Further, these advances would have
significant implications across myriad sectors such
as retail, manufacturing, banking and finance, etc.,
thus driving India’s economy forward.
Consumer demand to be propelled by rising
median income
By 2030, the country’s median income per
household is expected to reach USD10,073. Further,
by 2030, India would be ranked 2nd behind China in
terms of middle-class, as it is expected to have more
than 90 million middle-class households59.

49. “India to sell only electric vehicles by 2030: Piyush Goyal”, The Hindu, 18 August 2017
50. “Electric vehicles to save $60 billion in fuel costs by 2030: Niti Aayog”, The Economic Times, 12 May
2017
51. “India releases roadmap for RE rollout, announces 20 GW manufacturing auction”, PV Magazine, 27
November 2017
52. “Telephone subscriber base shrinks in Sept quarter”, The Hindu Business Line, 28 December 2017
53. “Digital transactions cross 1 billion mark in December”, Live Mint, 4 January 2018
54. “Jio to drive India to become full-grown 4G power in 2018: Report”, Yourstory, December 2017

55. “Internet users in India to reach 730 million by 2020: Govt”, India Today, 27 March 2017
56. “Opinion: India is sitting on the cusp of a people-centric digital revolution”, Money Control, 15 November
2017
57. “Move over 4G, India sets eyes on 5G launch by 2020”, Live Mint, 27 September 2017
58. “Samsung to help India become $1 trillion digital economy: Ravi Shankar Prasad”, Financial Express, 7
June 2017
59. “India likely to be a $7 trillion economy by 2030, per capita income will be $4,000, says Bibek Debroy”,
Fisrstpost, 21 December 2017
60. “Top 5 Emerging Markets with the Best Middle Class Potential”, Euromonitor, 20 September 2015
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The pick-up in economic growth in India is positive for asset-backed securities (ABS),
because it will support borrowers' ability to earn income and therefore repay loans. Auto ABS
delinquency rates will remain stable at current levels through 2018, but delinquency rates for
SME ABS backed by loan against property (LAP) ABS will continue to rise despite the positive
influence of stronger growth.
» Stronger growth will be positive for Indian ABS. We expect the Indian economy
to grow by 7.6% in 2018, compared with 6.2% in 2017. Stronger growth will support
borrowers' ability to earn income and repay loans backing ABS deals, including auto loans
and LAP to micro, small and medium enterprises (MSMEs).
» Auto ABS will benefit from increasing demand. Indian auto ABS are mainly
backed by commercial vehicles (CV) loans and will benefit from higher demand for the
transportation of freight as economic growth picks up. The higher demand to move
freight will increase CV operators’ revenues and therefore improve their ability to repay
auto loans. However, rising fuel costs will moderate the benefit of improving economic
growth for CV operators. Overall, we expect auto ABS delinquency rates to remain stable
throughout 2018.
» The delinquencies of SME ABS backed by LAP will continue to rise despite
stronger growth. The pick-up in economic growth will support domestic consumption
in India and this is positive for LAP borrowers, who typically own MSMEs that are highly
dependent on consumer demand. However, delinquency rates for SME ABS will continue
to rise in 2018 from 2017 levels, because of the ongoing disruption to the MSME sector
caused by the goods and services tax (GST), which will outweigh the positive influence of
stronger growth.
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Economic tail winds positive for Indian ABS
The pick-up in economic growth in India, which is occurring on the back of stronger domestic consumption1, is positive for ABS,
because it will support borrowers' ability to earn income and therefore repay the loans backing ABS deals.
In the auto ABS sector, the support provided by the pick-up in economic growth will help keep delinquency rates stable at around
current levels for the remainder of 2018, with rising fuel costs detracting from the benefit provided by a stronger economy. As of
February 2018, the proportion of loans that were at least 90 days past due in the 24 auto ABS deals that we rate and for which we
have performance data was 2.88% (as a percentage of the current pool balance). We expect the delinquencies levels of the auto ABS
transactions we rate, which are originated by five different non-banking financial companies, to remain around current levels in 2018.
Exhibit 1

Auto ABS delinquency rates will remain stable in 2018

90+dpd (% of current pool balance)
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Note: dpd = days past due. Figures in exhibit are for 24 deals we have rated, and for which have performance data.
Sources: Moody’s Investors Service, monthly trustee report

In the SME ABS segment, where borrowers are typically MSME business owners, we expect delinquency rates - for both the deals
we rate and the overall market - to continue rising through 2018, despite the positive influence of the pick-up in economic growth.
The lingering disruption to the MSME sector caused by the implementation of the GST will outweigh the positive effects of stronger
economic growth.
The pick-up in economic growth in India is being driven by stabilizing conditions following the disruption caused by the rollout of the
GST in 2017 and demonetization in 2016, while measures announced in India's fiscal 2019 budget to support the rural economy will
also help drive consumption. We expect the Indian economy to grow by 7.6% in 2018, compared with 6.2% in 2017.2

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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Exhibit 2

Exhibit 3

India's real GDP picked up in the second half of 2017

India's industrial production is on an upward trend
10
Industrial production (% year-on-year)
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Sources: Central statistics office, Moody's Analytics

Note: the chart refers to calendar year.
Sources: Central statistics office, Moody's Analytics

Auto ABS will benefit from increasing demand to move freight
Indian auto ABS, which are mainly backed by CV loans, will benefit from higher demand for the transportation of freight as economic
growth picks up. The higher demand to move freight will result in more work for CV operators, increasing their earnings and therefore
ability to repay loans. Overall, we expect auto ABS delinquencies to remain stable at around 2017 levels throughout 2018.
Demand for the services of CV operators responds quickly to changes in consumption patterns. Therefore, the improving economic
environment in India should quickly transmit into improved earnings for CV operators. In addition, the GST, which replaced a number of
state-based taxes, has improved the productivity of CV operators by reducing the need for them to stop at state check posts.
Exhibit 4

Commercial vehicle loan delinquencies have moderated
CV
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Notes: Exhibit shows 90+dpd for the CV loans of NBFCs (excluding captive financing companies) covered by ICRA.3dpd = days past due.
Source: ICRA Research

At the same time, rising diesel prices will increase the fuel costs for CV operators, even if the CV operators maintain some ability to
pass on the increase in fuel costs.
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Exhibit 5

Diesel prices have increased while freight rate have remained steady
Road freight index (left axis)

Diesel prices/litre (in Delhi) (right axis)
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The delinquencies of SME ABS will continue to rise despite stronger growth
The pick-up in economic growth will support domestic consumption in India and this is positive for LAP borrowers, who typically
own MSMEs that are highly dependent on consumer demand. However, we expect delinquency rates for SME ABS to continue to
rise in 2018 from 2017 levels, despite the positive influence of stronger economic growth and consumption. As of February 2018,
the proportion of loans that were at least 90 days past due in the one SME ABS backed by LAP that we rate and for which we have
performance data was 0.03% (as a percentage of the current pool balance).
The disruption to the MSME sector caused by the GST, which was implemented in July 2017, will continue to be felt throughout 2018,
outweighing the positive influence of stronger growth. In particular, the GST will place a higher tax burden on MSMEs and also result in
higher compliance costs and ongoing supply chain disruptions.
The MSMEs owned by LAP borrowers are typically small workshops or retail business that predominantly cater to domestic demand.
The pick-up in economic growth will be positive for such areas of the economy that are dependent on domestic demand. Furthermore,
in its fiscal 2019 budget announced in February, the Indian government adopted higher minimum support prices for farm produce,
which will increase disposable income for rural consumers and stimulate domestic demand to the benefit of MSMEs.
Weighing up the negatives of the GST against the positives of higher demand, we expect LAP delinquency rates will continue to
increase throughout 2018.
Exhibit 6

SME and LAP loans delinquencies are increasing
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Source: ICRA Research
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“It seemed like a good idea at the time”
Oh, I just love this story (h p://mungerisms.blogspot.in/2009/08/wesco-2002-annual-meeting.html) told
by Charlie Munger at 2002 shareholders meeting of Wesco:
“[Our investment in] USG obviously hasn’t worked out very well. It wasn’t just asbestos — the market
for wallboard went to hell. We missed that too. What can I say? It reminds me of a story about a man
who had a wife and three kids. He conceived an illegitimate child with a woman he’d just met. When
asked why he did it, he said, ‘It seemed like a good idea at the time.'”
Hilarious, isn’t it? But it explains so well how we think before making dumb decisions.
Like the explanation I give to my students in my class on why couples have unwanted pregnancies. I
mean, what the hell were they thinking? Why didn’t they use protection?
The answer is that when people are in a “hot state,” they think diﬀerently. And they get into situations
which clearly look like a dumb idea to anyone in a “cold state.”
Now, this is a very important point. What is obviously a very dumb idea to anyone in a “cold state”
doesn’t look like a dumb idea at all to someone in a “hot state.”
People in a “hot state” never think of risks. They only think of the returns. Later, when they are facing
the consequences of their prior dumb behavior, their explanation is usually along the lines that Munger
gave: It seemed like a good idea at the time.
And there are all sorts of “hot states” in the world of business and investing. The second highest bidder
in an auction which is about to end is in a hot state. The investor/speculator who just made a killing in
the market is in a hot state.
Hot states make people do very dumb things. And just a recognition of that fact is worth something,
isn’t it?
https://fundooprofessor.wordpress.com/
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I think it’s a great idea to use the Munger joke on yourself because it makes you laugh at your own
dumbness. At least it works for me. I laugh at some of my past dumb decisions. I ﬁrst ask myself: What
the hell was I thinking before doing so-and-so. And then I say to myself: “It seemed like a good idea at
the time.”
And that makes me laugh. But hopefully, post that laugh, I also learn some important lessons for the
future about how not to make the same type of mistake again.
I think a lot of people out there take life too seriously. They never laugh at their own dumb behavior.
That’s a shame. Laughter reduces stress caused by mistakes without taking away the lessons that
mistakes teach us.

https://fundooprofessor.wordpress.com/
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Crude Oil

The Coming Scramble for Middle
Distillates – Raising Oil Price
Forecast to $90
Middle distillate demand is growing strongly and inventories
are approaching 5-year lows. On top, the new IMO regulations
should add another ~1.5 mb/d to demand by 2020. We foresee
a scramble for middle distillates that will drive crack spreads
higher and drag oil prices with it.
Middle distillate inventories are approaching 5-year lows as demand grows
strongly: Since 2011, middle distillate demand – i.e. diesel and jet fuel – has
grown at a trend rate of ~0.6 mb/d y/y, accelerating to ~0.8 mb/d y/y in recent
quarters. The global refining system, however, is struggling to keep up with this.
Inventories have been falling and are close to 5-year lows already.
IMO regulations to boost demand by another ~1.5 mb/d by 2020: In response to
the IMO's upcoming regulation, we see most shipping companies switching to
lower sulphur fuels – see Countdown to IMO 2020, also published today. This
should move ~1.5 mb/d of fuel oil demand into the middle distillate pool.
Oil supply growth is dominated by NGLs and condensate, from which refiners
cannot make middle distillates: Global oil supply increased 0.4 mb/d in both
2016 and 2017, according to the IEA. However, NGLs and condensate accounted
for 0.5 mb/d of this, and these liquids do not yield any middle distillates. Instead,
middle distillates require crude oil, in a ratio of 1.8 barrels of crude for every 1
barrel of middle distillate. Production of crude oil, however, already declined in
2016, and again in 2017.
On current demand trends, crude oil supply would need to increase 5.7 mb/d by
2020 – it is unlikely this can be delivered: Three years of trend growth would
add 1.7 mb/d to global middle distillate demand over 2017-20. Another 1.5 mb/d
from new IMO regulations would bring total demand growth to 3.2 mb/d. To
produce this, refiners would likely need to process an incremental 3.2 * 1.8 = 5.7
mb/d of crude oil by 2020. We see global crude production re-accelerating again,
but falling well short of this level. Since 1984, crude oil production growth over a
3-year period has reached this level only once.
Prices will need to move to invalidate this scenario – gasoil to $850/tonne and
Brent to $90 by 2020e: We argue that middle distillate prices will need to rise
to a level where demand slows. We suspect this will be the case when gasoil
reaches ~$850/tonne, around 25-30% above today's level. We estimate this will
drive Brent higher to ~$90/bbl. The historical analog for this is 2H07/1H08, when
tightness in middle distillates also dragged crude prices higher.
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Exhibit 1: We raise our Brent price forecast to $90/bbl
by 2020
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Source: Morgan Stanley Research

Exhibit 2: Middle distillate inventories in countries that
report on a weekly basis are already at the bottom of
their 5Y range
Inventories - Distillate (mln bbl)
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The Coming Scramble for Middle Distillates
Oil supply/demand balances: A case of ‘too much aggregation’
Exhibit 3: Oil price forecasts – old vs. new
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Most oil supply/demand balances add a range of products on the demand side –
naphtha, gasoline, diesel, fuel oil, etc – and several liquids on the supply side too, such
as crude oil, condensate, NGLs, biofuels, etc. The implicit assumption is that refiners can
make the products the world needs from the oil that is available. In reality, however,
this is not always the case.
Over the next few years, we expect tightness in one particular product – middle
distillate – to lead to strength in one particular liquid, crude oil, and especially those
crudes that look like Brent.
Aggregate supply/demand balances do not necessarily suggest this. However, we think
this effect is strong enough to drive Brent to $85 by end 2019 and $90/bbl by 2020.

The middle distillate market is already tight – demand is growing 0.6 mb/d
per year and inventories are falling
Middle distillates is a group that consists of broadly three products: jet fuel/kerosene,
gasoil/diesel and heating oil. Collectively, they power trucks, planes, trains, cranes,
bulldozers, ships, heavy machinery, etc. They are the fuel of Emerging Market industrial
growth and international trade.
With a healthy economic backdrop, and trade growing at a robust pace, middle distillate
demand has already been growing strongly. Trend growth since 2012 has been ~575
kb/d per year, and this has accelerated recently, running at +800 kb/d year over year in
recent quarters.
Global refiners are already struggling to keep up with this demand. At the end of
February, visible inventories – i.e. those in OECD countries, reported via the IEA, and 40
non-OECD countries, reported via JODI – stood at 22.4 days of demand, down 11% y/y
and 5% below the five-year average.
More timely weekly data is available for the US, the Antwerp-Rotterdam-Amsterdam
(ARA) region, Japan and Singapore only. However, their data suggest that the trend has
continued: middle distillate inventories have fallen another 17% since the end of
February, in aggregate. In all four regions, stocks are well below their five-year averages,
and collectively, they are already close to the bottom end of the historical range. For
comparison, gasoline stocks globally are still well above historical norms.
Morgan Stanley’s economics team sees steady economic growth and expansion of
international trade continuing. Against that backdrop, we start our analysis with the
assumption that underlying middle distillate demand will also continue to grow at the
trend rate of ~575 kb/d per year.
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What's new in this report?
This report is the culmination of three analyses: first, rather than looking at the oil
market through the perspective of a traditional supply/demand balance, we
approach it the way a refiner would. We ask the question, can refiners make the
products we need from the oil that is available? This throws up some unexpected
answers. Second, we incorporate our detailed analysis of the upcoming IMO
regulations – see also Countdown to IMO: Not Plain Sailing. This suggests a major
dislocation in the product market with demand shifting from one category to
another. This does not show up in a traditional, high-level balance, but
nonetheless has major implications for refiners, and hence crude demand. Finally,
we use the conclusions from Hidden Tensions in the Oil Market, in which we argue
that new oil supply is increasingly light and comes with lower middle distillate
yields. By combining these three factors, we arrive at the conclusion that the
market for crude – especially those grades with the characteristics of Brent – will
remain tight.

Thousands

On the back of this, we publish three other reports assessing the equity
implications: Oil & Gas: Impact of $90 Brent on the Majors; All Cylinders Firing;
'Dreamland' Beckons For Oil Services; Time to Increase E&P Exposure.

Exhibit 4: Trend growth in middle distillate
demand is a healthy 575 kb/d per year...

Exhibit 5: ...and after a pause in 2016, demand
has re-accelerated to ~800 kb/d y/y recently
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Source: EIA, PJK International, IE Singapore, PAJ, Genscape, Morgan
Stanley Research

Exhibit 6: Monthly data show global middle
distillate inventories already tight...

Exhibit 7: ...and more timely weekly data
suggest this continued in March/April
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On top, new regulations from IMO should add 1.5 mb/d to middle distillate
demand by 2020
Actual middle distillate demand, however, looks set to accelerate significantly from the
trend rate of the last several years. At the start of 2020, new regulations from the
International Maritime Organisation will come into effect that should add another 1.5
mb/d to middle distillate demand that year.
Through its new regulations, the IMO is trying to address the significant amount of
sulphur that the global shipping industry emits. Ships account for just ~5% of global oil
demand but ~40% of oil-based sulphur emissions. One large cruise liner emits as much
sulphur as 380 million cars.
The source of all this sulphur is High Sulphur Fuel Oil (HSFO) – the proverbial 'bottom
of the barrel', which accounts for ~70% of bunker fuel used by ships and contains
roughly 3.5% sulphur. From the start of 2020, ships can only use HSFO if they have
installed an Exhaust Gas Cleaning System (EGCS, or ‘scrubber’). Ships without scrubbers
will either need to use LNG or fuel with less than 0.5% sulphur.
In a separate report Countdown to IMO 2020, which we also publish today, we analyse
each of the options available to shippers. In short, we see limited conversion to LNG, and
take-up of scrubbers has also been relatively modest. With time running out – just 19
months remain – this is unlikely to change. Instead, we find that the vast majority of
shipping companies are simply planning to use compliant fuels. This can either be Marine
Gasoil (MGO), which contains 0.1% sulphur, or a 0.5% Very Low Sulphur Fuel Oil
(VLSFO), which will likely be a blend of MGO and 1% sulphur fuel oil.
MGO, however, is a middle distillate – it is close to the diesel that goes into cars or
trucks. In Countdown to IMO 2020, we estimate that the IMO’s new regulation will
destroy 2.7 mb/d of HSFO demand but at the same time create – conservatively –
around 1.5 mb/d of extra middle distillate demand, both for direct use and blending.
If underlying middle distillate demand continues at ~0.58 mb/d over the next three
years, and this is compounded by another 1.5 mb/d with the IMO regulation, total middle
distillate demand would rise by 0.58 x 3 + 1.5 = 3.2 mb/d between 2017 and 2020.
Exhibit 8: According to various consultants, IMO will create an incremental ~1.5 mb/d of MGO
demand - a middle distillate. This is 0.7 mb/d of outright demand and 0.8 mb/d for blending with
LSFO.
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Most 'oil' supply growth in recent years has been NGLs and condensates,
which yield little middle distillate
There is a mismatch however between growth in middle distillate demand and the type
of production that is growing on the supply side.
According to the IEA, total oil liquids production increased 0.4 mb/d in both 2016 and
2017. However, 90% of this – or 0.36 mb/d per year across 2016 and 2017 – came from
Natural Gas Liquids, and condensates accounted for another 0.14 mb/d.
NGLs and condensates are molecules that consist of short strings of carbon atoms –
typically just 2-6 carbon atoms per molecule. Middle distillate molecules are typically
much longer, i.e. 10-15 carbon atoms per molecule. Refiners can obtain middle distillate
molecules broadly in two ways: 1) distill them from crude oil, or 2) using cokers and
crackers, break even larger hydrocarbon molecules from the heavier part of the barrel
down until they have the right length. What they can’t do however – or at least not on a
large scale – is stick smaller molecules together into larger ones.
This means that the molecules in NGLs and condensate are simply too short to make
middle distillates. They count as ‘supply growth’ in IEA statistics, and compete with
crude oil in gasoline and in the petrochemical industry, but they do not help satisfy the
world’s need for middle distillate.
Exhibit 9: All supply growth in 2016/17 came
from NGLs and condensate which yield no
middle distillate; crude oil supply declined...

Exhibit 10: ...and now crude oil itself is getting
lighter; above API 40, middle distillate yield
typically falls off
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Instead, middle distillates require crude oil – to make an extra barrel of
distillate, refiners need 1.8 barrels of extra crude
Although some middle distillate can be obtained from biodiesel and Shell’s Pearl GTL
facility in Qatar, the vast amount of the world’s middle distillate requirement is
produced from crude oil.
In 2017, refiners extracted ~36 mb/d of middle distillate from ~83 mb/d of crude oil – i.e.
1 barrel of middle distillate for every 2.3 barrels of crude, or a ‘middle distillate yield on
crude’ of 43%.
At the margin however, the global refining system is already performing better. New
refineries that have come on-stream in recent years have been optimised for middle
distillate production. The result of this is quantified in Exhibit 11, which plots global
crude oil processed by refineries against their total middle distillate output. In recent
years, refiners needed just 1.8 extra barrels of crude to produce 1 incremental barrel of
6

middle distillate – a marginal yield of 56%.
Exhibit 11: In recent years, refiners have extracted an incremental 0.56 barrels of middle distillate
for every 1 barrel of extra crude they processed
Middle distillate output (mb/d)
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Altogether, this should create incremental crude demand of ~5.7 mb/d over
the next three years
With strong demand for middle distillates, refiners will probably try to maximize output
– and hence increase their middle distillate yield. Although individual refiners probably
have the capacity to change this by several points, we do not see the incremental yield
of the entire system improving much beyond 0.56, for three reasons:

First, margins – or ‘crack spreads’ – have already given an incentive to optimise for
middle distillate for some time. For example, the Ultra-Low Sulphur Diesel crack (ULSD)
in Europe is currently $12.6/bbl compared to just $9.6/bbl for gasoline. This difference
has existed for some time now and this is the case in the US and Asia too. Many refiners
have already had an incentive to optimise for middle distillate for some time.
Second, new crude production is super-light. In our recent note, Hidden Tension
Building in the Oil Market, we pointed out that all incremental production growth in the
US – the fastest source of production growth globally – is from crude with API gravity
above 40 degrees. In fact, the fastest growing category is 45-50 degrees API. On top, the
seaborne oil market is also only growing in crude with API 40+. Those grades are rich in
naphtha and gasoline blending components, but have somewhat lower middle distillate
yield. For refiners to increase their middle distillate yield whilst the global crude slate is
moving towards super-light crudes will be difficult, we expect.
Third, incremental refining capacity is less complex. To make enough middle distillate,
we expect that the global refining system will need to run at high levels of utilisation.
Complex refineries with high middle distillate yields are already profitable and are
running, on the whole, full out already. Incremental capacity exists in less profitable,
simpler refineries. We suspect that more of those will need to run too, but typically,
their middle distillate yield is lower.
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If the marginal middle distillate yield stays around 0.56, and demand for middle
distillate indeed grows by 3.3 mb/d over 2017-17, refiners would need to increase crude
oil intake by 3.2 / 0.56 = 5.7 mb/d over the next three years.

Historically, growing production at this rate has rarely been achieved
This would be a very large amount, and we suspect that production of crude oil would
struggle to keep up with this.
Exhibit 12: Global crude and condensate
supply growth has rarely exceeded 4 mb/d
over any three-year period
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Exhibit 12 shows global production growth of crude oil over any three-year period since
1984. On only one occasion has growth exceeded 5.7 mb/d over three years. The 30-year
average is 2.7 mb/d, it peaked in recent years at 4.5 mb/d during 2012-15, and over the
last two years, crude oil production has actually declined by (0.3) mb/d.
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We expect that production of crude oil will re-accelerate again over the next few years
but struggle to reach the required 5.7 mb/d. On our estimates, US crude oil production
growth reaches 2.8 mb/d over the next three years, and Brazil and Canada add a further
1.6 mb/d during 2017-20. However, declines elsewhere reach 815 kb/d, led by China,
Mexico, Colombia and Indonesia. OPEC output rises by a small 0.2 mb/d, on our
estimates, assuming that the declines in Venezuela moderate.
However, after the collapse in investment since 2014, we do not see crude production
growth reaching 5.7 mb/d over the three years 2017-20. On our estimates, it continues to
be stuck at 3.5 mb/d – already high by historical standards, especially after such a large
decline in upstream capex.
Exhibit 13: Observable refinery runs continue
to grow strongly...

Exhibit 14: ...and at least in the OECD, refinery
utilisation is already high
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Oil prices and refining margins would need to increase simultaneously –
Brent to $90/bbl
So how is this likely to play out? In our view, the key to future oil prices does not lie in
broad supply/demand balances – at least not at the moment. Instead, it lies in refining
economics.
At the moment, a relatively complex refinery in Northwest Europe generates a gross
margin per barrel of ~$6/bbl. It makes $9-10/bbl on gasoline and $10-15/bbl on middle
distillates, but loses money on naphtha and fuel oil. The left part of Exhibit 17 breaks
this margin down more precisely, and weighs the individual product cracks according to
their share of the output, yielding the overall margin of ~$6/bbl.
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We think this will likely change as follows:

First, HSFO prices will need to fall drastically. Given the decline in demand from the
shipping industry, we expect that HSFO will need to compete against coal and LNG in
power generation. As discussed in more detail in Countdown to IMO 2020, we peg the
2020 price of HSFO broadly in between the thermal equivalent level of these other two
fuels, which suggests a price of ~$185/tonne, down from ~$380/tonne currently.
Second, middle distillate prices will need to rise substantially. We suspect that the
global refining system will struggle to make sufficient amounts of middle distillate. This
implies that prices will need to rise to a level where some demand destruction will need
to take place. During 2011-14, gasoil prices struggled to break $950/tonne – see Exhibit
15. In real terms, this would be around $1,050/tonne in 2018 in today's US$. However,
the US dollar has also strengthened ~20-25% since then. Adjusted for this, we suspect
that gasoil demand would start to falter if prices exceeded $850/tonne in today’s
economy. Gasoil will likely trade up around this level by 2020, in our view, with jet and
ULSD at small premia to that.
Exhibit 15: In today's USD$, and adjusted for
the strength of the USD, gasoil struggled to
breach $850/tonne in 2011-14

Exhibit 16: The previous occasion of severe
middle distillate tightness was in 2007/08
when it drove Brent to $140/bbl

Gasoil 0.1% sulphur ARA FOB barges ($/tonne)

Brent oil price vs Diesel crack spread ($/bbl) - 2005-10

1,400

50
45
40
35
30
25
20
15
10
5
0

1,200
1,000
800
600
400
200
0
Oct-07

Oct-09

Oct-11
Nominal price

Oct-13

Oct-15

FX and inflation adjusted

Note: red dotted line shows assumption for 2020
Source: Platts, Bloomberg, Morgan Stanley Research

Oct-17

Nov-05

160
140
120
100
80
60
40
20
Nov-06

Nov-07

Nov-08

ULSD crack spread

Nov-09

Nov-10

Brent oil price (RHS)

Source: Platts, Morgan Stanley Research

Third, we estimate a future price of LSFO at ~$500/tonne. This would yield a price of
$700/tonne in a 44/56 mixture with MGO at $850/tonne, only slightly higher than
where HSFO was in 2011-14, which was then the main bunker fuel.
Fourth, the overall refining margin will need to stay high to incentivise 'max runs': The
global refining system is already running at a high level of utilisation. However, to
maximise middle distillate output, we expect that this will eventually need to go higher.
To incentivise max runs, the overall refining margin would need to rise. The Northwest
European complex refining margin we show in Exhibit 17 has historically fluctuated
between $3/bbl at the bottom and $14/bbl at the top. We estimate it will need to be
~$10/bbl by 2020.
Then, we make two other smaller assumptions, i.e. that the naphtha cracks spread will
be ~$(4)/bbl in 2020, and the gasoline crack spread will be ~$10/bbl – both broadly in
line with historical averages, and not too far from current levels.

Implication: Brent trades up to $90/bbl. For all of the above to be true at the same
time, we argue Brent would need to rally to $90/bbl. We expect that refiners will – and
can afford to – bid it up to this level. A lower price would either lead to unusually high
refining margins, or middle distillate prices that are not high enough to slow down
9

demand. A higher price would likely kill off refining margins, which would lead the
refining system to run lower throughput and hence produce an insufficient amount of
middle distillates.
A price of $90/bbl would be well above long-run marginal cost – we do not think the oil
market needs this price to balance supply and demand in the very long run. However,
the strength in demand for middle distillates specifically, combined with the dislocation
introduced by the IMO and the global crude slate rapidly getting lighter, should produce
this result over the next few years, we believe.
Also, it is worth noting that the last period of severe middle distillate tightness occurred
in late 2007/early 2008 and arguably was the critical factor that drove up Brent prices
in that period – see Exhibit 16.
Inevitably, high oil prices would lead to a supply response, including from US shale.
However, given the requirement for crude oil to grow +5.7 mb/d over the next three
years, compared to our production forecast of +3.5 mb/d – already an acceleration from
(0.2) mb/d over last two years – we expect the crude oil market to remain
undersupplied and inventories to continue to draw. This will likely underpin prices, we
believe.
Exhibit 17: We think fuel oil cracks need to fall, middle distillate cracks need to rise and overall
margins need to go higher; in this scenario, we expect refiners will – and can afford to – bid up
Brent-like crudes to ~$90/bbl
Weight
Unit

%

Brent

-100%

Naphtha
Gasoline
Jet
ULSD
Gasoil
LSFO
HSFO
Refining margin

Current
Price
$/tonne

6%
26%
10%
36%
9%
0%
10%

Price
$/bbl

Crack
$/bbl

73.6
630
693
697
641
626
399
383

70.8 83.2
88.4
86.0
83.9
62.8 60.3 -

Weight
%

$/tonne

-100%
2.7
9.6
14.8
12.4
10.4
10.8
13.2
5.7

Future
Price

6%
26%
10%
36%
9%
5%
5%

765
833
921
865
850
500
185

Price
$/bbl

90.0
86.0 100.0
116.7
116.0
113.9
78.7 29.1 -

Crack
$/bbl

4.0
10.0
26.7
26.0
23.9
11.3
60.9
10.2

Note: italic = forecast number
Source: Platts, Morgan Stanley Research estimates ('Future')

Where could we be wrong? Risks to our view
Oil prices have historically been erratic and volatile, and our forecast is also subject to
several significant uncertainties. We highlight four in particular:

First, the marginal middle distillate yield. In our view, this is one of the most important
yet least discussed numbers in the global oil market. If our estimate of a stable 0.56 is
incorrect, our estimate for crude oil demand would likely be different too.
Second, economic growth. We assume that middle distillate demand will continue to
grow at its recent trend rate largely because our colleagues in our economics team
forecast the same for global economic growth. However, the current phase of expansion
is already unusually long. A recession would likely mean that we are overstating middle
distillate demand growth.
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Third, the IMO may delay the implementation of its regulation. This appeared quite
likely two years ago. However, after several reiterations by the IMO, the likelihood of
this now seems very low. Still, it is possible that even our $90/bbl understates the
effect that the IMO’s regulation will have on oil prices – for a period, it could go
meaningfully higher. In that case, the IMO could delay, or slow down, the
implementation, which would have implications for middle distillate demand.
Finally, OPEC policy. Many OPEC countries produce crudes that are rich in middle
distillates. If higher prices lead to a rapid acceleration in OPEC production – something
we currently do not expect – our price forecast could also be at risk.

The Bull Case
There are several risks that could drive oil prices higher than this:

First, prices may incorporate a further premium for geopolitical risk: Our forecasts do
not reflect any premium for this. However, as discussed in The Return of the
Geopolitical Risk Premium (Oct 23, 2017), lower stocks and continued tightness in the
supply/demand balance increase price sensitivity to this, and there are several 'hot spots'
on the horizon.
Second, shale production growth may underwhelm: With US shale production now
facing a number of constraints, including infrastructure bottlenecks in the Permian,
inflationary pressures and labour market tightness, as well as a growing mismatch
between what US shale companies produce and what US refiners process (see Hidden
Tension Building in the Oil Market), production growth may underwhelm.
Third, flows into oil could be even higher: With all the main crude curves shifting into
backwardation, this offers a strong buy signal, while the positive roll yield helps to
enhance returns (see The Power of Backwardation).

The Bear Case
Similarly, there are several risks to the downside too:

First, we may have overestimated OPEC's resolve given the recent rally: With Brent
prices now > $75/bbl, perhaps compliance with the agreement will start to slip.
Second, higher oil prices hurt refinery margins and demand: Oil demand surprised
positively in the last 2-3 years as prices were relatively low and economic growth was
robust. However, at some level, higher oil prices could start to weigh on demand. We
think our price forecasts and demand estimates are internally consistent, but it is
possible that we underestimate the sensitivity. If demand starts to soften, our price
expectations may be too high.
Third, we may be misreading US shale: US shale has mostly surprised on the upside in
the last several years. We were seeing signs of decelerating growth last year but the
latest data from the EIA indicates strong growth again. It is possible that technological
progress will once again outweigh operational obstacles.
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INR Has A Depreciation Bias And Volatility Is Here To Stay

Teresa John, CFA

Thematic Report

While the Indian rupee or INR was appreciating in FY18, we had laid out in our reports: Why Research Analyst (Economist)
The INR Will Be More Volatile? and What Aids The INR? that INR movement was driven by teresa.john@nirmalbang.com
foreign portfolio investment or FPI flows, particularly into the debt market. We also highlighted +91 22 6273 8114
that the INR will trade with a depreciation bias on a rising current account deficit (CAD) and
rising inflation differential, although this was negated to some extent by near-term high real
yields. Temporary tailwinds such as the rating upgrade also lent support to the INR. We had
anticipated depreciation of the INR in late FY18, but the pace has been rapid. We have
assessed key drivers of the INR and concluded that the post-crisis surge in global liquidity
owing to quantitative easing (QE) has brought about a paradigm shift in the USD-INR
movement with rising sensitivity to portfolio flows, crude oil prices and yield movements. Our
forex market financial conditions index (FCI) suggests deterioration, but remains below crisis
levels. The INR is no outlier to the extent that the search for yields has now turned to a flight to
safety, and most emerging market (EM) currencies with external deficits are under pressure.
But to add to that, the INR has a political risk premium to pay in an election year. The INR
could test 70 to the US dollar as the political heat rises. However, we see little reason for a
tailspin. The Reserve Bank of India or RBI has sufficient fire power to provide support,
although it has weakened compared to the past. We have increased our average USD-INR
estimate for FY19 to 68.7 from 66 earlier, while our forecast for FY20 stands at71.5. We also
expect crude oil prices to average US$72/bbl in FY19, up from US$65/bbl earlier. Consequently,
our CAD estimate stands increased to 2.6% of GDP from 2.4%, while we are likely to end FY18
with a CAD of 1.9% of GDP, a tad lower than our earlier estimate of 2% of GDP.

Stress-testing the INR
We study the impact of key macro factors that are likely to be drivers for the INR.
a. 1. Sensitivity of the INR to portfolio flows
INR depreciating as FPIs pull out money: The recent depreciation of the INR can be attributed to
FPI outflows from Indian markets - both equity and debt - over the past two months. We had
highlighted in our report: What Aids The INR?, that it was foreign portfolio flows into the debt market
spurred by higher real rates that was responsible for INR appreciation. These flows have stopped, and
reversed to some extent, taking the INR along with it. In fact, this was a trade that was mostly done by
October 2017, but the sovereign rating upgrade and positive equity market sentiment provided final
legs to the INR rally.
c. Exhibit 1: INR depreciation on FPIs pulling out money
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Please refer to the disclaimer towards the end of the document.

Institutional Equities
USD – INR sensitivity to portfolio flows has increased: We had highlighted in our report: Why The INR Will
Be More Volatile? that sensitivity of the INR to portfolio flows has increased in the period after the taper tantrum
of 2013. We see little change in sensitivity as correlation between the USD-INR and portfolio flows between July
2013 and April 2018 at -0.58 is still significantly higher than the historical average. Over the past one year, the
correlation is only a tad lower at -0.53.
Exhibit 2: USD-INR sensitivity to portfolio flows has increased
Time period
January 1997-March 2003
April 2003- August 2008

Exhibit 3: USD- INR tracking portfolio flows since FY11
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This brings us to the question, what drives portfolio flows, which in turn drives the INR? Is it rising crude oil prices
or rising domestic yields, or rising US yields?
2. Sensitivity of the INR to crude oil prices
The rise in global liquidity has made the INR particularly sensitive to crude oil prices: USD-INR sensitivity
to crude oil prices has increased in the period after the financial crisis, as the market became more liquiditydriven. Between 2003 and 2008, rising crude oil prices were accompanied by an appreciating INR, with the
impact of higher growth outweighing macro-economic vulnerabilities. Nevertheless, FPI investors exhibited some
sensitivity to rising crude oil prices. In the midst of the financial crisis, rising crude oil prices possibly signaled
recovery, having a positive impact on the INR and portfolio flows. USD-INR has been particularly sensitive to
rising crude oil prices during the QE phase, and the most recent phase of US QE pullback. FPI flows have
become even more vulnerable to rising crude oil prices over the past one year as the US embarked on
quantitative tightening.
Exhibit 4: INR sensitivity to crude oil is up with the surge in liquidity Exhibit 5: USD-INR in tandem with crude oil in recent months
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Source: CEIC, Nirmal Bang Institutional Equities Research.
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Crude oil prices above US$90/bbl will push up CAD to unsustainable levels: We find that crude oil prices
averaging above US$90/bbl will push up India’s CAD to unsustainable levels, upwards of 3.5% of GDP. A
US$10/bbl increase in crude oil price pushes up CAD by about 0.4-0.5% of GDP.
Exhibit 7: …. and exert significant pressure on the INR
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Source: RBI, CEIC, Nirmal Bang Institutional Equities Research.
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CAD likely to be in the range of 2.5-3% of GDP in FY19: Crude oil prices at US$80/bbl imply a CAD of
around 3% of GDP. We believe that CAD should be in the range of 2.5-3% of GDP in FY19. Our base case is
crude oil prices averaging US$72/bbl, implying a CAD of 2.6% of GDP in FY19.
3. Sensitivity of the INR to domestic yields
Debt market liberalisation and QE has increased USD-INR sensitivity to domestic yields: There was little
correlation between USD-INR movements and domestic bond yields until about 2011, as foreigner investor
participation was restricted. Since 2010, the liberalisation of the limit on foreign investment in the debt market,
and global QE contributed to the rise in co-movement between USD-INR and bond yields. This accentuated
during the taper tantrum of 2013, after which there was a decline. However, the sensitivity of USD-INR
movements to domestic bond yields have increased dramatically over the past 12 months, indicating that FPI
investors have been playing a prominent role in driving both domestic bond yields and the currency.
Exhibit 8: After 2011, USD-INR sensitivity to domestic yields increased, and has accentuated recently
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Exhibit 6: Crude oil above US$90/ bbl on an average may
push up CAD to unsustainable level s….
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Source: CEIC, Bloomberg, Nirmal Bang Institutional Equities Research
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4. Sensitivity of the INR to US yields
Rising USD- INR sensitivity to US bond yields has been a post-QE phenomenon: Incidentally, USD-INR
sensitivity to rising US yields has also been a post QE phenomenon, which has accentuated with the recent
pull-back of QE by the US Federal Reserve.
Exhibit 9: USD-INR sensitivity to US yields is also a post QE phenomenon witnessed since 2011
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5. Measuring the financial conditions index for the foreign exchange market
Financial conditions in the forex market have deteriorated, but not to crisis levels: We have constructed
a financial conditions index (FCI) for the foreign exchange market in India using the methodology employed by
Anand Shankar (RBI working paper series No.08 0214, A Financial Conditions Index for India).The variables we
have used to track the foreign exchange market include the exchange rate (USD-INR), three-month implied
volatility of the USD-INR and the ratio of maximum changes in the INR over the past 12 months.
Exhibit 10: Forex market financial conditions have deteriorated, but not to crisis levels
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A quick analysis reveals that financial market conditions have come under stress over the past three months,
but have not yet reached levels witnessed during the 2008 global financial crisis or the taper tantrum of 2013.
Overall, we find that rising interest rates in the US are driving the flight to safety back to developed markets and
relative safe havens with low external account vulnerabilities. Thus the FPI outflow from India is on account of a
combination of a relatively high CAD, rising crude oil prices and rising US interest rates.
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How does the INR compare against EM peers?
EMs with weak external balances under pressure: The INR is no outlier to the extent that nearly all EMs with
current account deficits have witnessed a sell-off. The only exception is Russia whose currency has come under
pressure from geo-political risks, despite a current account surplus. On the other hand, countries such as
Thailand, Korea and Malaysia - which enjoy a current account surplus - have witnessed relative strength in their
currencies.
Exhibit 11: Countries with current account deficit have witnessed pressure on their currencies
Performance of major EM currencies
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Source: Bloomberg, Nirmal Bang Institutional Equities Research

Search for yields turns to flight for safety: The trade in 2018 has shifted from a search for yields to flight for
safety, with rising interest rates in the US. Clearly countries such as South Korea, Malaysia and Thailand- which
witnessed currency appreciation - have relatively low real interest rates when compared with India, and even
negative yield spreads with the US ( in case of Thailand and South Korea). The Indian debt market has lost its
attractiveness even when compared to relatively risky peers such as Indonesia and the Philippines. The yield
spread with the US has narrowed in case of India, from 4.92% in December 2017 to 4.75% currently, while yield
spreads in Indonesia and Philippines widened by over 50bps in the same period (Exhibit 12).
Yet the Indian debt market seems to be offering significant value to EM investors in terms of yields, although
lower than Brazil and Mexico. On the other hand, equity market valuation in India (Nifty trailing P/E) looks
stretched, trading at the highest level among EM peers, making it less attractive for foreign investors from a
relative valuation standpoint. Equity market valuation of peers such as Indonesia and Philippines - which were at
par with India at the start of 2018 - have witnessed some correction. Mexico is now a close second to India,
followed by Brazil.
Exhibit 12: Flight to safety as countries with low interest rates and negative yield spreads witb the US witness appreciation
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Bloomberg consensus for inflation and growth and interest rates.
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Is there a political risk premium on the INR?
INR depreciation in election years above average except when fundamentals outweighed: The INR has
witnessed depreciation in most election years in the post-reform period, except in FY04 when India enjoyed a
current account surplus. The depreciation bias has been witnessed even in years where there was an
improvement in CAD (negative numbers indicate an improvement in CAD), suggesting that there is a usually a
risk premium associated with political uncertainty. While in the long run, fundamentals rule, in the short run the
market rewards political stability.
Exhibit 13: There is likely to be a political risk premium attached to the INR in FY19
% change in USD/INR*

Change in CAD (% of GDP)**
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(15.75)
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FY96
FY99
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FY14

Note: * Negative numbers indicate depreciation and positive numbers appreciation
** - Negative numbers indicate an improvement in CAD and positive numbers an increase in CAD

Source: RBI, CEIC, Nirmal Bang Institutional Equities Research.

Can the RBI rescue the INR?
Forex reserves are at an all-time high on active RBI intervention: Over the course of FY18, the RBI has
shored up reserves of about US$55bn through foreign exchange purchases as the INR appreciated. Therefore, it
is sufficiently equipped to prevent the INR from going into a tailspin.
Exhibit 14: FX reserves are at an all-time high…

Exhibit 15:…as the RBI actively purchased dollars in FY18
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Exposure to foreign portfolio investment at an all-time high: However, the RBI’s ability to deal with a mass
exodus of FPIs is also limited to the extent that exposure to foreign portfolio investment, both equity and debt, is
at an all-time high. FPI assets under custody stood at 115% of FX reserves in March 2018, compared with 60%
in FY13 (Exhibit 16).
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Exhibit 16: India’s exposure to foreign portfolio investment at a record high
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RBI’s ability to effectively intervene in spot market is limited when compared with the past: Moreover,
the ability of the RBI to effectively intervene in the spot market has fallen when compared with the past, as spot
market turnover has risen rapidly over the past decade. Foreign exchange spot market intervention, as a share
of spot market turnover, has fallen from a peak of 2.6% of market turnover in FY08 to under 0.5% of market
turnover in FY18 (Exhibit 17). FX reserves, as a share of market turnover, have also fallen from a high of
10.4% of spot market turnover in FY08, to 6.5% of market turnover in FY18 (Exhibit 18). This is on account of
the fact that while FX market turnover more than doubled over the past decade; FX reserves are up by only
35%-40%.
Exhibit 17: Spot intervention, as a share of turnover, below highs Exhibit 18: FX reserves, as a share of turnover ,has also
fallen
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RBI can intervene in forward market which can serve as a signal to spot market: Nevertheless, the RBI’s
ability to effectively intervene in the forward market remains relatively intact as the forward market’s turnover has
increased at a much more muted pace. The RBI’s forward market intervention as of FY18-end stood at 2% of
forward FX market turnover, up from 1.87% in FY08, although it was lower than 2.66% in FY14. In addition,
forward market FX purchases have the added advantage that it does not involve immediate drawdown of FX
reserves. Forward market intervention cannot directly impact the spot rate, and to that extent it is less effective
than spot market intervention, but it sends an important signal to the spot market and helps in managing
expectations.
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Exhibit 19: RBI has greater influence over forward market turnover
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Warehousing sector to see investment of Rs 43,000 cr by
2020: JLL
In its report, JLL estimated that the amount will be invested in creating
warehousing facilities across India from 2018-2020.PTI | March 27, 2018, 08:43 IST

The warehousing sector will attract investments of about Rs 43,000 crore and
create 2 lakh job opportunities in the next three years, driven
by GST implementation and growth of the e-commerce sector, according to
property consultant JLL India.
In its report, JLL estimated that the amount will be invested in creating
warehousing facilities across India from 2018-2020. Warehousing stock is
expected to rise to 247 million sq ft by 2020 from 140 million sq ft in 2017.
"In these three years, different categories of warehousing will also create jobs to
the tune of 2,00,000 at different levels of specification and specialisation," the
report said.
The consultant attributed the implementation of GST and the rapid growth of ecommerce as two important factors that have created a significant growth
prospects in warehousing sector.
"Warehouse and logistics is one of the biggest growth areas that has emerged in
recent times. We have seen Rs 125,000 crore invested through private equity in
warehousing space since 2014. While it made up about 10 per cent of total PE
investment in 2017, the share is expected to grow claiming larger share of
investment," JLL India CEO and Country Head Ramesh Nair said.
The report said that the prime beneficiaries of the new wave of growth in

warehousing will be the peripheral locations of tier 1 and tier 2 cities. This
investment comes at the back of the fact that nearly Rs 10,000 crore was invested
in 2017.
Of all the categories, warehousing will be witnessing the highest investment of
over Rs 35,000 crore in the next 3 years, mostly in creating storage facilities for
retail and consumer goods.
The cold storage and agricultural warehousing would see about Rs 7,500 crore
investment. Container storage would be attracting approximately Rs 500 crore in
the same period mostly to boost India's logistical prowess.
JLL said that the overall growth in e-commerce and a shortening turnaround time
for delivery has necessitated a sharp growth in warehousing in the country.
Apart from E-Commerce, the next big sector of space are the electronic and white
goods that command significant warehousing spaces in urban and semi urban
locations.
"It is estimated that Grade A and B warehousing stock will grow at a CAGR of 21
per cent year on year taking the total tally of warehouse space in India to 247
million sq ft by the end of 2020 almost doubling the current warehousing stock of
139.8 million sq ft in 2017," the report said

Institutional investors pack $3.4 billion in warehousing
By Kailash Babar
Institutional investors’ interest in Indian warehousing market is growing
manifold on the back of the government’s initiatives such as Make in India,
implementation of the Goods & Services Tax, and infrastructure status for the
logistics sector.
Global and domestic institutional investors have, over the past four years,
invested over $3.4 billion into Indian warehousing that has long remained
unorganised. These accounted for around 26% of the total private equity (PE)
investments into real estate during this period, showed a Knight Frank India
study.
Leasing transactions in the warehousing sector across key Indian markets grew
to 25.4 million sq ft in 2017, recording 85% year-on-year spike following a 35%
jump in 2016.

The rise in both institutional investors’ appetite for warehousing assets and the
spike in leasing transactions are attributed to the industry’s rapid shift towards
organised format led by the change in operating environment owing to policy
decisions.
“With so much happening around in terms of the Make in India programme, GST,
traction on industrial corridors and the infrastructure status to the logistics
sector, warehousing as a real estate constituent would be a real beneficiary in the
times to come. Investors had started taking cognizance of the opportunities in
this sector much before the government could implement the reforms,” said
Samantak Das, Chief Economist & National Director - Research, Knight Frank
India.
Interestingly, greenfield projects, or new developments, have attracted more
than two-third of these investments followed by 27% for acquisition of complete
projects. This indicates that the new investments are not getting locked in ready
assets but are rather supporting creation of new assets.
During the year, the National Capital Region (NCR) attracted the highest footprint
in terms of transactions in the warehousing space with leasing of 6.1 million sq ft,
followed by Mumbai at 5.2 million sq ft
Mumbai, with a staggering 231% on-year jump in warehousing space leasing in
2017, recorded the largest growth amongst key Indian markets. The NCR was
second on the chart with 117% on-year increase, showed the Knight Frank
report.
Experts believe that the rise in opportunities for investors would lead to more
partnerships warehousing segment going forward.
“While warehousing is getting more organised, it would still need local expertise
to handle issues like land aggregation, building and tenant management. We can
expect more alliances being formed to leverage the potential of this asset class.
Given the required increase in scale, even high networth Individuals need right
partners to maximise their returns,” said Rubi Arya, executive vice-chairman of
Milestone Capital Advisors, that is looking at deploying funds in construction of
built-to-suit facilities for ecommerce players.
From a sectorial perspective manufacturing, third-party logistics (3PL), and retail
sector accounted for two-third of the share in terms of leasing volumes in the
warehousing space in 2017. While 3PL and manufacturing continued to be

dominant sectors, retail eclipsed ecommerce as the third major occupier for
warehousing in India.
“Post GST, there has been a spike in demand by almost 100% as companies
which were till now in a wait-and-watch mode switched to execution mode. For
the first time we are witnessing consolidation and expansion of warehousing
space,” said Balbirsingh Khalsa, National Director - Industrial and Asset Services,
Knight Frank India.
According to him, the rise in demand from sectors such as ecommerce, 3PLs,
consumer durables, FMCG and manufacturing coupled with a requirement for
larger sized warehouses have opened up the field for more organized players.
During the year, Kolkata recorded 15% on-year growth in leasing volumes for
warehousing, while markets such as Bengaluru saw 90%, Ahmedabad 86% and
Hyderabad 68% rise.
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Our views

•

India represents a significant LT opportunity (we estimate a ~$200b online TAM by 2026)

•

It is unclear whether Walmart needs to be in India

•

Importance of demonstrating progress in Walmart’s US business (particularly e-comm) has
magnified and cannot be understated

•

There are questions around Flipkart’s competitive position

•

India is a major market for Amazon

•

Potential for Flipkart IPO is a key ‘buffer’ for Walmart

Source: Morgan Stanley Research
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Benchmarking: global e-commerce market sizes (2018e)

India

China and US account for ~80% of e-commerce
sales in top 15 markets; India represents just
1% (~$20b) today, but the region is undergoing
a structural e-commerce shift

Source: Euromonitor, Forrester, Morgan Stanley Research
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E-comm sales in India expected to reach US$200b by 2026 (~12% of total retail sales)
US$b
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Source: Euromonitor, Morgan Stanley Research Estimates. Please note that F2027 represents calendar year C2026 ending December 2026 and so on for the previous years.
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India’s e-commerce market can compound significantly from today
F2027e
F2017

Scenarios for India online retail market

BASE

BULL

BEAR

Total Internet users (million)

432

915

1,010

841

Internet Penetration (%)

33%

62%

68%

57%
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45%
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200
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105

Total Online shoppers (million)
Online shoppers as % of total internet users
Total online retail market size including food delivery (US$b)
Total online retail as % of total retail (%)

2.2%

12.1% 14.0%

7.7%

Source: IAMAI, Morgan Stanley Research (e) Estimates. Please note that F2027 represents calendar year C2026 ending December 2026 and so on for the previous years; For F2017
online retail market size is based on Morgan Stanley Research estimates and is an approximate figure .
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Estimated Flipkart share of monthly gross GMV
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Source: Naspers estimates incorporating 3rd party projections on GMV of top-3 players. Flipkart market share includes Myntra and Jabong (since September 2016);
Morgan Stanley Research
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AlphaWise survey (2015) shows propensity to transact online linked to time using Internet
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Source: AlphaWise, Morgan Stanley Research
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Flipkart history: key milestones

Funding

07

08

Founded
(selling
books)

$1 million
(Accel
Partners)

$10 million
(Tiger Global)

$20 million
(Tiger Global)

$255 million
(Various
existing/new
investors)

09

10

11

12

Launched
Music, Movies
and Mobiles;
Cash on
Delivery

Card on
Delivery;
Dedicated
Logistics for
Faster
Delivery

Launched
Lifestyle and
Fashion;
Same Day
Shipping
Guarantee

Operational

Source: Quartz India, Company website, Morgan Stanley Research

$360 million
(Various
existing/new
investors)

$1.9 billion
(Various
existing/new
investors)

$700 million
(Tiger Global,
QIA)

13

14

15

Acquires
online fashion
retailers
Myntra for
~$300m

16

~$4 billion
(Tencent,
Microsoft,
eBay,
SoftBank)

~$16 billion
(Walmart
acquires up to
77%)

17

18

Through
Myntra,
acquires
Jabong for
~$70m;
acquires
mobile
payments
company
PhonePe
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Flipkart key statistics

100m

Registered
users

10m

Daily page
visits

80m

Products
(across 80+
categories)

100,000

Sellers

8m

Shipments
per month

21

Warehouses

Source: Company website, Morgan Stanley Research
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Flipkart key financials (year ended March 31, 2018)

$7.5b

GMV

+50%

Y/Y Growth

$4.6b

Revenue

+50%

Y/Y Growth

-$0.60

F’20 WMT
EPS
dilution?

-$1.5b

F’20 EBIT
loss?

Source: Company website, Morgan Stanley Research
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Flipkart is estimated to have a higher market share than Amazon today

Flipkart market share estimates are as high as ~60%

…with greatest share in Smartphones and Apparel.

of online GMV (vs 30%+ for Amazon)…

Amazon has greater share in other categories.

(including Myntra and Jabong); estimates range from ~30-60%

(Smartphones account for ~50% of total online sales in India)

Flipkart

Amazon

Smartphones

Appliances

Apparel

Consumer Electronics

?

Groceries
?

Source: Naspers estimates incorporating 3rd party projections on GMV of top-3 players. Flipkart market share includes Myntra and Jabong (since September 2016); news articles;
Morgan Stanley Research
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Amazon has higher site traffic than Flipkart (~50m unique views per month)

Source: ComScore, Morgan Stanley Research
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Flipkart positives & negatives

Positives

Negatives

Leading overall market share online

Amazon is catching up

Highest share in Smartphones, which comprise
~50% of online sales in India

Smartphones are a low to negative GM category

Greatest share in Apparel

Likely a key focus for Amazon over time given US
example

In early stages of relaunching a loyalty program

Competing against Amazon Prime

Could leverage Walmart’s expertise to better
penetrate grocery (a key focus area)

Amazon reportedly in talks to form alliance with
and potentially acquire ~10% of Future Group
(India’s largest brick & mortar retailer)

Source: Morgan Stanley Research
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Etfs and Smart Beta: From Invisible
Hand to Invisible Octopus
By Paul Kovarsky, CFA
Posted In: Drivers of Value, Economics, Portfolio Management
ETF.com managing director Dave Nadig is one of the most prolific thought leaders in
exchange-traded funds (etfs). Indeed, at Barclays Global Investors, he was instrumental
in the development of some of the earliest etfs.
Nadig will be speaking at the Inside Smart Beta & Active etfs Summit on 6– 7 June 2018
in New York City, where he will join smart beta pioneer Rob Arnott of Research
Affiliates, among other luminaries, to assess what the future looks like for these
investment vehicles.
Given the rapid growth of etfs and smart beta, we wanted to get Nadig’s perspective on
the evolution of these instruments as well as the criticism they have evoked. Below is a
lightly edited transcript of our conversation.
CFA Institute: To kick us off, let’s zoom out to another great thinker —
Adam Smith. Why go all the way back to the invisible hand? Well, Rob
Arnott of Research Affiliates is widely credited with inventing smart beta.
Proudly displayed in Arnott’s’s lobby is a 240-year-old first edition of The
Wealth of Nations. So, what do you think the great Scotsman would say
about the role of exchange-traded funds (etfs) and smart beta in the
markets?
Dave Nadig: I think the most positive spin you could put on it would be that all of the
focus on factors is really an invisible octopus, instead of an invisible hand. If we have

market forces pushing prices around based on supply and demand, that’s the traditional
invisible hand description.
All the breaking markets down into various factors is doing is saying, “Well, we have
multiple influential hands here. We have people pushing growth versus value, and
people pushing small versus large, etc., etc.” I think that’s the nicest way you could
interpret that.
It’s reasonable for people to be careful about smart beta, about factor investing, just as
people are skeptical about asset management. At the end of the day, market
performance is market performance.
Ultimately, all of the actors in the market, whether they’re factor investors, single stock
pickers, or blind buy-everything indexers, are all participating in that price discovery for
a market performance. There’s just no way around that. That’s the mathematical proof.
Factors are just one more way of teasing out performance variance from that market
line.
Invisible octopus, that’s a new animal! Indeed, some say that smart beta is a
unique beast — as in “This time is different.” It’s rules-based. Behavioral
follies that trip up poor irrational investors have finally been defeated!
Rules trump human biases. Is rules-based always a feature? What about the
naysayers, like Steven Bregman, who say it’s a bug?
First of all, I don’t think there’s actually much to the argument that somehow, this time
is different, when it comes to factors or when it comes to smart beta. People have been
doing this kind of factor investing for multiple decades at this point.
I think if people want to be skeptical, be skeptical of claims that somehow a black box is
going to consistently deliver risk-adjusted outperformance in all markets. I don’t believe
that. I don’t actually know very many academic finance people who believe that.

If you were looking at smart beta to be that magic bullet that provides you that
risk-adjusted outperformance in all markets, I think you will be sorely disappointed. I
do not believe that there is a magical box that you can run market data through that
generates that consistently outperforming portfolio.
That doesn’t mean that smart beta is a bad idea. It means that smart beta is a toolbox to
generate certain kinds of performance in certain kinds of market conditions. I think that
that’s actually valuable.
Skeptically useful then! Okay let’s give skeptics the floor first, before we
switch back to the smart beta supporters. In August 2016, venerable
Sanford C. Bernstein asserted that smart beta may be the silent road to
serfdom. A clever, Friedrich Hayek-inspired headline for sure. But I suspect
you don’t wholly agree with that finding?
First, let me remind everyone that the Bernstein report was a takedown on indexing, not
on smart beta. The core argument there was that indexing and passive investment in
general was a poor allocator of capital in an economic system.
Therefore, we were effectively worse off than we would be in Marxism, because at least
there there was some hope that an intelligent human was making decisions about capital
allocation. If smart beta is an extension of that, sure.
Ultimately, I would argue that a smart beta process probably has more impact on price
discovery than a flat, buy-everything indexing strategy. If the alternatives for price
discovery are all the money chases the Russell 3000s, or there are 25 different smart
beta approaches, some of which weigh heavily on value, growth, size, etc. All of those
things are in the market together, and people are, in fact, voting on their opinions by
which smart beta product they’re buying, that actually enhances price discovery.
As you point out passive indexing, etfs, and smart beta are not all
synonyms. Someone who knows a thing or two about this space is

Vanguard’s founder, the legendary Jack Bogle, who has pointed out that
etfs may contribute a great deal to market fragility.
I tend not to buy that. Bogle’s arguments really come down to two cases. One is, he
argues that because intraday liquidity becomes available to investors through etfs, that
they therefore will trade, and they will therefore do worse off.
Now, there’s a lot of if-thens in that logic. If you believe that people will naturally walk
into the tiger pit when you put it in front of them, and there’s no way to train them not
to, there’s no way to help them understand the patterns around them, then sure.
It’s a pretty negative and depressing view of investor behavior and human nature. But
by that token, we should outlaw all professional investing. People should just give all
their money to the government.
I think there are some flaws in that thinking, that simply because a product exists,
investor behavior will drive people to ruin. There’s a second set of questions around etfs
from a structural standpoint, and where they fit in several pieces of pie.
I’ll let you decide which one you want to go for here. I think there are questions around
where etfs help or hurt the price-discovery process. I think there’s questions about
whether etfs help or hurt the capital-allocation process, which is tied into that.
Then there are structural issues around: Do etfs pose some sort of existential threat to
the way the equity markets themselves are functioning? Is there some sort of bugaboo in
the way the products are structured that breaks markets?
I’m happy to wade into any one of those, but i’ll let you pick which one you want to
chase first.
Handing retirement savings to the government doesn’t seem to be the
answer either — just look at US Social Security. So markets functioning

properly seems to me to be our best bet. With this in mind, let’s talk etfs and
market integrity.
Fundamentally, I just don’t buy that this derivatively priced vehicle, which is
fundamentally just a pooling vehicle — like a mutual fund, which we’ve been trading
since the 1400s — that that somehow breaks the structure of the market.
Now, I’m not putting my head in the sand and suggesting we haven’t had instances like
the August 24th [2015] or the May 2010 flash crash, where we’ve had price dislocations
in the market to trade for the etfs themselves.
Those things can happen in any security. We have price dislocations in Apple stock. We
get price dislocations in ipos. It is, I think, a noble and societal good to try to minimize
those sorts of short-term price dislocations in any asset, because they tend not to be
functional and useful in a capitalist society.
Yes, by all means, we should minimize those price dislocations. In fact, what happened
after May 10th and August 24th was that the exchanges themselves came up with a
system to effectively minimize those, whether the traded security happens to be an ETF
or it happens to be a stock.
Now, the reason we tend to pay attention to it when it’s an ETF is because usually there
is a benchmark where you can say whether that price is “fair” versus benchmark. If the
S&P 500 ETF trades down 5%, but the S&P stocks are flat, we can look at that and say,
“Aha! We have a price dislocation. Something is wrong.”
Now, that disconnect between a “fair” value and the traded value is something we have
an entire arbitrage system in place to fix, and it actually performs beautifully. We just
went through one of the most volatile periods we’ve seen in recent history, where, in
fact, we had huge redemptions in some corners of the market.

It went unnoticed, but in the midst of the minor VIX spike, we had a billion-dollar
redemption in a corporate ETF. A billion dollars in one day. A billion dollars in
corporate bonds is a lot. That whole market only trades $30 billion on a good day.
Yet there’s no impact on spreads. There was no hiccups in price discovery whatsoever.
Everything worked beautifully in the most chaotic day we’ve seen in years. The structure
itself, I actually think, is a boon that is helping the price-discovery process and is helping
investors get liquidity where they otherwise might not have access to it.
I tend to just dismiss those concerns.
Now that we’ve established that smart beta will not destroy the investment
world as we know it, what portfolio implementation questions should
investors be asking?
I think as investors, we’ve gotten comfortable with asking “smart beta” products to do
certain things, to the point where we don’t even necessarily talk about, say, the Russell
2000 being a smart beta product. It’s just a small-cap index.
There’s really fundamentally no difference between investing based on size, investing
based on value, investing based on momentum, quality, or a balance sheet metric. You
are taking some factor of the market, and saying, “Ah, there is a different pattern of
performance over here. I would like some of that,” for whatever reason you may have as
an investor.
Part of what we’re dealing with, I think, is almost a bit of a generation gap, where those
of us who are a little older, and have been in these markets for a long time, look at
traditional size and style metrics, like growth, value, large-cap, small-cap, and we’re very
comfortable with that. We’re very comfortable saying, “Hey, you know what? I feel like
we’re in a small business boom cycle. I feel like we’ve had a little bit of an overrun at the
top of the S&P 500. I’m going to allocate a little bit more down into the small-cap

market, because I, as an investor, have a fundamental belief that they will, if not
outperform, provide some risk reduction on my overall equity portfolio.”
We don’t think of that as a smart beta conversation, but fundamentally it is absolutely
no different than saying, “You know what? I think we’re going into a market where lowvolatility stocks are going to be rewarded.”
It’s actually the exact same conversation. We’re just talking about a different factor. I
think a lot of this comes down to really the language we use, and the generation of
investor that has been brought up with certain factors being “normal.”
How much attention — and you’ve alluded to that — do we need to pay to the
impact of the language of smart beta on the investor’s behavior?
I think it is a question a bit of diminishing returns. I think a legitimate question about
the smart beta and factor investing renaissance, if you will, that we’ve been seeing is: At
what point are we simply replicating factors we already have, or slicing the market so
thinly that the factors don’t have much explanatory value in our portfolios?
I think we can all look at the data and say, “Hey, you know what? There really is a
difference between, say, small cap and large cap.” We can look at the difference between
high price to book and low price to book stocks in different markets and say, “Hey, you
know what? These things actually do have predictive value in certain market
conditions.”
I think it is true that as you start going into more and more esoteric factors, that
explanatory power starts to diminish. At which point, I think it’s reasonable to say,
“Look, how many factors do I really need to be considering here? Do I need 100
multifactor portfolio, versus, say, two or three?”
I think those are legitimate concerns. Unfortunately, what it does is it puts an enormous
onus back on the investor to be a quasi-academic, and start answering those questions

for themselves. There’s no question smart beta has been a bit flavor of the week for the
last two or three years. There’s a lot of marketing spend.
Etfs are certainly a flavor of the month. When they’re seeing active
managers voting with their dollars by launching etfs, what does that tell
you?
We actually haven’t seen a huge rash of true active funds. What we’ve seen is some folks
with big active shops launching smart beta products along the side. What that says to
me is they’re trying to replicate processes that they have internally using a methodology
that doesn’t require them to expose individual stock choices.
They’re doing that because they don’t like the transparency of the traditional ETF
wrapper. There are a few exceptions — Davis Advisors comes to mind — where they’ve
taken their process and just completely opened it up.
You can see every trade every day. They’re happy to talk to you about what they own and
why they own it. That’s really an outlier. Most of the active stock-picking community
have not wanted to wade in on etfs while there’s this requirement that they show their
whole portfolio.
Even the larger firms that have main acquisitions have launched funds that are known
more as traditional asset managers, or have the asset management shops, haven’t been
willing to wade in. You look at something like Janus, where Janus bought an ETF
provider — velocityshares in that case — and then launched a series of products. They
didn’t wade in with the Janus 20. They didn’t wade in with their flagship products.
Do you think that’s likely to change? Is there a catalyst that you are
watching out for?
There are several proposals that have been in front of the SEC for quite some time
around running non-transparent, or less-transparent etfs, and actively managed etfs. I
do suspect that one or more of those structures will eventually be approved.

I think that will open a floodgate for a lot of these active managers to bring product to
market that is less or non-transparent, where they’re not showing their whole portfolio
every day. That’s been the big bugaboo. That’s been the thing that’s been keeping them
from entering the market in as much force as I think they would like to. I think that’s
probably the big hook. Absent that, I think you’ll continue to see what you’ve seen,
which is a lot of active managers getting their feet wet, but not willing to fully commit.
This has been a very insightful discussion. I think it’s fair to say that
skeptics and enthusiastic supporters alike need to deepen their knowledge
of smart beta etfs. This means asking experts such as yourself. You recently
launched the “Ask the Chump” online Q&A series. Self deprecation aside,
did the investor-raised themes surprise you?
That feature, which is a live chat session where people can just pester me with whatever
they want, we’ve been doing it for a few months now. I think the thing that I find most
surprising is the breadth of questions.
We will get asked everything from, “Please explain to me how creation redemption
works for a swap-spaced ETF,” which is a very nerdy, inside baseball question, to really
basic stuff, like, “How can I figure out the fair value of my ETF?” Or “Should I never use
market orders when trading?” Which is pretty much ETF 101.
There have been surprisingly few questions about smart beta funds. I think the
questions we’ve gotten tend to be very skeptical, which isn’t that surprising, of the
claims of newer smart beta products.
I think that there’s a lot of interest in things like ESG products, which we could talk
about being a flavor of smart beta, if you will, using environmental, social, and
governance criteria to make your investments. It’s really just another kind of factor. In
general, pretty healthy skepticism.

Sounds like there is plenty to talk about at the upcoming Inside Smart Beta
& Active etfs Summit in New York on 6 and 7 of June, where you will be
appearing in a few sessions. What are you looking forward to at that event?
This market never ceases to amaze me. If you look at the list of sponsors and the lists of
people who are onstage, there is always a better mousetrap out there. While I tend to be
a fairly skeptical consumer of that stuff, it’s never boring hearing how somebody else has
figured out a way to skin the cat.
Totally agree, it is going to be fun. Thank you very much, Dave.
If you liked this post, don’t forget to subscribe to the Enterprising Investor.
Link https://blogs.cfainstitute.org/investor/2018/05/10/etfs-and-smart-beta-from-invisible-hand-toinvisible-octopus/

