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India: Discretion and Valour – Part Deux

In January we cautioned that oil at $70/barrel would accentuate domestic and external pressures in India 
and constrain policy space (see our report, India in 2018: more discretion, less valour, January 2018). That 
appears to be playing out. Core inflation has jumped in recent months, eliciting monetary tightening, fiscal 
balances remain under pressure, and the CAD tripled in 2017-18 to ~2% of GDP and is expected to widen 
towards 3% of GDP this year.

With global sentiment now souring sharply against emerging markets, particularly those with current 
account deficits, policy discretion in India needs to be underscored. As we recently noted, both India’s macro-
fundamentals and buffers have markedly improved vis-à-vis 2013 (see our report, India in 2018 vs 2013: 
palpable buffers, hidden fissures and Dutch disease?, 1 June 2018). But pressure points exist. A key 
vulnerability is on the fiscal front. Policymakers must be commended for bucking pressures to cut oil duties, 
but the risk of a revenue undershoot is real. Fears of slippage later this year could further pressure bond 
yields and precipitate more foreign debt outflows. With the balance of payments (BoP) already at risk of 
being in deficit this year, capital outflows of any size will simply add to external pressures, risking a vicious 
cycle of a weaker currency, higher yields and bond outflows. Markets are hopeful of the RBI undertaking 
open market operation (OMO) purchases later in the year to inject inter-bank liquidity – which could help 
stabilize the bond market – but how comfortable will the central bank be on injecting durable liquidity if the 
currency is under some pressure?

Policymakers and markets are equally hopeful of a strong growth revival. We remain much more cautious 
given the run-up in crude prices, the tightening of global and domestic financial conditions, and continued 
bank deleveraging. In our view, it’s imperative that policymakers do not overreact to any growth 
disappointment. India’s economic history is replete with examples of policymakers prioritizing growth at the 
expense of macroeconomic stability, and ending up with neither. 

Instead, we think India should focus on the basics. Adhere to the fiscal and inflation targets. Avoid ad-hoc 
announcements (e.g. NRI bonds) that betray nervousness and panic. And let growth recover organically as 
the GST stabilizes, asset-resolution works itself through, and underlying competitiveness improves as the 
trade-weighted exchange-rate mean reverts. Don’t force the issue. In cricketing parlance, focus on not losing 
your wicket, in a dangerous global environment. The runs will eventually come.    

Winds of Contagion

In a matter of a few weeks, emerging markets have gone from being a blue-eyed boy to the prodigal son, within 
the investor community. The sustained strengthening of the US dollar – first because of asynchronous global 
growth and now because of trade war concerns – has impinged on global risk appetite. Emerging markets, 
particularly those with current account deficits, have borne the brunt. First Argentina. Then Turkey. Then Brazil. 
In the case of Argentina and Turkey, at least there were ostensible triggers – fiscal for Argentina and political 
uncertainty and central bank credibility for Turkey. More surprisingly and worryingly, however, was how 
quickly and sharply sentiment soured against Brazil, despite the recent improvement in its macro-fundamentals. 
Meanwhile, South Africa, another EM current account deficit country, has also seen its currency depreciate 10% 
since sentiment soured in mid-April.

It’s increasingly clear, therefore, that emerging market current account deficit (EM CAD) economies are being 
clubbed together as an asset class and therefore at risk of some contagion from each other. Just being an EM 
CAD country in this environment makes one vulnerable to redemptions and outflows. 
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Complements not substitutes

It is precisely for these contingencies that economies around the world, particularly in Asia, have built up 
significant foreign exchange (FX) reserves, as a means of self-insurance. This offers some protection from 
currencies and rates having to overshoot which, itself, can have an adverse feedback loop onto the fundamentals, 
thereby creating a vicious cycle. But FX reserves can never substitute for macro-fundamentals, as emerging 
markets have routinely discovered. They simply buy time for policymakers. Macro-fundamentals ultimately 
always dominate. 

With worryingly regular bouts of stress amongst EM CAD countries since April, the natural question is whether 
India is also vulnerable to coming under meaningful pressure? Thus far, India has bucked the trend with the 
currency meaningfully outperforming most of its EM CAD peers since the stress began. This should not be a 
surprise. As we have previously discussed, India appears much more fortified than in 2013. In this piece, 
however, we dig a little deeper. Where are the pressure points? What are the safe guards? And what could be the 
trigger?  

The safeguard

One crucial difference between 2013 and 2018 is that India now has an institutionalized inflation targeting 
framework. The June rate hike by the MPC simply reaffirmed the sanctity of the 4% inflation target. This is 
crucial to anchoring not just inflation expectations domestically but also currency expectations amongst the 
global investor community. India entered the Taper Tantrum with 10% inflation for five years. Expectations of 
sharp rupee depreciation had become rampant because it was considered a natural fallout to help offset years of 
high inflation and thereby stabilize the real exchange rate. These pressures have dramatically waned given the 
sharp moderation of inflation in India. 

To be sure, the real exchange rate will still need to depreciate as the terms of trade shock from oil reverses (see
our report, India in 2018 vs 2013: palpable buffers, hidden fissures and Dutch disease?, 1 June 2018). We have 
already seen that process start playing out. The trade-weighted real effective exchange rate has depreciated 
almost 7% since January. More will likely be needed, but this is already mitigating concerns about Rupee 
overvaluation. The inflationary impact of all this will, however, need to be countered through higher policy 
rates, which the MPC appears inclined to do. We expect at least one more 25bp rate hike in the coming months.

All told, therefore, like other emerging markets, India will need to accept a weaker currency and higher rates as 
the equilibrium response to global stress. The more India lets its currency (within limits) become the shock 
absorber, and adheres to the inflation targeting framework to set rates, the more it will safeguard itself in a 
turbulent global environment.  
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The pressure point

In contrast, a key stress point in the coming months is on the fiscal front. Some context is important here. Indian 
bonds experienced a very large sell-off in the second half of 2017 – much before most other EM yields 
hardened. This was triggered by worries of fiscal slippage and then accentuated by the growing risk aversion 
amongst capital-constrained public-sector banks to take on any more mark-to-market risk. Foreigners were 
generally unable to make up the gap as they had exhausted their limits. This reflects a broader fiscal trilemma 
(see our report, India’s Fiscal Trilemma, 2 April 2018), wherein elevated fiscal deficits must contend with 
growing mark-to-market risk for banks and constraints on foreign inflows. Something would eventually have to 
give. It was a steeper yield curve.

This resulted in significant capital losses for bond holders. However, that still did not precipitate meaningful
foreign debt outflows because the currency was still undergoing appreciation pressures and serving as a partial 
offset. All that changed once emerging markets came under pressure, and the Rupee began to experience a 
depreciating bias. India witnessed meaningful debt outflows in April and May, the third largest since the taper 
tantrum.

Now consider what would happen if, like last year, fears of fiscal slippage again take hold in the second half of 
this year. If that were to put more pressure on bond yields and trigger more capital losses on bonds, it could 
significantly accentuate foreign debt outflows, and further stress the balance of payments (BoP).  
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The transmission mechanism

As we have previously discussed, India’s BoP could well end in a deficit this year. With oil at $75/barrel, the 
CAD is likely to widen to 2.8-3% of GDP or $75-80 billion. On the capital account side, FDI and NRI deposits 
(the more stable components) are expected to finance about $45-50 billion. The rest are typically interest-
sensitive flows, which could be a challenge in this global environment where the interest-rate differential is 
narrowing against India. Yet, the stress does not appear insurmountable. Hypothetically, even if India were to 
end the year with a BoP deficit of $20 billion (the estimated deficit in the first two months is about ~$6 billion), 
this should not be game changing on an FX reserves base of $420 billion.

The real risk is that fiscal stress, and the consequent pressure on bond yields, induces portfolio debt outflows of 
some size (the stock of foreign debt holdings across government and corporate is currently about $62 billion 
versus $34 billion in 2013) and that significantly exacerbates the aforementioned BoP gap. That’s the scenario 
in which the BoP and currency could come under some pressure. In turn, any pressure on the currency would 
further spook the bond-market and create more outflows, thereby creating a vicious cycle of a weaker currency, 
higher yields and bond outflows. It is this outcome that policymakers must strive to avoid, in our view.

In theory, if Indian bond yields rise – and therefore push up the full spectrum of long-term interest rates in India 
– shouldn’t that widen the interest rate differential, and attract more interest-sensitive inflows in other parts of 
the capital account? In theory, yes, but in practice it’s unlikely if the currency is simultaneously also under some 
pressure, especially since covered interest parity (CIP) does not hold because of limited capital account 
convertibility.
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Fiscal’s double whammy

Furthermore, any fiscal slippage risks delivering a double whammy. Apart from putting pressures on the capital 
account, it would put pressure on the current account as well. Recall, the current account deficit (CAD) is 
simply Investment (I) minus Savings (S). When the fiscal widens, it increases public dissaving and will, prima 
facie, push up the CAD (the classical twin-deficit problem). For the CAD not to widen, either Investment (I) 
would need to further soften – something India can ill-afford – or private/corporate savings (S) would need to go 
up. This adjustment would typically entail higher domestic interest rates.

Finally, fears of fiscal slippage are not unfounded. To be sure, policymakers must receive enormous credit for 
bucking the pressure to cut oil duties. Furthermore, GST collections have gradually improved but – at Rs 940 
billion a month – are still well short of the Rs 1120 billion that is budgeted. So even presuming the steep 
disinvestment target of Rs 800 billion are met, the revenue concerns are real. Furthermore, there could be 
pressure on food, fuel and fertilizer subsidies if there are sharp MSP increases and/or crude remains elevated. 
More generally, government spending is off to a strong start, and given how austere the budget is on the 
expenditure side – expenditure/GDP is budgeted to reduce by 0.2% of GDP – it is questionable how much space 
there is to cut spending later in the year, if revenues don’t materialize, especially in a pre-election year. 

Trilemma or Tinbergen?

As alluded to above, the immediate transmission mechanism from fiscal to external is higher bond yields 
leading to debt outflows. Is there a mitigating factor? Potentially. 

We previously analyzed how surging currency-in-circulation and a projected BoP deficit are likely to result in a 
significant tightening of inter-bank Rupee liquidity later this year (see our report, India's strange bedfellows: 
currency demand and open market operations (OMOs),” 8 May 2018). The RBI will therefore have to provide 
liquidity to ensure the call rate is anchored near the repo rate, in line with its liquidity policy. To the extent that 
the RBI’s liquidity policy is also predicated on durable leakages (currency in circulation (CIC), FX sales) being 
offset by during injections (OMO and FX purchases), one can expect a meaningful quantum of OMOs in the 
coming months. If that were to come to fruition, the bond market would witness some relief, and that could help 
mitigate some stress on bond yields. 

But several delicate questions come to the fore. If the Rupee is under some pressure, as in the scenario above, 
would the RBI prefer keeping interbank liquidity slightly tight instead of bringing it down to neutral? Second, 
how comfortable would the RBI be injecting durable liquidity (OMOs) in this environment, wherein it could just 
keep the call rate near the Repo using longer-dated term repos? Third, how would the RBI trade off any 
stabilizing properties of OMOs for the bond market versus inhibiting efficient price discovery in the wake of 
fiscal concerns? 

These are all delicate questions that will likely dictate the quantum of OMOs in the coming months. It’s more art 
than science, and will ultimately come down to how many (reasonably orthogonal) instruments the RBI believes 
it has vis-à-vis its policy objectives (The Tinburgen Principle) versus how much it is constrained by the 
Trilemma.
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So what’s growth got to do with it?

In a world in which growth is at a premium, a meaningful growth acceleration in India – as is being forecast by 
market participants and policymakers alike – will certainly serve as a buffer to global shocks, given the 
important role played by growth differentials in attracting capital flows. As a collateral benefit, stronger growth 
would also help with tax buoyancy and help mitigate some fiscal concerns.

But we remain cautious on the growth outlook. Undoubtedly, India has witnessed a strong recovery in recent 
quarters. But, this is backward looking – it’s natural payback to the shocks from GST and demonetization. 
Furthermore, the recent year-on-year GDP prints benefit from a large favourable base-effect, and are overstating 
sequential momentum. Also, much of it is being driven by very strong public-sector spending which appears 
unsustainable. Private-sector growth (Core GVA) actually slowed in 1Q18.

Instead, our long-standing view is of a much more modest pick-up in 2018-19 to 7.1% oya (versus policymaker 
and market expectations of 7.4-7.5%). First, the firming of crude prices constitutes (at current prices) a 30% 
adverse terms-of-trade shock compared to last year. Second, monetary conditions have tightened, both 
domestically and globally, in recent quarters. Third, banks would still need to work through deleveraging in the 
coming quarters and are unlikely to grow their balance sheets aggressively. Fourth, export growth is still 
unconvincing and net exports are still constituting a drag on activity. What then will drive a sharp growth 
acceleration this year?

Back to basics 

Why this growth discussion? Because any disappointment later this year could spill over into renewed 
impatience for higher growth. And if that were to guide policymaking, it could easily spill over into 
macroeconomic instability, at a time when emerging markets can ill afford it. India’s economic history is replete 
with examples of policymakers prioritizing growth at the expense of macroeconomic stability, and ending up 
with neither. 

Instead, we think India should focus on the basics. Adhere to the fiscal and inflation targets. Avoid ad-hoc 
announcements (e.g. NRI bonds) that betray nervousness and panic. And let growth recover organically as the 
GST stabilizes, asset resolution works itself through, and underlying competitiveness improves as the trade-
weighted exchange rate mean reverts. Don’t force the issue. In cricketing parlance, focus on not losing your 
wicket in a dangerous global environment. The runs will eventually come.    
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Memo to: Oaktree Clients 

 

From:  Howard Marks 

 

Re:  Investing Without People 

 

 

 

Over the last twelve months I’ve devoted three memos to discussing macro developments, market 

outlook, and recommendations for investor behavior.  These are important topics, but usually not the 

ones that interest me most; I prefer to discuss things that are likely to affect the functioning of 

markets for years to come.  Since little in the environment has changed from what I described in 

those three memos, I feel I now have the liberty to turn to some bigger-picture issues. 

 

This memo covers three ways in which securities markets seem to be moving toward reducing the 

role of people: (a) index investing and other forms of passive investing, (b) quantitative and 

algorithmic investing, and (c) artificial intelligence and machine learning.   

 

Before diving in, I want to state loud and clear that I don’t claim to be an expert on these 

subjects.  I’ve watched the first for decades; I’ve recently learned a little about the second; and I’m 

trying to catch up regarding the third.  On the other hand, since many of the “experts” in these fields 

are involved in them, I think they may be biased favorably toward them as potential successors to 

traditional active investing.  What follow are just my opinions; as always you should make of them 

what you wish. 

 

 

Passive Investing and ETFs 

 

I’ve told this story many times, but I want to repeat it here to lay a foundation for what follows.  I 

arrived at the University of Chicago Graduate School of Business (not yet the Booth School) just 

over 50 years ago, in September 1967.  The “Chicago school” of finance and investment theory – 

largely developed there in the early ’60s – had just begun to be taught.  It was methodically 

constructed on theoretical underpinnings, as well as on a healthy dose of skepticism regarding what 

investors had been doing previously.   

 

One of the major foundational components was the “Efficient Market Hypothesis” and its conclusion 

that “you can’t beat the market.”  First there was the logical argument: it seemed obvious that 

collectively all investors have to do average before fees and expenses, and thus below average after.  

And then there was the empirical evidence that for decades most mutual funds had performed behind 

stock indices like the Standard & Poor’s 500. 

 

My professors’ response in the late 1960s was simple, albeit hypothetical and fanciful: why not 

just buy shares in every company in an index?  Doing so would allow investors to avoid the 

mistakes most people made, as well as the vast majority of the fees and costs associated with their 

efforts.  And at least they would be assured of performing in line with the index, not behind it.  As far 

as I know, no one invested that way at the time and there were no publicly available vehicles for 

doing so: no “index funds” and no “passive investing.”  I don’t think the terms even existed.  But the 
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logic was clear and convincing, per the following citation from Wikipedia (with apologies to Richard 

Masson, my conscience regarding sources, for relying on it): 

 

In 1973, Burton Malkiel wrote A Random Walk Down Wall Street, which presented 

academic findings for the lay public.  It was becoming well known in the lay financial 

press that most mutual funds were not beating the market indices.  Malkiel wrote: 

 

What we need is a no-load, minimum management-fee mutual fund that 

simply buys the hundreds of stocks making up the broad stock-market 

averages and does no trading from security to security in an attempt to catch 

the winners.  Whenever below-average performance on the part of any 

mutual fund is noticed, fund spokesmen are quick to point out “You 

can’t buy the averages.”  It’s time the public could. 

 

. . . there is no greater service [the New York Stock Exchange] could 

provide than to sponsor such a fund and run it on a nonprofit basis. . . .  

Such a fund is much needed, and if the New York Stock Exchange (which, 

incidentally has considered such a fund) is unwilling to do it, I hope some 

other institution will.  (Emphasis added) 

 

The first index fund appeared around that time.  Again according to Wikipedia, the registration 

statement for the Qualidex Fund, designed to track the Dow Jones Industrial Average, became 

effective in 1972.  I have no reason to believe it attracted many investors.   

 

But then Jack Bogle formed the Vanguard Group in 1974, and Vanguard’s First Index Investment 

Trust went operational on the last day of 1975.   

 

At the time, it was heavily derided by competitors as being “un-American” and the 

fund itself was seen as “Bogle’s folly.”  Fidelity Investments Chairman Edward 

Johnson was quoted as saying that he “[couldn’t] believe that the great mass of 

investors are going to be satisfied with receiving just average returns.”  Bogle’s fund 

was later renamed the Vanguard 500 Index Fund, which tracks the Standard & Poor’s 

500 Index.  It started with comparatively meager assets of $11 million but crossed the 

$100 billion milestone in November 1999.  (Wikipedia) 

 

The merits of index investing are obvious: vastly reduced management fees, minimal trading and 

related market impact and expenses, and the avoidance of human error.  Thus index investing is a 

“can’t lose” strategy: you can’t fail to keep up with the index.  Of course it’s also a “can’t win” 

strategy, since you also can’t beat the index (the two tend to go together). 

 

Index or passive investing got off to a relatively slow start.  In the early years, I feel it was treated as 

a bit of an oddity or sideline: perhaps a candidate to take the place of one or two of an institutional 

investor’s active managers.  As they did with many potential alternatives to traditional stock and 

bond investing – such as emerging market stocks, private equity, venture capital, high yield bonds, 

distressed debt, timber and precious metals – some institutions put a smattering of capital into index 

funds, but rarely enough to meaningfully alter the performance of their overall portfolios.  Few 
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institutions if any made passive investing a substantial part of their portfolios: thus it added a little 

spice but wasn’t a main dish.   

 

The empirical evidence of assets continuing to flow to passive management suggests that many 

active managers are still falling short of the indices.  There have been lots of years in the last dozen 

in which the shortfall has been pronounced, and I’m not aware of many that were the reverse.  As a 

result, the trend toward passive investing has steadily gained momentum (e.g., the Vanguard 500 

Index Fund now stands at $410 billion).   According to data from Morningstar, roughly similar 

amounts went into active and passive equity mutual funds from 2005 through 2011, but the flows 

into passive funds accelerated in 2012, while the inflows to active funds began to decline and, in 

2015, turned into outflows.  According to the Los Angeles Times, April 9, 2017: 

 

Conventional U.S. stock mutual funds that invest passively now hold $1.9 trillion in 

assets, triple what they had in 2007.  Add in the $1.7 trillion in U.S. equity exchange-

traded funds, another type of index portfolio, and the total in passive funds accounts 

for 42% of all U.S. stock fund assets — up dramatically from 24% in 2010 and just 

12% in 2000.   

 

These figures apply mostly to “retail” investments, leaving out institutional portfolios where passive 

investing also has grown dramatically.  Rather than being an exotic add-on with a few percent of a 

portfolio’s assets, passive investing is now mainstream among institutions, perhaps often accounting 

for 20% or so of total assets.    

 

Given the L.A. Times quote above, I want now to introduce ETFs, or exchange-traded funds.  In the 

1990s, money managers came up with a new way to offer participation in the markets, in competition 

with index mutual funds.  Whereas investors can only invest in or redeem from mutual funds at the 

close of trading each day, when the daily closing net asset value (or NAV) is calculated, ETFs can be 

bought or sold like company shares anytime exchanges are open.  The ability to transact much more 

freely has attracted a lot of attention to ETFs.  And while index ETFs gave this new field its start and 

still represent the vast bulk of ETFs, there are many other types these days. 

 

In the late 20th century, “index investing” and “passive investing” were synonymous: vehicles 

designed to passively emulate market indices.  But now there’s a difference.  Today this is called 

index investing.  Passive investing has grown to include not just index funds and index ETFs, but 

also “smart-beta” ETFs that invest according to portfolio construction rules.  Think of them as 

actively designed, rules-based vehicles.  Once the rules are set, they’re followed without discretion. 

As I wrote a year ago: 

 

[To grow their businesses], ETF sponsors have been turning to “smarter,” not-

exactly-passive vehicles.  Thus ETFs have been organized to meet (or create) demand 

for funds in specialized areas such as various stock categories (value or growth), 

stock characteristics (low volatility or high quality), types of companies, or 

geographies.  There are ETFs for people who want growth, value, high quality, low 

volatility and momentum.  Going to the extreme, investors can now choose from 

funds that invest passively in companies that have gender-diverse senior 

management, practice “biblically responsible investing,” or focus on medical 

marijuana, solutions to obesity, serving millennials, and whiskey and spirits.   
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But what does “passive” mean when a vehicle’s focus is defined so narrowly?  Each 

deviation from the broad indices introduces definitional issues and non-passive, 

discretionary decisions.  Passive funds that emphasize stocks reflecting specific 

factors are called “smart-beta funds,” but who can say the people setting their 

selection rules are any smarter than the active managers who are so disrespected these 

days?  Steven Bregman of Horizon Kinetics calls this “semantic investing,” meaning 

stocks are chosen on the basis of labels, not quantitative analysis.  [For example, he 

points out that because it’s so big and liquid, Exxon Mobil is included in both growth 

and value ETFs.]  There are no absolute standards for which stocks represent many of 

the characteristics listed above.  (“There They Go Again . . . Again” July 2017) 

 

According to Wikipedia, “as of January 2014, there were over 1,500 ETFs traded in the U.S. . . .”  

That compares with 3,599 stocks in the Wilshire 5000 Total Market Index (per Barron’s).  To me, 

the number and variety of ETFs serves as a reminder of the financial industry’s customary eagerness 

to accommodate people’s desire in good times to “get action” in the markets.  And how else should 

we view the levered ETFs that have been designed to appreciate or depreciate by a multiple of what 

an index does?   

 

That’s the background.  Now I’m going to turn to the implications of passive investing and its 

increasing popularity.  The first question is, “Is passive investing wise?” 

 

In passive investing, no one at the fund is studying companies, assessing their potential, or thinking 

about what stock price is justified.  And no one’s making active decisions as to whether particular 

stocks should be included in a portfolio and, if so, how they should be weighted.  They’re just 

emulating the index. 

 

Is it a good idea to invest with absolutely no regard for company fundamentals, security prices 

or portfolio weightings?  Certainly not.  But passive investing dispenses with this concern by 

counting on active investors to perform those functions.  The key lies in remembering why it is 

that the Efficient Market Hypothesis says active management can’t work, and thus why it expects 

everyone (good or bad luck aside) to just end up with a return that’s fair for the risk borne . . . no 

more and no less.  I touched on this in “There They Go Again . . . Again,” which will be the source 

for the next three citations: 

 

. . . the wisdom of passive investing stems from the belief that the efforts of active 

investors cause assets to be fairly priced – that’s why there are no bargains to 

find.   

 

And where do the weightings of the stocks in indices come from?  From the prices assigned to stocks 

by active investors.  In short, in the world view that gave rise to index and passive investing, 

active investors do the heavy lifting of security analysis and pricing, and passive investors 

freeload by holding portfolios determined entirely by the active investors’ decisions.  There’s no 

such thing as a capitalization weighting to emulate in the absence of active investors’ efforts. 

 

The irony is that it’s active investors – so derided by the passive investing crowd – who set the 

prices that index investors pay for stocks and bonds, and thus who establish the market 
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capitalizations that determine the index weightings of securities that index funds emulate.  If 

active investors are so devoid of insight, does it really make sense for passive investors to follow 

their dictates?   

 

And what happens if active investors quit doing that job?  Thus the second question is, “What are 

the implications of passive investing for active investing?”  If widespread active investing makes 

it impossible for active investing to succeed (by making markets too efficient and security prices too 

fair, per the Efficient Market Hypothesis), will the increasing prevalence of passive investing make 

active investing once again potentially profitable? 

 

. . . what happens when the majority of equity investment comes to be managed 

passively?  Then prices will be freer to diverge from “fair,” and bargains (and over-

pricings) should become more commonplace.  This won’t assure success for active 

managers, but certainly it will satisfy a necessary condition for their efforts to be 

effective. 

 

How much of the investing that takes place has to be passive for price discovery to be insufficient to 

keep prices aligned with fair values?  No one knows the answer to that.  Right now about 40% of all 

equity mutual fund capital is invested passively, and the figure may be moving in that direction 

among institutions.  That’s probably not enough; most money is still managed actively, meaning a lot 

of price discovery is still taking place.  Certainly 100% passive investing would suffice: can you 

picture a world in which nobody’s studying companies or assessing their stocks’ fair value?  I’d 

gladly be the only investor working in that world.  But where between 40% and 100% will prices 

begin to diverge enough from intrinsic values for active investing to be worthwhile?  That’s the 

question.  I don’t know, but we may find out . . . to the benefit of active investing. 

 

The third key question is: “Does passive and index investing distort stock prices?”  This is an 

interesting question, answerable on several levels. 

 

The first level concerns the relative prices of the stocks in a capitalization-weighted index.  People 

often ask whether inflows of capital into index funds cause the prices of the heaviest-weighted stocks 

in the index to rise relative to the rest.  I think the answer is “no.”  Suppose the market capitalizations 

of the stocks in a given index total $1 trillion.  Suppose further that the capitalization of one popular 

stock in the index – perhaps one of the FAANGs – is $80 billion (8% of the total) and that of a 

smaller, less-adored one is $10 billion (1%).  That means for every $100,000 in an index fund, 

$8,000 is in the former stock and $1,000 is in the latter.  It further means that for every additional 

$100 that’s invested in the index, $8 will go into the former and $1 into the latter.  Thus the buying in 

the two stocks occasioned by inflows shouldn’t alter their relative pricing, since it represents the 

same percentage of their respective capitalizations.   

 

But that’s not the end of the story.  The second level of analysis concerns stocks that are part of the 

indices versus those that aren’t.  Clearly with passive investing on the rise, more capital will flow 

into index constituents than into other stocks, and capital may flow out of the stocks that aren’t in 

indices in order to flow into those that are.  It seems obvious that this can cause the stocks in the 

indices to appreciate relative to non-index stocks for reasons other than fundamental ones. 
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The third level concerns stocks in smart-beta funds.  The more a stock is held in non-index passive 

vehicles receiving inflows (ceteris paribus, or everything else being equal), the more likely it is to 

appreciate relative to one that’s not.  And stocks like Amazon that are held in a large number of 

smart-beta funds of a variety of types are likely to appreciate relative to stocks that are held in none 

or just a few.   

 

What all the above means is that for a stock to be added to index or smart-beta funds is an 

artificial form of increased popularity, and it’s relative popularity that determines the relative 

prices of stocks in the short run. 

 

The large positions occupied by the top recent performers – with their swollen market 

caps – mean that as ETFs attract capital, they have to buy large amounts of these 

stocks, further fueling their rise.  Thus, in the current up-cycle, over-weighted, 

liquid, large-cap stocks have benefitted from forced buying on the part of 

passive vehicles, which don’t have the option to refrain from buying a stock just 

because its overpriced.   
 

Like the tech stocks in 2000, this seeming perpetual-motion machine is unlikely 

to work forever.  If funds ever flow out of equities and thus ETFs, what has been 

disproportionately bought will have to be disproportionately sold.  It’s not clear 

where index funds and ETFs will find buyers for their over-weighted, highly 

appreciated holdings if they have to sell in a crunch.  In this way, appreciation 

that was driven by passive buying is likely to eventually turn out to be 

rotational, not perpetual. 
 

The vast growth of ETFs and their popularity has coincided with the market rally that began roughly 

nine years ago.  Thus we haven’t had a meaningful chance to see how they function on the downside.  

Might the inclusion and overweighting in ETFs of market darlings – a source of demand that may 

have driven up their prices – be a source of stronger-than-average selling pressure on the darlings 

during a retreat?  Might it push down their prices more and cause investors to turn increasingly 

against them and against the ETFs that hold them?  We won’t know until it happens, but it’s not 

hard to imagine the popularity that fueled the growth of ETFs in good times working to their 

disadvantage in bad times. 

 

Question number four: “Can the process of investing in indices be improved relative to simply 

buying the stocks in proportion to their market capitalizations, as the indices are constituted?”  
For many years my California-based friend Rob Arnott of Research Affiliates has argued for passive 

investing on the basis of fundamentally based indices as opposed to market-weighted indices.  Rob is 

one of the real thinkers in our field, and I won’t try to recount his entire argument or do it justice.   

 

Suffice it to say, however, that a given company with a given amount of earnings will have a greater 

market capitalization the higher its price/earnings ratio is . . . that is, the more it’s loved.  Thus, 

everything else being equal (there’s that ceteris paribus again), the heavier-weighted stocks in 

an index are likely to be the more highly priced ones.  Do you want to put more of your index-

investing money into the more expensive stocks or the ones that are cheaper?  I’d rather do the latter.  

Thus it makes sense to invest in the index stocks in proportion to something like their earnings, not 

their market caps. 
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Question number five: “Is there anything innately wrong with ETFs and their popularity?”  

ETFs are just another vehicle for buying stocks and bonds.  They’re neither good nor bad per se.  But 

there is a way in which I worry about ETFs’ impact, and it has to do with the expectations of the 

people who invest in them. 

 

My thinking goes back to the reason ETFs gained popularity in the first place: the ability to buy or 

sell them anytime the market is open.  I’d bet a lot of the people who make use of ETFs do so for the 

simple reason that they think they’re “more liquid.”  There are a couple of problems with this.   

 

First, as I wrote in “Liquidity” (March 2015), the fact that something is able to be sold legally, or the 

fact that there’s a market for it, can be very different from the fact that it can always be sold at a price 

that’s intrinsically fair or close to the last price at which it sold.  If bad news or a downturn in 

investor psychology causes the market to drop, invariably there’ll be a price at which an ETF holder 

can sell, but it may not be a “good execution.”  The price received may represent a discount from 

the value of the underlying assets, or it may be less than it would have been if the market were 

functioning on an even keel. 

 

If you withdraw from a mutual fund, you’ll get the price at which the underlying stocks or bonds 

closed that day, the net asset value or NAV.  But the price you get when you sell an ETF – like any 

security on an exchange – will only be what a buyer is willing to pay for it, and I suspect that in 

chaos, that price could be less than the NAV of the underlying securities.  Mechanisms are in place 

that their designers say should prevent the ETF price from materially diverging from the underlying 

NAV.  But we won’t know if “should” is the same as “will” until the mechanisms are tested in a 

serious market break. 

 

Some people may have invested in ETFs in the mistaken belief that they’re inherently more liquid 

than their underlying assets.  For example, high yield bond ETFs have been very popular, probably 

because it’s far easier to buy an ETF than to assemble a portfolio of individual bonds.  But what’s the 

probability that in a crisis, a high yield bond ETF will prove more liquid than the underlying bonds 

(which themselves are likely to become quite illiquid)?  The weakness lies in the assumption that a 

vehicle can provide more liquidity than is provided by its underlying assets.  There’s nothing wrong 

with the fact that ETFs may prove illiquid.  The problem will arise if the people who invested in 

them did so with the expectation of liquidity that isn’t there when they need it. 

 

In March I noticed a Bloomberg story about the $900 million BTS Tactical Fixed Income Fund 

managed by Matt Pasts, which on February 9 went from “almost entirely in junk bonds” to fully in 

cash: 

 

[BTS] employs no credit analysts to study the fundamentals of bonds.  Pasts is a 

market timer, trying to suss out whether the whole high-yield asset class is going to 

rise or fall in value.  He watches trend and momentum measures, such as the moving 

average of the price of exchange-traded funds that track the junk bond market.  When 

not in junk, BTS is either in Treasuries or cash. 

 

Trading completely in and out of the market is simple for BTS because the fund 

doesn’t directly hold the bonds.  Instead, it has the unusual strategy for a fund of 
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investing almost entirely via ETFs.  In late January, before it sold, BTS had about 

95% of its assets in the two largest junk-bonds ETFs.  

 

Leaving aside the question of whether a manager can add value by predicting the short-run direction 

of a market – about which I would be highly skeptical – I think one of these days, this investor 

may want to execute a trade that wouldn’t be doable in the “real” high yield bond market, and 

he’ll find that it can’t be done via ETFs either.  In short, building a strategy around the assumption 

that ETFs can always be counted on to quickly get you into or out of an illiquid market at a fair price 

seems unrealistic to me.  The truth on this will become clear when the tide goes out. 

 

 

*            *            * 

 

 

Passive/index investing got its start because of a view that the stock market would grind on as it 

always had, with active investors setting “proper” prices for securities.  That would enable passive 

investors to participate in the markets – assembling portfolios that mimic the indices and “free-

riding” on the work and price discovery performed by active investors – without picking up their 

share of the analytical tab.   

 

But that misses the reality behind George Soros’s Theory of Reflexivity: that the actions of market 

participants change the market.  Nothing in a market always continues, independent and unchanged.  

A market is nothing more than the people in it and the decisions they make, and the behavior of those 

people shapes the market.  When people invest more in certain stocks than others, the prices of those 

stocks rise in relative terms.  And when everyone decides to refrain from performing the functions of 

analysis, price discovery and capital allocation, the appropriateness of market prices can go out the 

window (as a result of passive investing, just as it does in a mindless boom or bust).  The bottom 

line is that the wisdom of investing passively depends, ironically, on some people investing 

actively.  When active investing is dismissed totally and all active efforts cease, passive 

investing will become imprudent and opportunities for superior returns from active investing 

will reemerge.  At least that’s the way I see it. 

 

 

Quantitative Investing 

 

My next topic – which, as I said, I’m just learning about (and thus I write with some trepidation) – 

goes by names such as quantitative, algorithmic and systematic investing.  In this memo I’ll use the 

first of those.  As I understand it, quantitative investing consists of establishing a set of rules (perhaps 

with help from a computer) and having a computer carry them out. 

 

There are at least two principal forms of quantitative investing.  The first might be called 

“systematic factor investing.”  The process goes like this: 

 

 The manager conducts an examination of a period in history, which shows that superior 

returns were associated with certain “factors.”  Factors are attributes that characterize 

securities, such as value, quality, size and momentum.  Perhaps in a given period the stocks 

that did best were characterized by strong value, high quality, large capitalizations and recent 
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appreciation (or “momentum”).  Thus the manager concludes that his portfolio should consist 

of stocks that rank high in those factors.  (Of course those factors don’t always lead to above 

average returns; if things change, growth, low quality, smallness and recent under-

performance might be associated with superior returns instead.) 

 The manager instructs its computer to search for securities that offer the most of those factors 

for the money.  Thus, for example, the computer might search for value based on measures 

including price/earnings ratio, enterprise value/EBITDA ratio, price/book ratio and price/free 

cash flow ratio, as well as industry-specific metrics such as the ratio of price to reserves for 

oil companies. 

 Then the manager tells the computer in what proportion to weight the search criteria, and the 

computer proceeds systematically to populate the portfolio with securities that deliver the 

optimal mix of the factors.   

 Finally, the computer is instructed to assess the attendant risk.  The portfolio is optimized, 

constraining even the most attractive components in order to limit the representation of 

individual stocks and perhaps industries, as well as the risk introduced by likely correlations 

among the stocks.  The portfolio is formulaically derived according to the rules, usually 

without human intervention. 

 

The end product of this process is a portfolio that, according to the algorithm, will deliver the highest 

expected return with the least risk (under the assumption that the factors associated with superior 

returns in the past will continue to be so associated in the future, and that assets will be volatile and 

correlated as in the past).   

 

The other main form of quantitative investing is “statistical arbitrage” or “stat arb.”  For an 

example of stat arb, let’s assume an investor wants to buy 100,000 shares of XYZ, and the market for 

that stock is “one cent wide” at $20.00/20.01 (perhaps 5,000 shares are bid for at $20.00 and 8,000 

shares are offered at $20.01).  The broker takes the 8,000 shares offered at $20.01.  The next offering 

is 6,000 shares at $20.02, and the broker takes those.  Then a seller offers 5,000 shares at $20.03, and 

the broker takes those as well.  This buying may move the market to $20.03/20.04.   

 

A quant’s computer takes note of the fact that the market has moved up and stock has been bought at 

progressively higher prices.   

 

 If other stocks haven’t moved in similar fashion, the computer concludes that these events are 

“idiosyncratic” – related to that one stock – rather than “systematic,” or present throughout 

the market.   

 If that stock’s price has moved up idiosyncratically and there’s no news from the company to 

explain it, the computer concludes the price move took place because of investor buying, not 

fundamental developments.    

 The computer considers the price move a short-term dislocation that resulted from the 

broker’s efforts to fill the investor’s order. 

 It also decides on the basis of the trading to date, the current market, and the status of the 

order book that buying for that purpose is likely to continue to take place at prices above 

where the stock would be in the absence of that buying. 

 Thus the computer decides the quant should “short” stock (sell stock the quant doesn’t own) 

to the buyer who’s elevating its price, on the assumption that the quant will be able to cover 
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later, when the buying has stopped and the price has receded.  It might be possible to sell 

stock today at $20.03 or $20.04 that can be bought back at $20.00 or 20.01 in a few days. 

 Thus the quant provides liquidity that otherwise wouldn’t exist and is willing to carry 

positions overnight.  In exchange the quant gets a couple pennies more for the stock he 

supplies than he’ll have to pay to buy it back.     

 

We might say that for the most part, the stat arb computer responds to disequilibria between 

the price of one stock and the prices of other stocks or the market as a whole, and it acts on the 

assumption that the relationships will revert to normal.  The pennies made aren’t a big deal 

(perhaps a 0.1% profit in the above example), and as Renaissance Technologies said in a statement to 

a Senate subcommittee in 2014 concerning its core Medallion fund, “The model developed by 

Renaissance . . . makes predictions that are profitable only slightly more often than not.”  But if you 

do it often enough and on enough leverage, stat arb can produce meaningful returns on equity. 

 

This is like what Long-Term Capital Management did in the late 1990s, looking for statistical 

divergences that could be arbitraged.  One of its executives described what it did as going around the 

world picking up nickels and dimes.  But in 1998, LTCM’s enormously levered portfolio 

encountered an improbably long period in which, rather than converging, the relationships diverged 

further.  Mark-to-market losses caused Long-Term’s lenders to require the posting of additional 

capital; unable to do so, the fund melted down; and securities industry leaders had to take on its 

portfolios.  It turned out that LTCM had been picking up nickels and dimes in front of a steamroller, 

and the steamroller caught up with it. 

 

Among the lessons learned in the LTCM experience were that (a) the opportunities for stat arb are 

limited in size, (b) the capital directed at it must likewise be limited, (c) the leverage employed must 

be reasonable in order for the investor to survive those periods when historic relationships and 

probabilities fail to hold, and (d) likewise, it’s important to appropriately hedge out the market’s 

overall directional risk.   

 

 

*            *            * 

 
 

Quantitative investors program their computers to emulate behavior that was profitable in the 

past or that is expected to be profitable in the future.  In other words, they set rules or formulas 

for their computers to live by.  The key question is whether, in a competitive, dynamic and 

interconnected arena like investing, the route to profitability can be captured in a formula, and 

whether changes in the investment environment (perhaps caused by the very implementation of 

the formula) won’t negate the formula’s effectiveness. 

 

Just the other day, I got an email from Rosalie J. Wolf, a former CIO and consultant to some of our 

clients’ boards, asking which memo contained a quote she likes to use.  It turned out to be from 

“Dare to be Great” (September 2006), and ironically it’s extremely relevant to the question raised 

above: 

 

How can we achieve superior investment results?  The answer is simple: not only am 

I unaware of any formula that alone will lead to above average investment 

© 20
18

 O
AKTREE C

APIT
AL M

ANAGEM
ENT, L

.P. 

ALL R
IG

HTS R
ESERVED.

http://www.facebook.com/oaktreecapital
http://www.twitter.com/oaktree
http://www.linkedin.com/company/oaktree-capital-management
http://www.youtube.com/oaktreecapital
https://www.oaktreecapital.com/docs/default-source/memos/2006-09-07-dare-to-be-great.pdf?sfvrsn=2


11 

© 2018 Oaktree Capital Management, L.P.  All Rights Reserved 

Follow us:         

 

 

performance, but I’m convinced such a formula cannot exist.  According to one of my 

favorite sources of inspiration, the late John Kenneth Galbraith:  

 

There is nothing reliable to be learned about making money.  If there were, 

study would be intense and everyone with a positive IQ would be rich. 

 

Of course there can’t be a roadmap to investment success.  First, the collective 

actions of those following the map would alter the landscape, rendering it 

ineffective.  And second, everyone following it would achieve the same results, and 

people would still look longingly at the top quartile . . . the route to which would 

have to be found through other means.   

 

Before going further, let me elaborate on my skepticism regarding the potential for a formula that 

alone will lead to above average investment performance.   
 

First, while there are ways to invest that I think can’t work, there also are exceptional people 

who succeed at them.  I include here active trading, macro investing and quantitative investing.  As 

for the last, Renaissance Technologies and Two Sigma enjoy excellent reputations for their 

performance.  My mother used to say, “It’s the exception that proves the rule.”  She meant, for 

example, the fact that only a tiny number of people can do something proves that most people can’t.  

So while I wouldn’t say my skepticism is always justified, I do think it’s generally appropriate.  By 

definition it doesn’t make sense to think large numbers of people can arrive at formulas that produce 

exceptional performance. 

 

Second, the key word is “alone.”  Any old formula cannot unlock the secret of investment success.  

An exceptional formula, arrived at on the basis of exceptional intelligence and insight, 

conceivably can do the job, although maybe just for a limited time.   

 

It seems obvious that a formula’s application and popularization eventually will bring an end 

to its effectiveness.  Let’s say (in an incredibly simplified example) your study of the market shows 

that small-company stocks have beaten the market over a given period, so you overweight them. 

 

a) Since “beating the market,” “out-appreciating” and “out-performing” often are just the flip 

side of “becoming relatively expensive,” I doubt any group of stocks can outperform for long 

without becoming fully- or over-priced, and thus primed for underperformance. 

b) And it seems equally clear that eventually others will detect the same “small-cap effect” and 

pile into it.  In that case, small-cap investing will become widespread and – by definition – no 

longer a source of superiority. 

 

To reiterate, George Soros’s Theory of Reflexivity says the behavior of market participants alters the 

market.  Thus no formula will be a winner forever.  For me, that means the achievement of superior 

returns through quantitative investing requires the ability to constantly and correctly update the 

formula.  Since investing is dynamic, the rules relied on in quantitative investing have to be 

dynamic.   

 

According to Raj Mahajan of Goldman Sachs, my principal tutor on these matters, “The best models 

today will change exposures as the environment changes and as the dynamics of the factors change 
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(e.g., as they become cheaper or more expensive).  The rules have become increasingly complex, and 

they are able to ‘learn’ (that is, they are ‘conditional’ or ‘contextual’) in that they understand more of 

the environment.”  Constant renewal – not “a formula alone” – seems to be a minimum 

requirement for any quants’ long-term success.   

 

 

*            *            * 

 
 

It seems to me that while the members of both fraternities might reject the comparison, quantitative 

investing has some things in common with smart-beta ETF investing: 

 

 Both are rules-based, pursuing the attributes the managers want in their holdings. 

 In both, once the rules are set, the humans (largely) take their hands off the wheel and leave 

implementation up to computers. 

 

The main differences I see – and they are very substantial – are that: 

 

 There’s much more trading in quantitative investing.  Since index funds and ETFs are 

“passive” and thus indifferent to company fundamentals and the attractiveness of security 

prices, they largely buy and hold.  On the other hand, quantitative investors’ computers 

constantly recheck their portfolios against the algorithms or rules. 

 The quantitative process is much more . . . quantitative.  As Steven Bregman said, smart-beta 

ETFs buy based on “semantics”: on how securities are labeled (without any quantitative 

standards for membership in groups).  Quantitative investors, on the other hand, do so based 

on quantitative assessment of securities’ fundamentals and price. 

 

In closing on the subject of quantitative investing, I want to mention a few issues related to 

timeframe (some of them suggested by my son Andrew).   

 

 Most quantitative investing is a matter of taking advantage of standard patterns (the factors 

that have been correlated with outperformance) and normal relationships (like the usual ratio 

of one stock’s price to another’s or to the market).   

 Quants invest on the basis of historic data regarding these things.  But what will happen if 

patterns and relationships are different in the future from those of the past? 

 Is it important that most quantitative investors have operated only in periods when interest 

rates were declining, inflation was low and volatility was low, and when the trends in these 

regards were fairly stable?  Will their approaches prove dynamic enough to adjust if 

rates, inflation and volatility rise or become more variable?  And if they do rise or 

become more variable, what historic data will quants use in their rule-making? 

 Likewise, is it significant that there’s limited history of investment performance in periods 

influenced by quants?  In other words, will increased quantitative investing influence the 

effectiveness of quantitative investing, and thus alter the requirements for success? 

 

We’ll see, but certainly it can’t be said that most quantitative investors are proven in these regards. 
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Artificial Intelligence and Machine Learning 

 

Since I’m now well beyond the limits of my technological expertise, I’m going to rely on Wikipedia 

again to introduce a discussion of these next topics: 

 

Artificial intelligence is intelligence demonstrated by machines, in contrast to the 

natural intelligence displayed by humans and other animals.  In computer science AI 

research is defined as the study of “intelligent agents”: any device that perceives its 

environment and takes actions that maximize its chance of successfully achieving its 

goals.  Colloquially, the term “artificial intelligence” is applied when a machine 

mimics “cognitive” functions that humans associate with other human minds, such as 

“learning” and “problem solving.” 

 

. . . Capabilities generally classified as AI as of 2017 include successfully 

understanding human speech, competing at the highest level in strategic game 

systems (such as chess and Go), autonomous cars, intelligent routing in content 

delivery network and military simulations. 

 

. . . The traditional problems (or goals) of AI research include reasoning, knowledge 

representation, planning, learning, natural language processing, perception and the 

ability to move and manipulate objects. 

 

In other words, artificial intelligence means the ability of machines to think.  Quantitative 

investing consists of giving computers instructions to follow.  But a computer with artificial 

intelligence can figure out what to do for itself.  As Investor’s Business Daily put it on May 10, 

“AI uses computer algorithms to replicate the human ability to learn and make predictions.”       

 

Bernard Marr goes on in Forbes (December 6, 2016) to make the distinction between artificial 

intelligence and machine learning: 

 

In short, the best answer is that Artificial Intelligence is the broader concept of 

machines being able to carry out tasks in a way that we would consider “smart.” 

 

And Machine Learning is a current application of AI based around the idea that we 

should really just be able to give machines access to data and let them learn for 

themselves. . . . 

 

Two important breakthroughs led to the emergence of Machine Learning as the 

vehicle which is driving AI development forward with the speed it currently has. 

 

One of these was the realization – credited to Arthur Samuel in 1959 – that rather 

than teaching computers everything they need to know about the world and how to 

carry out tasks, it might be possible to teach them to learn for themselves. 

 

The second, more recently, was the emergence of the internet, and the huge increase 

in the amount of digital information being generated, stored, and made available for 

analysis. 
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Once these innovations were in place, engineers realized that rather than teaching 

computers and machines how to do everything, it would be far more efficient to 

code them to think like human beings, and then plug them into the internet to 

give them access to all of the information in the world.  (Emphasis added) 

 

So, as this non-techie sees it, AI can enable machine learning whereby computers sift through huge 

amounts of data and discern the route to success.  They don’t have to be fed rules as in quantitative 

investing; they figure out the rules for themselves. 

 

(One of the ways the best chess players become Grand Masters is by studying past chess matches, 

watching the moves that were made, and remembering what move was most successful in each 

situation, and the best response to that move.  But there are obvious limits to the number of games a 

person can study and the number of moves that can be remembered.  That’s the thing: a powerful-

enough computer can review every game that’s ever been played, assess the consequences of every 

move, and decide on moves that will lead to success.  Thus computers are beating Grand Masters 

these days, and no one’s surprised anymore when they do.) 

 

Machine learning is still in its infancy.  It may be that AI and machine learning will someday permit 

computers to act as full participants in the markets, analyzing and reacting in real time to vast 

amounts of data with a level of judgment and insight equal to or better than many investors.  But I 

doubt it will be anytime soon, and Soros’s Theory of Reflexivity reminds us that all those computers 

are likely to affect the market environment in ways that make it harder for them to achieve success. 

 

The Impact on Investing  

 

It’s only taken me until page fourteen to get to the issue that prompted me to start in on this 

memo: what these things imply for the future of our profession.   

 

For me, the situation regarding index and passive investing is clear:   

 

 Most people can’t and don’t beat the market, especially in markets that are more-efficient.  

On average, all portfolios’ returns are average before taking costs into account.  

 Active management introduces considerations such as management fees; commissions and 

market impact associated with trading; and the human error that often leads investors to buy 

and sell more at the wrong time than at the right time.  These all have negative implications 

for net results. 

 The only aspect of active management with potential to offset the above negatives is alpha, or 

personal skill.  However, relatively few people have much of it. 

 For this reason, large numbers of active managers fail to beat the market and justify their 

fees.  This isn’t just my conclusion: if it weren’t so, capital wouldn’t be flowing from 

active funds to passive funds as it has been. 

 Regardless, for decades active managers have charged fees as if they earned them.  Thus the 

profitability of many parts of the active investment management industry has been without 

reference to whether it added value for clients.   
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It’s important to note that the trend toward passive investing hasn’t occurred because the 

returns there have been great.  It’s because the results from active management have been 

poor, or at least not good enough to justify the fees charged. 

 

Now clients have wised up, and unless something changes with regard to the above, the trend toward 

passive investing is going to continue.  What could arrest it? 

 

 More active managers could become capable of delivering alpha (but that’s not likely). 

 The markets could become easier to beat (that’ll probably happen from time to time). 

 Fees could come down so that they’re competitive with passive investment fees (but in that 

case it’s not clear how the active management infrastructure would be supported). 

 

Unless there are flaws in the above reasoning, the trend toward passive investing is likely to 

continue.  At the very least, it reduces or eliminates management fees, trading costs, 

overtrading and human error: not a bad combination. 

 

Of course, there are active investors who outperform.  Not most, and not half.  But there’s a 

minority who do earn their fees, and they should continue to be in demand. 

 

 

*            *            * 

Moving on to quantitative investing, it’s particularly interesting to assess the future.  The good news 

about quantitative investing is that it corrects many of the shortcomings of active management: 

 

 It can do much of what people do, generally without making “human mistakes.” 

 It can handle infinitely more data. 

 It excludes emotion; it never buys on euphoria or sells in panic.  

 It never forgets to rebalance: to sell the things that are expensive and buy the things that are 

cheap. 

 

Quantitative investing makes good use of the ability of computers to handle vast amounts of data and 

their freedom from human error.  In short, I think computers can do more than the vast majority 

of investors, and do it better.   
 

Now for limitations.  I think of quantitative investing as also a free-riding strategy: it profits from 

disequilibria caused by others.  The supply of “nickels and dimes” is limited to the extent of those 

disequilibria, and thus only a limited amount of capital can be run this way to great advantage.  
There has to be a reason why the best quant firm – Renaissance Technologies – has returned all 

outside capital from its flagship Medallion Fund; if an investment approach is infinitely scalable, by 

definition it’s never economic to limit the capital under management.  (Of course, all “alpha 

strategies” are based on taking advantage of the errors of others; thus the opportunities are limited to 

the scale of the errors – see “It’s All a Big Mistake” from June 20, 2012.)  

 

And there are bigger-picture questions:  Can quantitative investing make superior qualitative 

decisions?  And can it invest for the long term?  
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This brings me back to one of my very favorite quotations.  It’s from sociologist William Bruce 

Cameron, although many people attribute it to Albert Einstein (I’ve done so in the past):  

 

. . . not everything that can be counted counts, and not everything that counts 

can be counted. 
 

Computers can do an unmatched job dealing with the things that can be counted: things that 

are quantitative and objective.  But many other things – qualitative, subjective things – count 

for a great deal, and I doubt computers can do what the very best investors do:  

 

 Can they sit down with a CEO and figure out whether he’s the next Steve Jobs? 

 Can they listen to a bunch of venture capital pitches and know which is the next Amazon? 

 Can they look at several new buildings and tell which one will attract the most tenants? 

 Can they predict the outcome of a bankruptcy reorganization where the parties may have 

motivations other than economic maximization? 

 

Further, quantitative investing’s emphasis on profiting from short-term dislocations leaves a 

lot more to be mined.  So much of investing these days considers only the short run that I think 

there’s great scope for superior active investors to make value-additive decisions concerning 

the long run.  I have no reason to believe computers can make these in a superior way. 

 

The greatest investors aren’t necessarily better than others at arithmetic, accounting or 

finance; their main advantage is that they see merit in qualitative attributes and/or in the long 

run that average investors miss.  And if computers miss them too, I doubt the best few percent 

of investors will be retired anytime soon.   

 

Will machine learning enable computers to study the entirety of financial history, figure out what 

made for the most successful investments, and sense what will work in the future?  I have no way of 

knowing, but even if so, I think that’s not enough.  Computers, artificial intelligence and big data 

will help investors know more and make better quantitative decisions.  But until computers 

have creativity, taste, discernment and judgment, I think there’ll be a role for investors with 

alpha.   

 

(My confidence that our jobs are safe is not unlimited, however.  It’s interesting to note that in 2016, 

a group at Stanford developed a computer program that correctly distinguished between suspenseful 

and non-suspenseful written passages 81% of the time.  The researchers got it to do this by agreeing 

on what features contribute to suspense and then getting the program to recognize them and learn to 

identify new ones.) 

 

Importantly, the trends toward both quantitative investing and artificial intelligence presuppose the 

availability of vast amounts of data regarding fundamentals and prices.  A great deal of such data is 

on hand with regard to public companies and their securities.  On the other hand, many of the things 

Oaktree and other alternative investors are involved in are private, non-traded and relatively 

undocumented: things like distressed debt, direct lending, private equity, real estate and venture 

capital.  AI/machine learning eventually will make its way into these fields, but a good bit of time is 

likely to pass before it is sufficiently sophisticated and data is sufficiently available to permit 

computers to act autonomously. 
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Legal Information and Disclosures 

 

This memorandum expresses the views of the author as of the date indicated and such views are subject to 

change without notice.  Oaktree has no duty or obligation to update the information contained herein.  

Further, Oaktree makes no representation, and it should not be assumed, that past investment 

performance is an indication of future results.  Moreover, wherever there is the potential for profit there 

is also the possibility of loss. 

 

This memorandum is being made available for educational purposes only and should not be used for any 

other purpose.  The information contained herein does not constitute and should not be construed as an 

offering of advisory services or an offer to sell or solicitation to buy any securities or related financial 

instruments in any jurisdiction.  Certain information contained herein concerning economic trends and 

performance is based on or derived from information provided by independent third-party sources.  

Oaktree Capital Management, L.P. (“Oaktree”) believes that the sources from which such information 

has been obtained are reliable; however, it cannot guarantee the accuracy of such information and has 

not independently verified the accuracy or completeness of such information or the assumptions on which 

such information is based.   

 

This memorandum, including the information contained herein, may not be copied, reproduced, 

republished, or posted in whole or in part, in any form without the prior written consent of Oaktree. 
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Macro Stability = Market
Performance, Finally
India is a likely outperformer even as absolute returns are
capped by a tepid global equity market outlook. Improving
growth, reasonable large cap valuations and a low beta are up
against an election year, rising oil prices and higher yields.

Surprise rate hike and its implications: Indian policymakers - government and

the RBI -have made considerable efforts to improve India's macro stability since

2013, including fiscal consolidation, positive real rates, active management of

food supply to keep prices in check, and encouraging a shift in India's funding mix

from FPI to FDI. Thus far, the government has been unmoved on oil taxes,

despite significant political pressure to cut them, and has declared a strong

commitment to the fiscal deficit. After the RBI hiked rates on June 7 in response

to this, the recent deterioration in terms of trade due to higher oil prices, the

market appeared to accept this and subsequently rallied.

India's low beta and its implications: The market is recognizing India macro's

growing stability, as evidenced by the 37% fall in the country's beta vs. EM since

Dec-14 to a 13-year low. The implications include the case for a positive surprise

in equity returns for India (as expectations are now low, going by beta's level)

with likely outperformance for India vs. 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, in our view.

Higher oil and its implications: To the extent that rising oil prices is demand led,

the deterioration in India's terms of trade is offset by stronger exports (i.e., BoP is

positive). Historically, Indian earnings and stocks have risen along with a demand-

led oil price rise. That said, the risks to the fiscal deficit and hence growth cannot

be ignored. Rising oil prices could also lead to tighter monetary policy.

Higher interest rates and its implication: The yield curve is at post-2010 highs

and correlates positively with stocks. Equities/bond valuations are at the top end

of their 2010-18 range – a period when India underwent its deepest and longest

earnings recession. For equities to break this range on the upside, growth needs

to accelerate. The bond market is probably indicating that growth is back. A

combination of supportive global growth, improving capex, government 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.

Portfolio strategy: We prefer large-caps over mid-caps. We like Banks (private

corporate and retail), Discretionary Consumption, Industrials and Domestic

Materials, while avoiding Healthcare, Staples, Utilities, Global Materials and

Energy.

Exhibit 1: India vs. EM Relative Performance
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Exhibit 2: Corporate confidence has improved to the
highest level since F2013
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Summary of Our Views

 
Risks and Catalysts (Exhibits 1, 15-20):

The section in this report, 'Known Unknowns' outlines the potential risks and catalysts

for Indian equities in the coming months. We highlight some of the key ones below:

 
Macro and politics (Exhibits 21-26)

We see strong growth in 2018 and 2019 driven by consumption, exports, government

spending and a nascent recovery in private capex. We see a tighter monetary policy in

2018 as well as the risk of a higher-than-budgeted fiscal deficit as we approach elections

in 2019.

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 a

couple of more rate hikes 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?).
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Liquidity (Exhibits 27-32)

Liquidity, or the force of the bid, has weakened in recent weeks.

 
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.

Exhibit 3: Forecasts at a Glance

F2017 F2018E F2019E F2020E

G DP G rowth 5.7% 6.1% 6.3% 6.6%

G DP G rowth (new) 7.1% 6.7% 7.5% 7.7%

IIP G rowth 4.6% 3.3% 4.1% 4.4%

Av erage CPI 4.5% 3.4% 4.6% 4.3%

Repo Rate (year end) 6.25% 6.00% 6.25% 6.75%

CAD%  of G DP -0.7% -1.2% -1.7% -1.9%

Sensex EPS 1374 1443 1777 2195

Sensex PE 25.4 24.1 19.6 15.9

EPS growth YoY -0.5% 5.0% 23.1% 23.5%

Broad M arket Earnings G rowth 0.0% 3.0% 20.0% 22.0%

Broad M arket PE 30.7 29.8 24.8 20.3

Source: RIMES, MSCI, Morgan Stanley Research (E) estimates

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 2018/19.

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 past few

weeks, which augurs well for reported earnings.

The pace of the rise in market multiple relative to earnings has fallen in recent

weeks to slightly negative territory indicating that the market is becoming a bit

pessimistic on earnings.

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 have fallen relative to the US. 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.

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.
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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 low 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.

 
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).

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.

The consensus has held its F2019 and F2020 Sensex numbers, generally speaking.

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.

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.

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
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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:

Index Target: On our 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.

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.

Industrials (+400bp): Private capex is likely turning and public capex remains strong.

Technology (+0bp): Business momentum is recovering and the sector has done well

over the past few months contrary to market expectations.

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.

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 media industry is in a frenzy.

AT&T is buying Time Warner for $85 billion after overcoming a

challenge from the Justice Department. The Murdoch family has agreed

to sell the majority of its 21st Century Fox empire to Disney.

Comcast plans to crash that deal with a higher offer. It has also outbid

Fox for the remaining 61 percent of European pay-TV provider Sky.

Those two deals together could total $100 billion when the bidding is

done.

Viacom and CBS continue to dance around merging. Discovery closed a

$14.6 billion acquisition for Scripps Networks in March. Lionsgate

completed its $4.4 billion deal purchase of Starz in December.

There's been a drastic change among legacy media company executives

the last two years. Their CEOs won't say it publicly, but they're saying it

TECH
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Netflix shares are up 2,400 percent and the
rest of the media industry is struggling —
here's why  
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How Netflix sent the biggest media
companies into a frenzy, and why Netflix
thinks some are getting it wrong
Alex Sherman | @sherman4949 | Published 11:10 AM ET Wed, 13 June 2018 | Updated 2:06 PM ET Wed, 13 June 2018
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privately: The pay-TV bundle, the lifeblood of the U.S. media ecosystem

for decades, is dying.

There's a lot of places to blame. Competition on mobile devices. Video

games. Even the internet in general.

But executives at most traditional media companies agree that Netflix,

if not directly responsible, is at least holding the murder weapon. The

21-year-old company that was once best known for killing DVD rental

giant Blockbuster has pivoted its entire business around the idea that

streaming video delivered over the internet will replace the linear TV.

See also: Reed Hastings won by studying Amazon — then running in the

opposite direction

Consumers seem to agree. Netflix gained 92 million customers in the

last five years while the number of people who pay for cable declines

year after year. That dynamic has persuaded investors to believe in

Netflix's high-risk business model of running cash-flow negative to

outspend traditional media companies for content. It has let Netflix

strike deals with everyone from David Letterman to Ryan Murphy to

Barack Obama.

And the more Netflix spends, the more investors cheer.

The success of Netflix in the market is why we're seeing "the greatest

rearranging of the media industry chessboard in history," according to

BTIG media analyst Rich Greenfield.

But chasing scale isn't the answer for every media company, according

to Netflix CFO David Wells.

"Not everybody's going to get big," Wells said in an interview. "The

strategic question is, 'what type of business do I want to be in the next

five or 10 years?'"

So legacy giants are now beginning to contemplate how to beat Netflix

at its own game. Comcast, which owns CNBC parent NBCUniversal, has

had preliminary talks with AT&T to start an over-the-top digital

streaming service with NBCUniversal and Warner Bros. content,

according to people familiar with the matter. Discovery is also

pondering its own OTT service, potentially with a global technology

company, said other sources. Disney is debuting its streaming service

next year.

Wells is skeptical about this approach.

"The consumer doesn't want 100 direct-to-consumer services," he said.

"The consumer wants great breadth and amazing personalization so

they can find something in 30 seconds instead of five minutes."

Photo: Michael Rubin

Reed Hastings in 2006.

While traditional media is racing to catch up, Netflix CEO Reed Hastings

is not looking back at the runners he's passed.

“You do not want to give Jeff Bezos a
seven-year head start.”

Hear what else Buffett has to say
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Hastings has never really feared legacy media, said Neil Rothstein, who

worked at Netflix from 2001 to 2012 and eventually ran digital global

advertising for the company. That's because Hastings bought into the

fundamental principle of "The Innovator's Dilemma," the 1997 business

strategy book by Harvard Business School professor Clayton

Christensen.

That book, often cited in tech circles, explains how disruptive

businesses often start off as cheaper alternatives with lesser

functionality, making it difficult for big incumbents to respond without

cannibalizing their cash-rich businesses. Over time, the newcomer adds

features and builds customer loyalty until it's just as good or better than

the incumbent's product. By the time the old guard wakes up, it's too

late.

"Reed brought 25 or 30 of us together, and we discussed the book,"

Rothstein said of an executive retreat he remembered nearly a decade

ago. "We studied AOL and Blockbuster as cautionary tales. We knew we

had to disrupt, including disrupting ourselves, or someone else would

do it."

There's no guarantee Netflix can keep up its big spending without

seeing its stock fall back to Earth. But the media giants can no longer

afford to wait and find out.

The unfair fight

Let's say you're a carpenter, and you make furniture out of mahogany.

You pay for mahogany wood and sell a finished product for a profit.

You've been doing this for years, and you've made a good living from it.

One day, a new guy — let's call him Reed Hastings — moves in next door.

At first, Reed seems awesome. After looking through your store, he buys

a bunch of the dusty pieces in the back no one else wanted.

Photo: Michael Rubin

Reed Hastings in 2006.

But after a while, Reed decides to get into the furniture manufacturing

business, too. And now he's telling your mahogany supplier that he'll

pay 50 percent more for the same wood. Then another competitor, a

rich fellow named Jeff Bezos, shows up across the street. He wants the

mahogany, too, and he's bidding 75 percent more.

This is crazy, you think. How are these guys able to afford to pay so

much more for the same stuff? They've got to be passing along the

costs to their customers, right?

But they're not. You walk in their store, and they're selling the same

quality furniture you make for less than you sell it. And cash from

investors is pouring in.

You say, what the hell? I'll up my spending, too. This is the new world, I

guess. So you bid 100 percent more for mahogany. Instantly, your stock

falls. "Boo!" say your investors. "Your business model is dying!"

This sounds like a Franz Kafka novel. But this allegory explains the

current plight of legacy media.

Imagine Lionsgate is the mahogany carpenter. Lionsgate develops

original and licensed movies and TV shows; it pays for the talent and the

production costs and receives money in return from cable channels,
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digital outlets, TV networks and so on. It owns the "Hunger Games"

franchise, "Mad Men" and "Orange is the New Black." That last one, of

course, runs on Netflix.

For years, Netflix was a welcome addition to the media landscape

because it bought a lot of library content that was old or not that

popular. Plus, Netflix didn't get in the way of the two main ways content

providers make money — signing deals with pay-TV operators like

Comcast, Charter, AT&T and Dish Network, and taking cash from

advertisers. Working with Netflix was like finding free money.

Photo: Patty McCord

(L-R): Ted Sarandos, Reed Hastings, and Michael Rubin in Jan. 2005.

But the programmers kept asking for higher fees, especially on costly

sports rights, and that pushed cable bills higher. Meanwhile, Netflix

customers loved the low price — originally less than $8 a month

compared with $80 or $100 for cable. When Netflix started offering a

handful of original shows, such as "House of Cards" and "Orange Is The

New Black," viewers kept coming, and the company's valuation swelled.

Five years ago, Netflix was trading at about $32 per share. Today, Netflix

trades at about $370 a share. That's a gain of 1,050 percent.

Over the same period, Lionsgate is down about 15 percent.

A lot of media CEOs believe Netflix is winning because the game is

rigged in its favor. Their complaints focus on how companies are valued

by investors.

Lionsgate's enterprise value (EV), a good measure of a company's

worth, is about $7.5 billion. Its earnings before interest, taxes,

depreciation and amortization (EBITDA) over the last 12 months was

$520 million. So, Lionsgate trades at a trailing EV/EBITDA multiple of

about 14. Discovery, Disney and Viacom all trade at trailing multiples

lower than 14.

Netflix has an enterprise value of $165 billion and EBITDA of $1.1 billion,

giving it a multiple of about 150.

That's the equivalent of a huge cheering section, throwing money at the

company to keep spending.

Indeed, Netflix is now the number one spender on media content

outside of sports rights, according to consulting firm SNL Kagan.

Can the spending game last?

Some traditional media execs and analysts are skeptical that Netflix can

keep it up.

"To be worth $150 billion, someday you've got to make at least $10

billion in EBITDA," Steve Burke, CEO of CNBC parent company

NBCUniversal, said in an interview. "There's at least a chance Netflix

never makes that."

Netflix spends more money than it takes in each year, funding the gaps

with debt. Last year, it posted free cash flow of almost negative $2

billion and has forecast that it could be negative $4 billion in 2018.

Netflix's path forward is tied to massive international growth, which will

require spending billions more on original programming.
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If you think Netflix should trade like a traditional media company,

Burke's got a pretty good case Netflix is insanely overvalued. Even

Hastings acknowledges Netflix looks more like a media company than a

technology company, which tend to trade at much higher multiples.

"We'll spend over $10 billion on content and marketing and $1.3 billion

on tech," Hastings said in his April 16 quarterly earnings conference call.

"So just objectively, we're much more of a media company in that way

than pure tech."

The music will stop for Netflix if it can't quit burning money, said

Wedbush Securities analyst Michael Pachter, who has a sell rating on the

stock and a price target of $140 per share.

"Netflix has burned more cash every year since 2013," Pachter said.

As of the end of the first quarter, Netflix had $6.54 billion in long-term

debt and $17.9 billion in streaming content payment obligations, with

only $2.6 billion in cash and equivalents on hand. In April, Netflix raised

$1.9 billion of 5.875 percent senior notes.

"What happens when they need to keep increasing their spending and

suddenly they have $10 billion of debt? People are going to start asking,

'can this company pay us back?' If that happens, their lending rate will

spike. If Netflix needs to raise capital, they'll issue stock. And that's

when investors will get spooked," Pachter said.

Even if his logic is sound, Pachter has been wrong for years on Netflix.

Its stock has just kept rising.

Netflix executives even posted a 2005 comment of his on a wall at their

Los Gatos, California, headquarters and would chuckle at it as they

walked by. It read: "Netflix is a worthless piece of crap with really nice

people running it."

Hastings: Everyone uses cash wrong

Netflix's use of cash is strategic, even though it's not a typical corporate

practice, according to Hastings.

"It's horrible how mismanaged most Silicon Valley companies are in

capital," Hastings said in a 2015 interview with venture capitalist John

Doerr, a partner at Kleiner Perkins Caufield & Byers and early backer of

tech giants like Google and Amazon.

"Microsoft always wanted to have a lot of cash on hand. Apple had no

cash 15 years ago in 2000. Who did the most innovation? The cash does

not help. The cash insolates you in a bad way. It's a bad thing that

companies store cash."

From October 2016: Reed Hastings on AT&T-Time Warner, acquisition

speculation:

Should Nextflix be valued like a traditional
media company? Experts weigh in  
11:51 AM ET Fri, 25 May 2018 | 02:18



Netflix's Reed Hastings weighs in on AT&T-
Time Warner merger  
3:41 PM ET Wed, 26 Oct 2016 | 02:02
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The long-term bull case for Netflix is that its subscriber growth, coupled

with incremental price increases, will eventually propel earnings and

cash flow.

BTIG's Greenfield predicts Netflix will increase its global subscribers

from 125 million to 200 million by 2020. Bank of America analyst Nat

Schindler estimates Netflix will have 360 million subscribers by 2030.

Netflix estimates the total addressable market of subscribers, not

including China, could be about 800 million.

Meanwhile, the number of traditional cable and satellite pay-TV

households falls each year, and the declines are accelerating. Research

firm Statista predicts there will be 95 million U.S. pay-TV households by

2020, down from 100 million in 2015.

The bigger Netflix gets, the more A+ talent will want to sign exclusive

deals with Netflix instead of traditional media companies. It's a virtuous

cycle, as top talent then accelerates subscriber growth. It's also a death

spiral for the weakest traditional media players.

Netflix has another edge in the content wars. While networks make

decisions on TV ratings, Netflix plays a different game. Its barometer for

success is based on how much it spent on a show rather than hoping

every show is a blowout hit, said Barry Enderwick, who worked in

Netflix's marketing department from 2001 to 2012 and who was director

of global marketing and subscriber acquisition. Since Netflix is not

beholden to advertisers, niche shows can be successful, as long as

Netflix controls spending. That also gives Netflix the luxury of being

able to order full seasons of shows, which appeals to talent.

"If you're a typical studio, you raise money for a pilot, and if it tests well,

you pick up the show, maybe you make a few more episodes, and you

wait for the ratings," said Enderwick.

"At Netflix, our data made our decisions for us, so we'd just order two

seasons. Show creators would ask us, 'do you want to see notes? Don't

you want to see a pilot?' We'd respond, 'If you want us to.' Creators

were gobsmacked."

That dynamic has led some content makers to decide they're better off

working directly for Netflix, which now spends more on content than

many TV networks.

Last year, Netflix signed Shonda Rhimes, creator of "Grey's Anatomy"

and "Scandal," to a multiyear contract after more than a decade at ABC

Studios. Earlier this year, Netflix signed a deal with Ryan Murphy,

creator of "Nip/Tuck," "American Horror Story" and "Glee," to a deal

that could reach $300 million, according to Deadline Hollywood. He left

Fox TV for the Netflix offer and spurned a counteroffer from Disney.

And Jenji Kohan, who created "Orange is The New Black" for Lionsgate?

She left for Netflix, too.

Fighting back

So if you're a big media company, how do you fight back? What if you're

Comcast or Charter or AT&T? How do you stop customers from ditching

pay TV services for Netflix?

Compete

Disney is farthest ahead in its plan to fight Netflix head-on.

'Orange is the New Black' star: New wave of
television  
5:30 PM ET Thu, 30 July 2015 | 02:50
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It's removing all of its movies from Netflix at the end of the year and

starting its own service for lovers of Disney and Pixar titles. Disney's

digital over-the-top service will launch in 2019 and include movies and

TV shows from the Disney-ABC TV Group library. Fox's film and TV

library would bolster this service, if Disney completes that deal.

NBCUniversal may be forced into offering a streaming service of its

own, potentially with partners who can generate enough must-have

content that it becomes enticing to customers with and without cable.

NBCUniversal executives have discussed launching a rival OTT service

that would include Universal and Warner Bros. programming, according

to people familiar with the matter, although it may not happen if

NBCUniversal parent company Comcast succeeds in grabbing Fox from

out of Disney's hands. Outside of Fox, NBC views Warner's library of

programming as the strongest among potential partners, with Sony No.

2, one of the people said. (AT&T and NBCUniversal spokespeople

declined to comment.)

Discovery, too, is considering an OTT product, according to people

familiar with the matter — perhaps in conjunction with a global tech

platform that can showcase its nonfiction programming — an area

where Netflix isn't as strong.

"You look at the FAANGs (Facebook, Apple, Amazon, Netflix and

Google), and their strategy is focused primarily on scripted movies and

scripted series," Discovery CEO David Zaslav said. "Discovery is

probably the most effective nonfiction producer in the world. I like our

hand given we own all of our content."

A Discovery spokesman declined to comment on plans for the OTT

service.

There are several problems with competing with Netflix by offering rival

online services. Netflix already has a huge first-mover advantage.

Stand-alone digital services aren't where legacy media companies want

to spend their money. Programming costs are high, and the result may

just cannibalize their existing pay-TV model, which brings in billions of

dollars from subscriber fees and ads. And just because the market has

rewarded Netflix for its strategy doesn't mean investors will cheer on

late competitors for following the same model.

Consolidate

AT&T CEO Randall Stephenson told CNBC earlier this year that the Time

Warner deal is a direct response to Netflix.

"Reality is, the biggest distributor of content out there is totally

vertically integrated," said Stephenson. "This happens to be somebody

called Netflix. But they create original content; they aggregate original

New Disney streaming app to launch in late
2019  
11:44 AM ET Thu, 7 Sept 2017 | 02:23



Discovery's David Zaslav lays out game
plan for growth  
10:12 AM ET Wed, 10 Jan 2018 | 01:29
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content; and they distribute original content. This thing is moving at

lightning speed."

The desire to gain scale to take on Netflix is also driving interest by

Disney and Comcast in Fox's assets, which include Fox's movie studio,

some cable networks and stakes in Sky, Endemol Shine Group, and Hulu.

But getting bigger isn't the answer for everyone, said Wells.

"Some brands are big enough to compete to be another Netflix, or

another YouTube, and vie for the global consumer media dollar," said

Wells. "But not everybody's going to be in that bucket. They may want

to specialize in content production, and that may be a better business

for them."

Capitulate

Comcast and Charter have actually accelerated Netflix's growth by

allowing Netflix subscribers access to their programming through their

cable boxes. Their strategy is if people are going to watch Netflix

anyway, they might as well bundle it with cable service and improve the

overall experience. That way, customers can subscribe to both.

Because these cable giants are also Internet providers, they also have a

theoretical weapon in their back pocket — the ability to throttle Netflix

speeds in the new era without net neutrality safeguards, or at least

charge customers for using data via Netflix while keeping home-grown

cable applications exempt from usage caps.

"We could experience discriminatory or anti-competitive practices that

could impede our growth, cause us to incur additional expense or

otherwise negatively affect our business," Netflix acknowledges in its

annual report.

But this isn't much of a fear for Netflix. The company knows cable and

wireless companies need broadband growth more than video growth to

keep flourishing, and few companies drive internet usage like Netflix. T-

Mobile now offers its customers Netflix for free.

How does this end? 

Big Media isn't going to just disappear like Blockbuster. A company like

CBS, with a market capitalization of $20 billion, had EBITDA of about $3

billion last year — that's three times as much as Netflix. Many sports

rights are still locked up for years by old media companies. That will

keep affiliate fees and advertising dollars coming.

But Amazon, Facebook, Apple and Google have massive valuations and

cash hoards compared with media companies. They, too, have the

balance sheets to spend billions on video without seeing a major dent in

their stock prices. And as young consumers get older, the days of

paying for a bundle of TV channels may be waning.

So how does this end? Netflix's answer is again in a business strategy

book.

Hastings derived many of his strategy lessons from a Stanford instructor

named Hamilton Helmer. Hastings even invited him to Netflix in 2010 to

teach other executives.

One of Helmer's key concepts is called counter-positioning, which

Helmer defines as: "A newcomer adopts a new, superior business model

which the incumbent does not mimic due to anticipated damage to

their existing business."

AT&T CEO: We feel good about the Time
Warner case  
9:13 AM ET Fri, 9 Feb 2018 | 02:48
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"Throughout my business career, I have often observed powerful

incumbents, once lauded for their business acumen, failing to adjust to

a new competitive reality," Hastings writes in the forward to Helmer's

book "7 Powers," published in 2016.

"The result is a stunning fall from grace."

Photo: Michael Rubin

Reed Hastings in 2008 looking in the window of a closed Blockbuster store.

Alex Sherman
Technology Reporter for CNBC.com
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Your Risk Tolerance Is An Illusion: Wait Until You Start
Losing Big Money
Posted by Financial Samurai — 115 Comments

I’d like to think that I’d be able to stay the course
and go all-in during a stock market downturn like
everybody I meet on the internet, but I’d be lying
to myself.

Experiencing rapid losses in 2000 as a 23-year-
old freaked me out. Therefore, I sold all my after-
tax internet and tech stocks within two months
after the downturn began because I was losing
roughly $5,000 a week. In the end, I lost about
10% from the peak. If I hadn’t sold, I would have lost around 65% over a two year time period.
What’s worse, I would have had to wait until Aug 1, 2013 to get back to even! Can you imagine sitting
on dead money for 13 years?

Between 2000 – 2013 I continued to max out my 401(k) and buy stocks. But I didn’t have the
foresight to go all-in on August 1, 2002 when the NASDAQ bottomed. Instead, I mostly hoarded cash
and bought 4.5% yielding CDs as I moved from NYC to San Francisco in 2001. The last people to join a
company tend to be the first to let go.

Seeing how violently stocks corrected between 2000 – 2002 made me gun shy to ever bet the farm
again. Instead, I bought San Francisco property in 2003, 2005, 2007 (Tahoe, oops), and 2014 because
it felt so much better to have a physical asset instead of a paper asset.

After the financial crisis of 2008 – 2009, I again didn’t step up to the plate and buy large
amounts of stock or property between 2008 – 2011. All I did was continue to max out my 401(k) and
make sure I didn’t get laid off. I became disillusioned with the financial services industry and wanted
out. Therefore, I ended up hoarding more cash to give me options just in case I decided to take a leap
of faith, which I did.

It wasn’t until August, 2012 that I bought 12X more stock than my normal cadence due to a severance
windfall. I viewed my severance as the house’s money, so I figured why not risk it all and see if I
could make more in the future. With my non-severance cash flow, I remained conservative.

Despite feeling like we were out of the woods by 2014, I still couldn’t invest aggressively in the stock
market. I was again fearful of losing money. Instead, I decided to buy a SF fixer in 2014 because it
felt like there was some serious mispricing of SF ocean view property. But the other reason why I
bought was because I wanted to reduce my housing expense by renting out my old place.

Still Concerned Today
After selling a SF rental home in the summer of 2017 in order to simplify life, I decided to invest
~$1.2M of the ~$1.8M net proceeds in stocks and bonds. I had already taken risk exposure down by
$800,000 by getting rid of the mortgage.

I told myself that my risk tolerance was being able to lose about 10% before worrying, so I invested in
roughly 60% stocks / 40% municipal bonds.

Everything had been going pretty well since August 2017 when I first opened up the account. Then
February and March 2018 beat me up.

Even though I “only” lost $22,968.82 in February and $25,361.72 in March (-1.7%), there was a time
in February where I was down around $50,000 (-3.4%). That’s when I started to feel uncomfortable.
February was a month that had a violent drop and then recovery. But March ended the month at a low.
See the chart below.
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Losing $50,000 in a couple weeks in just one out of eight investment accounts I track on Personal
Capital made me seriously reassess my risk tolerance. When I was down $50,000, I became
demotivated to do any work. For example, being offered $1,000 to sponsor a podcast episode just
made me depressed because it let me know I’d have to put in serious hours to recoup all my losses.

I also wanted to start spending money on something before the stock market took all my capital away.
Heck, $50,000 could pay for a year’s worth of college tuition or really help the foster center I was
volunteering at.

Overall, my mood soured as I cursed myself for taking on excess risk I didn’t need. Things had
been going so great in December 2017 and January 2018. I should have sold in January when the
market started going parabolic, but I didn’t because I was greedy. I also started to regret selling
my former home, despite all the maintenance and tenant headaches.

The only positive this year is that I invested another $175,000 in the market in February to take
advantage of the sell-off. But I invested $0 in March because I was too scared of what the future might
hold.

Then I looked over to my RealtyShares account where I had invested $550,000 of my house sale
proceeds. Ah, no change in principle with modest earnings to date.  No movement in the Total Capital
Invested is also an illusion. But it felt so nice in comparison, even though the real figure to focus on is
the Capital Returned portion of my 14 equity investments.  But that will have to wait for several more
years.

What I realized after reviewing my RealtyShares dashboard is that I really don’t like volatility. It’s nice
to see my stock and bond account go up, but the feeling of loss is at least 2X worse than the feeling of
joy when I make money. Instead, I’d much rather have a very stable capital account with a monthly
dividend payment so I can focus on writing and spending time with family.

Here’s hoping my real estate crowdfunded investments do indeed return 10% – 15% a year for
five years.

Don’t Overestimate Your Risk Tolerance
Look, I know it’s easy to feel like an investing guru in a bull market. Especially if you only started
investing a significant amount of capital since the financial crisis. But trust me when I tell you that
your confidence to “stay the course” and “buy when there’s blood on the streets” is misguided.

When there is blood on the streets, you will be worried about losing your job or your customers. If you
have leverage due to a mortgage, your equity will get zapped away. You will logically go into survival
mode and start preserving capital to protect yourself from misfortune.

During a recession, maxing out your 401(k) or IRA, pre-tax retirement accounts you can’t touch
without a penalty until 59.5 is easy. This is where everybody needs to stay the course. It’s taking a
step beyond and risking significant amounts of capital in your after-tax investment accounts when the
markets are going down every day that is extremely hard.

Maybe everything is relative, and those telling me to “stay the course” are simply maxing out their
401(k)’s to the tune of $18,500 a year and not referring to investing multiple times extra in after-tax
investment accounts. No matter. Right now, I fear having to go back to work full-time to provide for
my family more than anything else.
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Evaluating Your Risk Tolerance
Here are some questions you should ask yourself to discover your risk tolerance.

* What percentage of your annual salary or annual expenses are you willing to lose before you start
getting extremely uncomfortable? My answer: six months worth of expenses.

* How much longer are you willing to work to make up for any large losses? My answer: three months.

* How much time are you willing to spend away from your family? My answer: no more than three
days a year for the first five years.

* Have you been laid off before? If so, chances are higher than average you will be laid off again
during the next recession. My answer: yes, but on my terms with a severance.

* How much in after-tax capital did you put to work during the 2000 and 2008 financial meltdowns?
My answer: not much at all besides maxing out my 401(k).

* Did your losses in 2008-2009 equate to more than a year’s salary? My answer: yes, many years
worth.

* If you lose your job and 40% of your investable assets, do you have enough liquidity and alternative
income streams to hold you over for at least a year? My answer: yes, although my alternative income
streams will likely decline.

* Does your mood tend to follow the market’s ups and downs? My answer: there is a stronger
correlation on the downside.

* Do you confuse brains with a bull market? My answer: all the time.

Whatever you think your risk tolerance is, take it down by 50% and that is more likely your real risk
tolerance. Being overly confident is extremely dangerous when it comes to investing.

Related:

Why Stocks May Be A Better Investment For Some Investors

Recommended Net Worth Allocation By Age Or Work Experience

Investment Ideas At The Top Of The Market

Readers, do you think younger investors are underestimating their risk tolerance? How can we get
people to realize they aren’t as risk tolerant as they believe? Are you an internet investing genius? 
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Author Bio: Sam started Financial Samurai in 2009 to help people achieve financial freedom sooner,
rather than later. He spent 13 years working in investment banking, earned his MBA from UC Berkeley,
and retired at age 34 in San Francisco. Everything Sam writes is based on first-hand experience
because money is too important to be left up to pontification.

His favorite free financial tool he’s been using since 2012 to manage his net worth is Personal
Capital. Every quarter, Sam runs his investments through their free Retirement Planner and
Investment Checkup tool to make sure he stays financially free, forever.

For 2018, he’s most interested in arbitraging the lower property valuations and higher net rental yields
in the heartland of America through RealtyShares, one of the largest real estate crowdfunding
platforms based in SF. He sold his SF rental home for 30X annual gross rent in 2017 and reinvested
$500,000 of the proceeds in real estate crowdfunding for potentially higher returns.
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Accidental FIRE says
June 14, 2018 at 2:43 am

Very good points Sam, it’s all fun and games until your numbers start going way down, then
it gets real. I’m no guru but I did survive 2000 being slightly older than you were at the time,
as well as 2008 without selling. I’m confident I can survive the next one without panicking.
But I know it won’t feel good, and it will no doubt make me question some things in my head
from time to time. Ultimately you have to ignore what your friends are doing and what other
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With volatility in the global currency markets up again, and the rupee already one of the weakest
currencies in the world this year, the debate on the rupee’s correct value has restarted.

“Are foreign capital inflows India’s ‘Dutch disease’?” An astute observer of the

Indian economy asked me this question a few months back. He used the phrase

“Dutch disease” to refer to foreign currency inflows that keep the currency stronger

than it should be, reducing the competitiveness of domestic enterprises, thereby

boosting imports and hurting exports. The phrase harks back to the 1960s when

new discoveries of crude oil had boosted Dutch exports for a while, making their

currency appreciate sharply. This appreciation made other industries

uncompetitive and they atrophied or disappeared; so when oil reserves ran out, it

took a while for the Dutch economy to normalise.

His underlying point is hard to argue against. For all but three years in the last

three decades, India has consumed more goods and services than it produced —

that is, it had a current account deficit (CAD). Foreign capital funded this excess

consumption: In the form of foreign direct investment (FDI), foreign portfolio

investment (FPI), or external commercial borrowings (ECB).

A crisis in plain sight

Raja Mandala: Falling behind on Digital Silk Road

Arithmetic to chemistry

To be clear, foreign capital is not just about getting the dollars for consumption:

Often these investors bring in technology and expertise, and also provide risk

capital (which India is short of) and cheaper funding for long-term investments.

But the persistence of the CAD and the consequent dependence on external flows to

keep the currency stable raise questions on sustainability. A point of serious

concern is that the annual “rent” on foreign capital we have received thus far is

already in excess of 1 per cent of GDP: Royalties and dividends paid by Indian firms

to their foreign shareholders, and interest payments to foreign lenders, rose to 29

billion dollars last year.

With volatility in the global currency markets up again, and the rupee already one

of the weakest currencies in the world this year, the debate on the rupee’s correct

value has restarted. More so because of expectations of a 20 billion dollar deficit

this financial year after several years of strong surpluses: Capital inflows of 55

billion dollars could be well short of the CAD estimated to be in the range of 75

billion dollars. To keep the rupee from depreciating further, the clamour for

another large dollar loan from non-resident Indians (like the one that stemmed the

crisis in 2013) has already started. This may see strong demand again (most
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investors I met recently were almost gleefully waiting for such an announcement,

indicating that this would be an attractive investment for them), underscoring the

point that India has a liquidity problem (that is, a near-term shortage), and not a

solvency problem (people do not doubt India’s ability to repay the dollars in the

future). But this would only kick the problem away for a year or two.

Is a weaker currency the solution? In the near term, India’s CAD is not very

sensitive to changes in value of the currency. Half of our goods imports are things

that we do not have, like crude oil, natural gas, gold, metallurgical coal, precious

stones, uranium and copper. Another fourth are things that we cannot make, like

cellphones, aircraft, defence equipment and capital goods (these include solar

panels, robots, blast furnaces and hot rolling mills for steel). A weaker currency will

only push local prices of these goods higher — while this may bring down demand

for them, this would also mean a broad-based slowdown in the economy. Goods

imported due to lack of cost competitiveness (like Ganesh idols, edible oil and small

appliances), where a weaker rupee may help domestic manufacturers displace

imports, are less than a sixth of total. Similarly, on the side of exports, nearly a third

of the export value add comes from agriculture, and another third from textile,

leather and two-wheelers. A minor decline in the value of the rupee thus is unlikely

to drive export acceleration that will narrow the CAD meaningfully. And a big

depreciation could disrupt the economy for a few years.

The challenge with fiat currencies is that prices are set by crowds: A fundamentally

justified level may only be discovered over a long period of time, and only in

hindsight. Once panic sets in, like it did in 2013, it becomes very difficult to bring

order again. In the interim, the volatility itself damages the economy, as importers

and exporters hedge at inappropriate levels, savers start pushing money out of the

country (advertisements for Dubai real-estate have started appearing again) or

buying gold, and foreign investors hold back on their investments waiting for an

attractive entry point. Crowds look at anchors, and for the rupee, the exchange rate

against the US dollar is the bellwether. So long as the dollar keeps weakening

against other global currencies, the rupee-dollar exchange rate does not show

stress. For now, the US dollar is taking a breather, but if the dollar starts to

strengthen, the rupee’s position becomes precarious.

The conventional approach to protecting the currency is raising interest rates —

this signals to the currency markets that the economy is willing to bear the pain of a

domestic demand slowdown to protect the currency’s value. But pushing down

growth for the whole economy is perhaps too high a cost.

While much of public commentary stresses on oil prices, which are indeed a

concern, a large part of the recent deterioration in India’s balance of payments

could be because of capital flight. Sustained high imports of precious stones and

pearls (where given the subjectivity in valuation, prices can be over-stated to send

money out of India), and the surprising pick-up in FDI repatriation (that is, firms

pulling back funds they had invested earlier) have together added more than 15

billion dollars to the balance of payments deficit over the past year. While both can

have benign explanations too, one cannot help but suspect money escaping India

fearing a crackdown on black money, helped along by the impact of unwinding of

the Mauritius and Singapore tax treaties.

Targeted mechanisms to slow these down may help. Politically unattractive as they

may be, higher retail prices of petrol and diesel may also help. India is now a large

part of the incremental demand for crude oil globally: If higher prices slow down

demand growth, as they have done to some extent in the last two months, it may

even cool oil prices. Over the medium-term, measures like a change in our energy

mix, greater indigenisation of electronics and defence manufacturing, and higher

agricultural exports can help the economy get over the worryingly frequent bouts

of currency volatility.

The writer is India Equity Strategist for Credit Suisse 
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AI MADE A MOVIE—AND THE
RESULTS ARE HORRIFYINGLY
ENCOURAGING

THERE’S REALLY NO nice way to put this: In his new film, Zone Out,
Silicon Valley star Thomas Middleditch makes you want to do just that.
It’s not simply that he talks about having sex with a jar of salsa, it’s also
that he looks absolutely ghastly. His face appears to flicker in and out of
the head that houses it; his mouth, normally in a wry downturn, droops
and then disappears. His co-star, Elisabeth Gray, doesn’t fare much
better: a mustache—someone else’s—finds a home above her lips.

The director of the film, who goes by “Benjamin,” was not available for
comment. Benjamin is an AI—one that created Zone Out in a matter of
48 hours, piecing it together out of thousands of hours of old films and
green-screen footage of professional actors. The resulting movie,
created for a two-day AI filmmaking challenge, is not going to win
awards.

But it’s still impressive. And the real live humans who made Benjamin
are taking steps toward automating video creation at a time when
artificial intelligence and face-swapping technology are enabling a
sketchy line-blur between what’s real and what’s not. Fictional
narratives, you could say, are never real, but the people who write them,
direct them, and portray characters in them are. Benjamin changes that.

Learning on the Job
Zone Out isn’t the first film that LA-based director Oscar Sharp and his
team have made together. (Sharp calls himself “director of the director,”
since auteur credit goes to Benjamin.) Benjamin’s debut was back in
2016. Sharp and Ross Goodwin, a creative technologist at Google,
entered the 48-hour challenge as part of the Sci-Fi London film festival,
and fed a bunch of sci-fi movie scripts to a neural network to see what it
would spit out. It was also the first collaboration with actors
Middleditch, Gray, and Humphrey Ker, who all gamely read the lines that
the AI had written. The film, Sunspring, secured a top-ten spot at the
challenge.

At the time, Sharp and Goodwin called the AI “Jetson.” Eventually,
though, Jetson named itself—in a stunning display of creepiness.
“What’s next for you, Jetson?” someone asked the AI during a live stage
interview at the fest that year. “Here we go,” it replied. “The staff is
divided by the train of the burning machine building with sweat. No one
will see your face. The children reach into the furnace, but the light is
still slipping to the floor. The world is still embarrassed. The party is
with your staff.”

The infrastructure that creates good, new jobs.
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“My name is Benjamin,” it concluded.

It was this sort of poetic gibberish that encouraged Sharp and Goodwin
to enter the contest again the following year, this time with a new set of
actors (including David Hasselhoff) and with the intent to actually
collaborate with the AI. “We wanted to do a lot of what Oscar and I
talked about from the beginning, which is technology as augmentation
rather than replacing humans,” says Goodwin. This time, Benjamin
generated a scene's dialogue from the works of Shakespeare and
subtitle tracks from other films, while Sharp wrote the passages the
framed each scene. The result, It’s No Game, ended up winning third
place.

For this year’s Zone Out, Sharp and Goodwin re-engaged the cast from
the first film and decided to take it in another direction: letting
Benjamin do everything. Utilizing face-swapping and voice-generating
technologies, the crew not only commissioned Benjamin to write the
script, but also to select scenes, place actors’ faces on existing
characters—i.e., putting Middleditch’s face over Vincent Price’s—and
string sentences together using voice recordings from the actors.

“What I was really trying to do is attempt to automate each part of the
human creative process,” Sharp says, “to see if we learn anything about
what it really is to be a human person creating films.”

In just two days they produced a film. Goodwin used a laptop to monitor
Benjamin and occasionally sample scenes, but the AI is entirely cloud-
based. Goodwin and Sharp trained the neural networks on Amazon Web
Services – “basically the AWS version of Nvidia’s DGX-1,” Goodwin says
—and at one point were using 11 different GANs for the face-swapping.
(A “GAN” is a generative adversarial network, a pair of neural networks
where one is generating content and the other is judging content.) They
also used TensorFlow, Google’s machine learning network.

The end result is unpolished, and mostly nonsensical. The team also ran
out of time to generate dialogue from the actors’ own voices, so they
plugged in robo-voices. But while Zone Out didn’t place in this year’s
London Sci-Fi 48-hour challenge, both Sharp and Goodwin are buoyed
by the fact Benjamin got the film done at all, even if it didn’t win the
love of judges this time around. (Like Sharp and Goodwin's previous two
AI films, Zone Out was acquired by our sister publication Ars Technica.)

Besides, even if the result isn’t spectacular, it’s spectacularly timely—
especially given the recent rise of “deepfakes,” fake porn created by
using open-source machine learning software to put a celebrity’s face
on the body of an adult film actor. “Face-swapping has been used for
very horrifying, non-consensual porn, which speaks a lot to this
technology,” Sharp said. “And I said, well, let’s have this story be about
consensual usage.”

It’s not just porn that AI and machine learning are fundamentally
changing. In the past year, researchers have shown how high-profile
figures—like, say, a president—can be manipulated to make it seem as
though they’re saying something he or she never really said. A couple
weeks ago, Oscar-winning filmmaker Jordan Peele released a PSA in
which he puppeted Barack Obama using Adobe After Effects and
FakeApp.

The Zone Out actors are aware of Benjamin’s implications, too. As far
back as 1994’s The Crow, technology has been used to digitally recreate
or extend an actor’s presence after she or he is no longer available. That
might be enjoyable for audiences who just want to see the thing they
want to see, but Middleditch says these artificial renderings are
“weird,” and, in some cases have the potential to be dangerous.

“With all this stuff, it starts out with people just wanting to do this cool
thing,” Middleditch says. “Like Mark Zuckerberg made a platform to
connect with friends—and now, fast forward several years, and he’s in
senate hearings discussing the destruction of the fabric of our society.”

“So, now people just want to make AI,” Middleditch continued, “but as
with everything that people create, others will come around and
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infiltrate it with their own mysterious means and intent, especially
facial technology.”

His Zone Out costar Elisabeth Gray has a slightly more optimistic view.
“If this fails, I’ll be employable for the rest of time,” Gray says. “And if it
in fact works, then I may not be employable as an actor, but at least I
will have been there at the moment when we realized we were going to
be replaced by computers.” There's no need for her to worry; Benjamin
may be an auteur in title, but the finer points of the artistic process
continue to elude him.

At least, for now.

More Great WIRED Stories
How Facebook groups became a bizarre bazaar for elephant tusks

PHOTO ESSAY: The trailblazing women who fight California's fires

Israel's self-flying 'Cormorant' whisks wounded soldiers to safety

Climate change has made zombie ants even more cunning

The state of federal government cybersecurity is bleaker than you
think

Hungry for even more deep-dives on your next favorite topic? Sign up
for the Backchannel newsletter

RELATED VIDEO

CULTURE

'Silicon Valley' Cast Explains What Real Startups Do
Mozido? Nutanix? We gave the Silicon Valley cast the names of real startups and asked them to
guess what they do. This is NSFW, so put those headphones on.

#MOVIES #ARTIFICIAL INTELLIGENCE

WATCH

'Silicon Valley' Cast Explains What Real Startups
Do

SPONSORED STORIES

FAR AND WIDE

15 Prehistoric Creatures
That Are Still Alive
Today

MANSION GLOBAL

Jennifer Lawrence,
World’s Highest-Paid
Actress, is Making Real
Estate Moves

CONTENT.ICICIDIRECT.CO
M

Learn Treasury &
Banking with IIM
Indore.Work ex.reqd. 2
yrs.

TRENDINGSTOCK TODAY

What Are The 10
Biggest Tech
Companies In The
World?

WITTYFEED

Aishwarya Rai's
Classmate Reveals Her
College Time Secrets

WE RECOMMEND

MICHAEL HARDY

These Celebrity Portraits
Are Fake. Sort of

GRAEME MCMILLAN

While You Were Offline: So
What Did Trump and Kim
Jong-Un Agree on Anyway?

BY ANGELA WATERCUTTER
AND EMMA GREY ELLIS

POWERED BY OUTBRAIN

The Most Promising
Indie Games That
Showed Up at E3

SIZE ISN'T EVERYTHING

JULIE MUNCY POWERED BY OUTBRAIN

VIEW COMMENTS

BUSINESS CULTURE GEAR IDEAS SCIENCE SECURITY TRANSPORTATION

AI Made a Movie—and the Results Are Horrifyingly Encouraging SIGN IN SUBSCRIBE

https://www.wired.com/story/tusks-horns-and-claws-inside-the-fight-to-destroy-the-animal-parts-bazaar-on-facebook/?mbid=BottomRelatedStories_Sections_4
https://www.wired.com/story/portraits-san-francisco-female-firefighters/?mbid=BottomRelatedStories_Sections_4
https://www.wired.com/story/tactical-robotics-cormorant-autonomous/?mbid=BottomRelatedStories_Sections_4
https://www.wired.com/story/climate-change-made-zombie-ants-even-more-cunning/?mbid=BottomRelatedStories_Sections_4
https://www.wired.com/story/federal-government-cybersecurity-bleak/?mbid=BottomRelatedStories_Sections_4
https://www.wired.com/newsletter/?name=backchannel&sourcecode=BottomStories
https://www.wired.com/tag/movies/
https://www.wired.com/tag/artificial-intelligence/
https://paid.outbrain.com/network/redir?p=FrjRgTlDCs9FFcWbhPA_T9Lt2vOK-RsCuwb-yKOf4H47_u-5sE2Y73oIjX6MjsFclDg_eSyy7qaR5IvyzWDSy-wNMMDnLp0wB1H-f5RYBVfqsDGIEob7_a7dbvcitfP7aLMp8A8E7bYNHozTHGHwtadmC_QW-ORcVtSIfCc2RypEfUYekeSSR8XkkdNyVGXYEBP2Hqj3ejMthHIU385DmQPNsYi-xZE1Ye7F_bPeX6uL80u_BonWEzVmnx6KH-ZwK2D8ut2BBUZnj7RfWqx97ac3nxBj5zGqYRFN88McvOBAoxwVhPi3cQU0idHi75yBdqbXOdTv6bd5tO0wA0ew-2x11WvjsFAkmwChxL1YEn_t2vuL9Fz-VYUwc-pGz8I_aHMcft-GmCCS1z-KM_ngrBdNnFecAWrKjihYHinK4k4s3UcQILUJzT7bEijB5NKE7bR4LzclBSYNwk3a77uXABKwuSKVlUL9sQeYfW15cdBM57U1zD5i0aXqHGtQ1EdHVEHl8eoYg5RruLJYjo_maN-aeIPfPiStfE3m7OqnD1zb13IeH17E6S2h4ebJGuM0gxd3cSfuxSFq0PYv5Qf0j2eS3hwOK3YxIX7R-mZWRXvD2IabTx08zGbiamXHOCM6eSRYbEtSKaRL1Lh0sTbtmI89viuTJMNFERxz3dp4Azyp9VZADVCBSfGRhtoXJNSklza1FidSetprgifKcaU0M72AtoGBMaGnGluar7Ov8oXEBKcL4P3lIzc750opoKvcrMtBGvMYURANMSoFMqKNXQmHKzrXcI3GnqS5UNWicMwKft6hzWCeWtHIE8s138FgKpB6A9igSHq9Vz-K71p5ykxKj2hkxOGn_Zk0ZNmPqKdse-KWDNCSrlDGudhyXeoFzLFtHH7IDxIECyislJoQkN7Glt30YOU8-OP8nllmYxQbckcYmhjnE3-b5MLyrShZu7pvF7npSvro9bgXeR5RzE2YeqEiIVSNYwMREOdvIVZ7YiNarwO5-ZlcoiJafkM2&c=1cd11c06&v=3
https://paid.outbrain.com/network/redir?p=Zizhjl17QTUf-kK4WhE64M6VndBYZZQFu21xxNMfzv3bC0NB4YqCkPjP9AQVFXWY56PDlBK3pdt8cHrUDz094rqL9dz3zivJ6ZKhyQr-FCtcorXNiXPth3o6QXlyamhQx_hB1w2wIkJiyIz7HKWJ4geFQVQO-EbZtsNwuCbj0nrC9GS9ioPDdgmPKTX9vS0P5UyCGMerQ54yQ6sm5yaLbbDHGwgDV6iiCyfRsEBobOMshDSSR43N-LG1v393fxcLUSAPi7kgb84SSln_cW_nySeKahnwV77zuIMikqRFBcmgiZJoTSeXget6YGv-ecCeOvfluBCjuOTFBG7_JXkyrzDqaKdKbu4f_ivdQrYXYPJa-6qsY3UfJhOWbEaZ-7Mic4FXdrt0vEkmJDbkCayXYa3hmQmnoLDjIUo5aAdDHAN2GQ8EUL97Jb9N_zq8GjkroVEHMz4IEm3m_qVcARyYR1O4nv42FoscjgNYViEjKmdw2JK48iHdHEIcaEIussFkHQNLEVlnYd-m6PF5X3OSRoSqq3zPyA6_dSGfoGGJnzOCSgdu9rZgRzNTp3HDjK6zKk2x-gXwa_U-P-OlsdU-l3HZLAac-MX-C0zGLq4RkUWsE6mO53GGUUR5aYprULy2eCORlfqpEobr-e6wJDJw_MeSEwjokfL6HC6lNajHZtN69c570-XUuknglrGA5L0l73mE9eIzcCkKWYQb-0Zq_7C8Iv8iaIw5Z1REDAAgobwDwCffSxdW7KPCrCFTV5oRCX7_ytpj5nhMVeKpEO5l8h2ysq1TGguUVOC9SsIvgtr4JrDxWM-6sXeu0q2LFw0XkwEn8avDyxE95jx8_WWomNr6sHLImeTZ5EH80LrLWTBJ2pmT2tzFG7kxe9VLfqSDqGG7KCIcLKKAc3eVy6DeLTf-BGd3fR4iitDmYN17NT5K0zVxmd0dRQS5MI7Hmn6Cy_XKTv2VZJWiVPBDjX_XXwDJYZ5Koa18_P2KA_TtWP9tVrblZ1bsZ1LZAE-M4d-5&c=9f4fe109&v=3
https://paid.outbrain.com/network/redir?p=JJOzU6krKiIWufZ7GDGPn0YhOa119LZ3krMTuKlzxEWsdT5H1aA2Cj9vsImUdWXsL5il_MJhFoea6uWnYWLdmtep0ecVk3uS5HGeTO3FDQu8DfY-dvjoC5Gr_pU470-PpF2xIvq_fsqxRSK00lGBp1ErvBs8q7eBgO1bp-bndTsSQuJJrYCpdOQXXC0YDuAktDENZmgxJ7WEGP-gMBSLB0-5zyGJIFQAuosrMYTNGQqhFvfOQQHZjFRANmmR8hGZ61yTjuI7MGY1GGwGETv1Ec6J8TplRUyIV1AKgy62a_hPN9u6PY2yqXEcXiaxknXosuvgPX7hZcgFf4pJwcZG-6vk9T9y_Tn9MmU_G6faZXJfNLi1v_9IQ7nH-kSrTUf2YbkyZPDu5P0yYyg7EbDRmvpQvJNxIEifC3tHnQ_0Qo05aziQY5qEMIt5NGNRwnwdEqx_ITIKYS1gO1xb_N2IhXVbxj-9_i1uV3oBQoAIpUbt6dfJrE6G0V5EgH7ZNI6t41TNe-FmvCsfxW7UP1sSVN9JwHca8o9W1W_MZNtiRz8nw3w4DYx0a4tgd-xgXC27NIE081IGO8GgDd5O4-f87o8AJMR85X3l03TpBCnNVwDSPCFle48mBwH2sFMpjzuwd-_Ox9-gaiSbf3tF9KQlkzSQTkuXNzut8xvY6J5usqyPEPeRGBeNJwFn6T6ECBgQMie1G8Z8_nOn5ziVzgau3PleyXZStlXUsBYajHE8liV5_lthDAnTuo2-iJwwPHFER-jOI7xmjjR62yIPl4OhO5QAo-fhW1llAclpMGyRfklnt2H6fgDqYZqh78ejsHeoHCmt3iAL10h21jeCliZZN7vyPimyUbdwJoBnW92Z13DspokZ-ANMEboz2M4HzIIX2aAwuDzEx1VeSa_ZX3A5jgpaGJVhkhoBAg4hGJHZ1XF92Wzcv700wK-CKOMij8NqLSr5WddUAssCXJOnh5jpr9sz80L7ylQKd8r9DMguUNZJBA2ZOViqOvydGHJ806Dy&c=59002d0c&v=3
https://paid.outbrain.com/network/redir?p=kMenLI5P_cyXVyC7XtRp1jI7-l1OCTIiyCdEiBQrM4gwfWbLPxq6mvjredSYSUDNe17-V9ZGmzJU67f8bwn8_37N21yE90xTNCBDGLSJxqCtmJN1IKmO-Ul8SA0OL8S5_Zc3kSDoA8vG2Xmz4UYwpc3ywgAmlwQJ8KkoOsNo7Pj47mBxT1_F2a2MbeU0AnmHo5h8qur0cQOOJHDdSEfHwYh9XRMrxoJRI5vYbr03Y7dhrapsgZCPq4WZqn7VPHBkOOapNKwxVhnvyID6Qvv-c34G4s7rG1AuxvZgB4ZmYFtmVqJpGYc_18jse2iFzFL2IHqIJTHyTP3sLDSKAGPsxF7qMHcdILHECmznkltl3Kdcl1HI9zxI4Gfj0C8q60vUU5VKBqMMKXM_kGrOiOXBBRbqWiKoBuV6SQp7LbKmkFztuQpziEmFIinoHghxoLkRcCRqiMS3Eg3gV0h36_ti94RPaTSudE1wJrn8X8cHG-sGbiP3qp9dp8Sp7zDsj7dvfaBNAcCePJrcveacG1eescU0qBAqAhzIYxQDninGOqB7Z1aLMMoGdrdxmOn1Sw4vTpdQSPuomJlD91nhbgpJ1t9SXEeFkzdAECi349944GTe3D98Nt6xYyaPP9hhEztJdwYlmRHOwFAwdWgAgGzBGeFroKUdd-nhwO88XNVvROz60biVKvuJoj0fD8sbldgeaa_CUziAIC1-g5O5xS0JC08KqTKBAreEnnqCbzvGS9tx6x5SNgXGL00j9oPLFORHybFA0LwQAPGaLgopGm0jY43f0E_BG-YdrYO06EmSfBdDSSGXZZx-0LKRRK9PtkPdWcmB1u6SyB8ZeGMQTouZ77xY6X0FsfipZjL8yKZTuY_mNgZd6YbM0oUfs31YchBhAjRbudVqrkn7sFAo0TTIwQuOuX1P4Axcf1uL5qo5yhcsyVgeGM8edSwpOvdIxX_ajUDbpQug3Z0hB85fsSfR1wd5XmVgyJo5gxOz-LY_Gga-MOIF136UflMbjUfgsM2u&c=6a6afe48&v=3
https://paid.outbrain.com/network/redir?p=9NQiQVRp7G0rTFMU9ctaHRwgY36h2TfYQe5hNR9SL2C2wmqlmTNLC1EhFL5h6-7yai9pmNT8xqeTOCpNoD0k9hnan8pt9i1woopxslZa81Oa2wo-l1PPiEaquOGOOD8LOztGFjvxfuCKK9IXyisEXFTPsD8VVULu90JnjOGwOUb--XAitCtSMoeT0cgZhLvTWFG57eSpgZJIh9uBEwe6bsE1VgBPxRaGyWsgf_KFeBE9aX_p65CvjWcBOqB51boqiNaPIQ2xLifhZPWzreoUFA1pR1Nmvg5os2aJ5NDRM9cbkrtCcvl0Wxqp5e_yU6AxV9BgIB1V6ZvPKDnYynnCK7iXz7K0XoeobJq-o5jVMy8wn1x5SHWvfYy47DAOZPRAQLG0pVIhtOA8GXUEpwt4gIuQ3Ym54E5c0PUaPtRReJhlpq3OsIHvfgz9B6guv9X7Q09ywwsKztfF5-Eferryc3rl1JJ4X4kbw1GfQEtCxS80QwFESunXJqWhCX-q5bxj4VaytLqmJ-SNGr-54JLl_Oa79OTUzp33S_tsQDUHB8pjo38qXUOKQPFnpt9p1jaJ3f9Cw0mCC9h9egSPl4o7erg25NlsQzBwIjMy8v6IA1VNy-f8k1EbxbM7Z2C0anI9lWOzt5fqbnYt3dgN6ODyiDgjkMhgLXD5OBTLndoWRQPQvTCsCD1pTlf3li5GFgT7nli1GwjSL6SrMpiO_8xlXZsmm1FIyM-eKo-8HKNmN7CaFREAm8AEx5xRMa7BDdpHGyJoIlCgicYeTJ2L0NidiT53W8gMdutKyVK95_aohupC-B6gif7zFLDzKljuyvh2RRVmWLYslG-bJj72woMZw2BTHCvhrFZIZtEAocZHAa_VAUcKWEBqq3pWei0_CWkwxV0CtEBJkDhnvIWJ92p7sDKo7OyXdAyRCffjJDvvQsmzyYKVPii6T8yK_5sJmwncUQMPdlvES6kOpWY0wkogobHmkOIHwA3PF_0EyGXutSU2m56oRofCuQmqri-jHmlK&c=63ff031d&v=3
https://traffic.outbrain.com/network/redir?p=-tVm7f27D6POirN6vL8oVTgUc15yPFlhixRLhxAsR1aiBErB8C8qYXExzyXI47zdHViKsRZfORtS1PkHd6NvMYO4GyCMRGZz4mVJRtnFmmJF8c_vuB_dyQAh37x1dRL1g660-oDn9w9EMx0mH_wjC4LF1KneF33Sd2NLBgsMqY3H-bcQ_m4-vop1pvwIpZsqubzUZoxqkRTV176T5xbH6F1kJDC55iKVdmoH2YVen3HxtENUP5uMXC7JW_K3a3mYReMgekEtWAtrwEM-aaQMWofH_TKKi1KlPdI4QOHBMfXt5LL5Ub5WIMGNhlsIaxTjbc2C2IfQDUz0PEuFBMgcqE6by1fmCw9PChiwyIjY41ezvUhD8PKV3rd7a56Ab0ZFriEAvEf7UJIQa_Foc17oGnWeItjD38j7ieLh06DAdp74B7qaMb4uE4frMqZXp_PPRxIJPqRAj03erWFSzWt6ARQIIART879M4A7_06bEe-JAkJbECkv3v06WaBqK_4DiwcI5N3CyCxht_NNYkNqCkxbZt5XwgXyudQC9Bo7FYb9Wb9-ZSz5twCsFM2ZpUb7RKrQiNJ1xxR_BUGfmWi1fw9teSzdoFe35OvtHG2mkGdsxgN2cpchtMTjYLDb0rlyy3b4-Nm2O1Z3otUPtdp1BdwCtPkbeqMlbgJANfezD5FTM1OqwSNcuD6MZWUbk211XE7SZhsr_v2Mwbog3Q7IeaET0fSTC06rteqASDqzhuEie3ycp8jhHQuA7YMoOUVkoT5u5VuNw1KyBhJdPMKPXtqhT_7oSF_u52cdotHBlGWSWxMmrgMMJTT0TMxs4THkK&c=b64e69b7&v=3
https://traffic.outbrain.com/network/redir?p=hISFehMqVimC0lBnndUD1fZo5BoYc8SZcvHhsXoTsHcMYkrsDqVZF-jKQaR5wcmGyP7VXZmzgpfGIWctbYuv0_v7OMma-CBXzZjld3RdNt7gnT3oTn5xdMn-SlszTsmfPdOtCDJdr9wXNrkLtapKIIVzzUdRM9Qa1n-FlL78PAUAl67VNsefwgz8iQHYAuNBg9XmIZ12rpZwfTrdaVx9dPuvdPyk5-iKobO-RD4eEnSbrbQ0_SZ9Alr04yQt0lu0DS3aw_t3ifjQP8vW0Q1DdBpMDfjiGGWgnyUN8my919t_Cq8gdBm-GZqxo2fVov9m5RiQBOfiBKYOg_-b-frXZEPKvEexVUXdZlJc7uj30gUzu5orN2lyxgjltaI72OB_WoQyy2hMA2fUSZBP-FJpwRip49lFq0PuLLlWjUj7pI-1Cga2iVDp6R1HkA4V5HsPWhhWwU6kbEDz6GXxuzSXw5Nrzs2ZDEStXDpXzyjJRKKv_T-Et3lMK8HUFM70TCK3-Xu00-Dc6OxLeMUJDDR45ZuQp9shFyT5xlsb8Nzw_H85HB-vX4XKUk9koVECja-2omjBWZB5O4xZLR6y9G30BbKOSk8mQI1slkIgwxLV86yOHuAwEx4KgdFpPNlQ91QHPTVrHKMhTyv_a47bQd_MDHPRspZan2KNKWL-Qo4gk5HcWnUMcUvkV44q_Mbv5wQoZ_738JWfVPNVlwguu3pdUlZ-FSlguO2Oi_2aFl2LiRwakPZJRuO5_QKeMrvfwFKReJJRtW8XC7pNlIDFfj-L52RoLdveCriLfRMawiJLYSowEolCnp1yPBVnN8dIDwbC&c=6265af52&v=3
https://traffic.outbrain.com/network/redir?p=dedSdy7amDdjyYLxJUph-cJVHbAm4Yx00zMvSd66GqSUysI91rj6BuVXDBgZay-3lAmA7qM14_dShxX07i88_YCzuAC8mGCIyGcY5Qs0bw9YR_hn_0O_piGlRPHEf7JaKWW-X-DEL0wDEmfnZC6mckJb8wu_-LZgM4Ba6ay5iknMFNKz_tDpKdTAiXBisVhpLrpOmEFDGYhssnh4V5H970EkOOW9kAT33EPXdJePID2tYpyyK7W_kx7oX8tokS86vm5a3R-aUXCr2emrgjSYp_IwvMi1eeQLQge8y_6ILKhnjkFV02gFRp5vQ9ffknQx35hbz-s1tAxPeLTESDCrE-3q45UFBoIXigl0Y9O3rOR1lJcK8CEydwG3rApa_F5zCsY-2xoe_CHHUgT7juUWoB7XhV8Vigmt8fVN2kzh_t_YWWJ2D-rqvAxGqlC8e_3PRIOTvsjs7uD0Oj2FtJExW4GbH3C6JZQLPwf77fPjPss6Lm_Nvdoo7g9M31SEVBCTPHsYXk4OTVQGLDzo0ZxXMtg6gkvWlXx5eIVqrxwdjOCipZ0oWmIR9bLv6zxRC5M21_6aamTcIkCSahOQ8iolHOQT5ncrHbXvD_FQ3Nci1K2Ci7DbVval1kKULy5Oj0eqhhTRsRk9LSEpSx6I4Q9lluXCJG_MJaVIYEHPF3fYywloKqk-ryvpcvmp5Efw2RqMcV0gsEyUEN1Xd4162iinBxZ32AQXtqB8eFLh3TG-pRfnWN8Mu5y5HRqMpFXbq5_7jWUJ0EB4m4zd9DQlejII9u94_WxG9SXEORPn5bnDtsesUwOgjvzmoc4IziFnpkGJ&c=9a9ebd8&v=3
https://www.wired.com/story/e3-most-promising-indie-games/
https://www.wired.com/story/e3-most-promising-indie-games/
https://www.wired.com/story/e3-most-promising-indie-games/
https://www.wired.com/author/julie-muncy/
https://www.wired.com/story/cantina-talk-62/
https://www.wired.com/story/westworld-recap-season-2-episode-9/
https://www.wired.com/category/business/
https://www.wired.com/category/culture/
https://www.wired.com/category/gear/
https://www.wired.com/category/ideas/
https://www.wired.com/category/science/
https://www.wired.com/category/security/
https://www.wired.com/category/transportation/
https://www.wired.com/account/sign-in/
https://www.wired.com/go/failsafe
Harshal
Highlight



 

 

  

 

Research analysts 
 

  
 Global Economics 

 Bilal Hafeez - NIplc 
bilal.hafeez@nomura.com 
+44 (0) 20 710 34201 

 Farhaad Mallu - NIplc 
farhaad.mallu@nomura.com 
+44 20 710 20341 

 Henrik Gullberg - NIplc 
henrik.gullberg@nomura.com 
+44 (0) 20 710 30163 

 Joao Pedro Ribeiro - NSI 
Joao.Ribeiro@nomura.com 
+1 212 667 2236 

 Marcin Kujawski - NIplc 
marcin.kujawski@nomura.com 
+44 20 710 28302 

 Shinya Harui - NIplc 
shinya.harui@nomura.com 
+44 20 7102 0038 

 

 

There are not many certainties in life, but one thing we can promise: this is the best 

guide to the World Cup that you will read from a Japanese bank that is collectively 

authored by Swedish, Polish, English, Brazilian and Japanese authors. But before we go 

into the fascinating insights this unusual combination of thinkers have provided, we can’t 

ignore the obvious geopolitical tinge to the World Cup – there is no US. At the basic 

level, this means, we can call football ‘football’ rather than the American ‘soccer’. At 

another level, this continues the trend of the US withdrawing from more and more multi-

country arrangements and organisations. The biggest irony is that the tournament is 

being held in Russia. 

The geopolitics could also appear on the field. We see a good chance of England 

meeting Poland in the knockout stage – which would come at a time when the UK is 

reeling from the result of its Brexit vote, which in part was driven by the wave of 

immigration from many countries including, yes, Poland. Our analysis suggests Poland 

could win this match, though it was conducted by our Polish author, Marcin. Not so fast, 

we write in another section, this time written by an English author, Farhaad. The English 

strike force is quite impressive, having scored the third highest number of goals at club 

level this past season out of all the teams in the World Cup (behind Argentina and 

Uruguay). The other theoretically possible tie-up would be Saudi vs Iran, though we 

doubt they will reach the knockout stages.  

But being analysts, we have to apply some rigour to our World Cup predictions, so we’ve 

decided to apply portfolio theory and the efficient markets hypothesis to the World Cup. 

We look at the value of players in each team, the momentum of team performance and 

historical performance to arrive at three portfolios of teams to watch – the safe havens, 

which we expected to reach the semi-finals: France, Spain and Brazil; the low-betas, 

which could be the dark horses: Poland, Uruguay and Denmark; and the high-betas, 

which are the teams with very low expectations that could shock: Peru and Senegal.  

 

Fig. 1: Nomura’s knockout stage forecast 

 

Source: Nomura 
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In some ways, it would be great if Brazil did win the World Cup given the turmoil the 

country is and has been experiencing the past few years, such as the impeachment of 

former president Rousseff in 2016; the deep recession of 2015-16 that saw real GDP fall 

around 8%; fiscal fragilities at both the regional and national levels that have hampered 

public services; and, of course on a different front, the 7-1 World Cup defeat to Germany 

on home soil in the 2014 World Cup.  

A sixth World Cup victory in Russia would be a significant step in helping Brazil 

overcome that humiliating defeat to Germany in 2014. And perhaps such a victory might 

also be seen in the future as a symbolic moment after which Brazil was able to overcome 

a turbulent few years and enter a period of better news on the economic, social and 

political fronts. While we will have the football answer in July, we will have to wait until 

after October to get a clearer view on the country’s bigger economic and political 

challenges.  

Finally, what about Japan? It is one of the most successful Asian teams, having reached 

the World Cup six consecutive times. But it does not look good. The team recently 

ejected its coach, and our historical analysis suggests that teams that do go on to 

perform poorly. Japan’s saving grace may be that it is in ‘easy’ group. Well, the World 

Cup is almost upon us, so it’s time to sit back and enjoy the greatest sport in the world.   
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The Nomura World Cup portfolio 
 

The 21
st
 FIFA World Cup begins on Thursday. Ahead of the first whistle, we have 

devised a Nomura World Cup ‘portfolio’ featuring teams that we think will ‘perform’ during 

the tournament. Instead of focusing on quantitative models based on rankings we have 

used a more qualitative bottom-up approach taking into account the momentum behind 

the teams as well as thoroughly analysing each team’s squads. In our portfolio we have 

included ‘safe havens’ ‒ France, Spain and Brazil ‒ which we expect to reach the semi-

finals, ‘low-betas’ – Poland, Uruguay and Denmark – which we believe have the greatest 

potential to become the ‘dark horse’ in the tournament, and ‘high-betas’ – Peru, Senegal 

‒ which we think stand a limited chance of getting through the group stage but we would 

not rule out a surprise. For the World Cup’s winner we forecast France, though we also 

think Spain, Brazil and Germany have a good chance of raising the Cup at Luzhniki 

stadium in Moscow on 15 July. 

The first whistle of the 21
st
 FIFA World Cup is scheduled for 18:00 MSK on 14 June, the 

date that marks a start of month-long excitement for football fans around the globe. As 

the beginning of the World Cup is looming, who will perform well at the tournament is 

becoming the leading question for all football supporters.  

Most expectations for the tournament results are based on FIFA rankings or Elo ratings 

which reflect the teams’ results over the past few years. However, we think that such an 

approach may not tell the whole story. At the end of the day, it is the 22 men on the pitch 

chasing the ball for 90 minutes that decide the teams’ performance.  

In the financial industry, the phrase ‘past performance is not indicative of future results’ is 

a mantra and football does not differ much in this regard, we believe. We do not need to 

go far back to find evidence of that. Who would have expected that during the World Cup 

in Brazil four years ago Costa Rica would win the group ahead of Uruguay, Italy and 

England? Thus, instead of focusing solely on rankings and building quantitative models 

around them, we take a broader look at each of the teams and concentrate more on a 

qualitative bottom-up approach to construct our Nomura World Cup ‘portfolio’.  

In much the same way as building an investment portfolio, we want to build a well-

diversified World Cup portfolio with limited risk that will perform well at all times. Not only 

have we looked for underdogs that may surprise (relative to what the rankings suggest) 

but also focused on some safe-haven options that we think have the greatest chances of 

winning the tournament. To do the cherry-picking for our portfolio we have also digested 

the tournament bracket to avoid getting stopped out at the very beginning of the games. 

We have therefore tracked the possible scenarios from group stage up to the final. 

The basic idea behind our exercise was to look at teams in the same way as we would 

look at assets. Hence, as well as analysing recent results we have taken into account the 

momentum behind the teams (we have considered the change in the rankings since the 

previous World Cup) and each team’s value distribution. Asset performance is usually 

judged by rates of return; since we are considering teams as assets, instead of rates-of 

return we checked the values of all the players in a team and looked at their distribution 

with an implicit assumption that the team could play as well as the best player or as 

badly as the worst.  

Finally, we have come up with a portfolio of eight teams (Figure 1): three safe havens – 

which we think have the greatest chance of winning – three low betas – which we 

  

Fig. 1: Nomura World Cup portfolio 

 

Source: Nomura 

 

Safe havens Low beta High beta

France Poland Senegal 

Brazil Uruguay Peru

Spain Denmark
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believe have the greatest potential to become the ‘dark horse’ in the tournament – and 

two high betas ‒ which we think have only a limited chance of getting through the group 

stage but we would not rule out a surprise to the upside. 

We have also prepared the Nomura World Cup scorecard (Figures 2 and 3) in which we 

present our subjective expectations for how the tournament may pan out. We see our 

‘safe haven’ countries – France, Brazil and Spain ‒ reaching the semi-finals, 

accompanied by Poland which we believe has the highest chance of being the dark 

horse in the tournament. In the quarter-finals we also see Uruguay and Denmark – the 

other two of our low-beta teams. We also expect Belgium and Germany to reach the Last 

8 but to get eliminated at this stage by Brazil and Poland respectively.   

 
 

Fig. 2: Nomura’s group stage forecast 

 

Note: The countries highlighted in pink are the ones we think will pass the group in 1st place and those in grey should come 2nd.  

Source: Nomura 

  

Fig. 3: Nomura’s knockout stage forecast 

 

Source: Nomura 

 

Group A Group B Group C Group D

Uruguay Spain France Argentina

Russia Portugal Denmark Croatia

Egypt Morocco Peru Iceland

Saudi Arabia IR Iran Australia Nigeria

Group E Group F Group G Group H

Brazil Germany Belgium Poland

Switzerland Mexico England Colombia

Serbia Sweden Tunisia Senegal

Costa Rica Korea Republic Panama Japan

Round of 16 Quarter-Final Semi-Final Semi-Final Quarter-Final Round of 16

Uruguay Spain

Uruguay Spain

Portugal Russia

France Spain

France Argentina

France Denmark

Croatia Denmark

Brazil Germany

Brazil Germany

Mexico Switzerland

Brazil Poland

Belgium England

Belgium Poland

Colombia Brazil Poland Poland

Final

France Spain

3rd Place Play-Off
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What the rankings tell us? 
Both of the most important rankings of national football teams (FIFA ranking and Elo 

rating) put Germany and Brazil as the favourites in the upcoming World Cup, followed by 

Belgium and Portugal (FIFA) or Spain and France (Elo). These indications are broadly in 

line with bookmakers’ odds which assign the highest probability to Brazil winning the Cup 

(22.2%), followed by Germany (20%), Spain (16.4%) and France (15.4%).  

Further out, the teams’ rankings broadly match, but in a few cases the differences are 

quite visible. For instance, according to indications implied by its FIFA ranking, England 

should make it to the Last 16 but according to the Elo rating the team should reach the 

quarter-finals.   

Meanwhile, our expected top dark horse ‒ Poland ‒ according to its FIFA ranking should 

end the World Cup just shy of the quarter-finals (9
th

 out of the 32 teams participating) 

while the Elo rating sees Poland barely making it to the Last 16. Our other ‘low beta’ 

teams ‒ Denmark and Uruguay – are in the middle of the pack. Denmark is ranked 11
th

 

(FIFA) and 15th (Elo) among the teams playing in Russia while Uruguay is ranked 16th 

and 11th respectively. In the ’high betas’ Peru is ranked 10th among the participating 

  

Fig. 4: World Cup participants’ FIFA rankings (17 May) 

 

Source: FIFA, Nomura 
 

Fig. 5: World Cup participants’ Elo ratings (6 June) 

 

Source: eloratings.net 
 

 

Team FIFA Ranking

Germany 1

Brazil 2

Belgium 3

Portugal 4

Argentina 5

Switzerland 6

France 7

Spain 8

Poland 10

Peru 11

Denmark 12

England 13

Tunisia 14

Mexico 15

Colombia 16

Uruguay 17

Croatia 18

Iceland 22

Sweden 23

Costa Rica 25

Senegal 28

Serbia 35

IR Iran 36

Australia 40

Morocco 42

Egypt 46

Nigeria 47

Panama 55

Japan 60

Korea Republic 61

Russia 66

Saudi Arabia 67

Team Elo Rating

Brazil 1

Germany 2

Spain 3

France 4

Argentina 5

Portugal 6

England 7

Belgium 8

Colombia 9

Peru 10

Uruguay 12

Switzerland 14

Mexico 16

Croatia 17

Denmark 18

Poland 19

Sweden 20

IR Iran 21

Iceland 23

Serbia 24

Costa Rica 26

Senegal 33

Australia 35

Korea Republic 36

Morocco 40

Nigeria 43

Russia 44

Japan 47

Panama 48

Tunisia 49

Egypt 50

Saudi Arabia 63
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teams according to both FIFA and Elo. In contrast, Senegal is ranked 21
st
 (FIFA) and 

22
nd

 (Elo), respectively. 

At the opposite end, Saudi Arabia is seen as the weakest team in the tournament, but 

interestingly the host Russia does not perform well in the rankings either. While this likely 

largely reflects the fact that, as the organising country, Russia has not played in the 

qualifiers, we see little likelihood of the team surprising to the upside in the tournament. 

Still, the bookmakers are likely taking into account the ‘home bias’ as they put Russia 

12
th

 in their potential winner rankings, giving the host a non-negligible 1.5% chance of 

raising the trophy at Luzhniki stadium in Moscow on 15 July. Since low-ranked Egypt is 

also in group A with Russia and Saudi Arabia, our low-beta Uruguay could have an easy 

path through the group stage.  

The momentum indicator – searching for ‘dark horses’ 
The FIFA ranking is the most often used indicator to judge how a team will perform in the 

World Cup. However, by its construction the ranking may underestimate the potential of 

some of the teams and hence does not rightly capture the ‘dark-horses’. In the last World 

Cup held in Brazil in 2014, not all the countries that qualified for the knockout stage were 

among the top 16 countries in the competition. There were four exceptions (Mexico, 

Nigeria, Algeria, and Costa Rica). By focusing solely on the FIFA ranking, we may end 

up in overlooking some underdogs.   

Firstly, the ranking comprises results from the last four years which may be too long a 

period for some teams to be placed at the top of the ranking. In addition, the ranking is 

based on four factors: a) match result, b) match status, c) opposition strength, d) regional 

strength. Since points earned at the World Cup or continental championships are valued 

most, any team missing one of the ‘big’ tournaments is automatically penalised. Also 

weaker teams which do not play against top teams very often do not get many points for 

their opponents’ strength. Lastly, the regional strength used to compile the ranking is 

highest for teams in Europe and South America, so teams that do not meet teams from 

these regions often are disadvantaged. For example, in the ranking for the latest top 32 

countries, European and South American countries account for the majority, while 

qualified countries from other continents do not always show up (Figure 6). 

  

Fig. 6: FIFA/Coca-Cola rankings as of May 2018 

 

 

Note: Countries highlighted in pink are those that qualified for the World Cup in 2018. 

Source: FIFA, Nomura 
 

Fig. 7: Momentum index for the 2018 World Cup 

 

 

Source: FIFA, Nomura 
 

 

1 Germany 17 Uruguay

2 Brazil 18 Croatia

3 Belgium 19 Netherlands

4 Portugal 20 Italy

5 Argentina 21 Wales

6 Switzerland 22 Iceland

7 France 23 Sweden

8 Spain 24 USA

9 Chile 25 Costa Rica

10 Poland 26 Austria

11 Peru 27 Northern Ireland

12 Denmark 28 Senegal

13 England 29 Slovakia

14 Tunisia 30 Ukraine

15 Mexico 31 Republic of Ireland

16 Colombia 32 Romania

35 Serbia 55 Panama

36 IR Iran 60 Japan

40 Australia 61 Korea Republic

42 Morocco 66 Russia
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To solve this problem, we came up with an indicator focusing on each team’s 

‘momentum’. To calculate it we have taken the difference between the ranking in May 

2018 and that in July 2014, when the previous World Cup took place. The idea behind 

the index is quite simple. If it is positive, it suggests that the team has been on good form 

lately which has allowed it to climb the rankings over the past four years, and vice versa. 

By extrapolating the trend we assume that those teams could continue to perform 

strongly going forward. Based on our analysis, in this year’s competition, Poland, Peru, 

and Morocco are the three countries with the highest momentum (Figure 7). 

To enrich our analysis and give us a fuller picture of a team’s potential to become a ‘dark 

horse’ we have combined our momentum index with the FIFA ranking to build a sort of 

matrix to assess which countries we should keep a close eye on (Figure 8).    

  

Fig. 8: Potential ‘dark horses’ in the 2018 FIFA World Cup in Russia 

 

 

Source: FIFA, Nomura  

Fig. 9: Verifying our measure from the 2014 World Cup in Brazil 

 

 

Source: FIFA, Nomura 
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surprising to the upside in the competition (top-right part of the chart) as they already are 

fairly high in the ranking. Based on our analysis we suggest keeping an eye on: Poland, 

Peru, Tunisia and Denmark.  

To verify whether this method of choosing teams is a valid way of seeking some alpha in 

our portfolio we have back-tested this approach against the results of the 2014 World 

Cup in Brazil (Figure 9). Indeed, our method seems to be very efficient in capturing 

teams that performed well in that tournament. 

All three countries (Belgium, Colombia, and Switzerland), which then were in the top-

right part of our matrix, advanced to the knockout stage. Colombia and Belgium were 

eliminated in the quarter-finals while Switzerland reached the Last 16 after an extra-time 

goal against Argentina. On the flipside, only one team (Nigeria), which was in the 

bottom-left part on our chart (teams with weak momentum and low ranking), managed to 

get through the group stage. 

More interestingly, some teams that were not high in the FIFA ranking but scored well on 

our momentum indicator were the biggest surprises in the last World Cup, which 

confirms the usefulness of our analysis. Costa Rica reaching the quarter-final was 

probably the biggest surprise  of the tournament, while Mexico advancing to the 

knockout stage ahead of Croatia and Cameroon, and Algeria getting through the group 

stage ahead of Russia and the Republic of Korea were certainly developments that were 

not so easily predicted before the tournament began. Against this backdrop, we would 

not rule out some of the teams that are residing in this part of our matrix this time around 

(Senegal, Morocco, Australia, Iran, and Iceland) possibly surprising to the upside.  

 

Value distribution – analysing the fundamentals  
As we mentioned earlier, in football just like in the financial markets past performance is 

not always the best indicator of future results. We have therefore decided to analyse the 

teams’ ‘fundamentals’ to judge which teams may have the highest chances of performing 

well in Russia. Since a football team’s results are an outcome of 11 players’ performance 

on the pitch we take a closer look at the features of the 23-man squads participating in 

World Cup 2018.  

The biggest problem with this was finding all the information we needed to assess the 

teams’ potential. Eventually, we decided to tap the players’ transfer values from the 

transfermarkt.com portal as they offered the fullest picture of the teams’ rosters.  

The idea behind our analysis was to look at teams in the same way as we would look at 

assets, whose performance is usually judged by rates of return. For the teams, instead of 

rates of return we use player values and look at their distribution with an implicit 

assumption that the team could play as well as the best player or as badly as the worst 

(Figure 10). 

Efficient market hypothesis is a cornerstone of pricing models in the financial industry 

and we have used the same assumption in building our World Cup portfolio. However, if 

that were the case there would be no chance of generating any alpha. As such, we have 

taken our results with some reservations, leaving ourselves some leeway in terms of final 

portfolio allocations. 
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Fig. 10: Value of teams – various statistics (EUR mn) 

 

Source: Transfermarkt.com, Nomura 

There are two obvious shortcomings of using the market values as a proxy for how much 

the players are worth. First, older players may be valued less than younger ones even if 

their skills are higher – just like assets which may have strong fundamentals but if they 

are close to maturing they will not offer significant rates of return. And second, clubs in 

some leagues may have higher budgets at their disposal which allows them to offer 

higher transfer values than less wealthy teams.  

In the team value distributions we sought for the same characteristics we would look for 

in assets’ rates of returns (Figure 10): high average/total value, high upside potential 

(max value), low volatility, low kurtosis (no fat-tails), and positive skewness (greater 

potential for upside rather than downside surprises).  

To correct somewhat the deficiencies of our approach we have extended our study and 

also watched for other characteristics of the teams that may be useful in assessing their 

potential. We have therefore used data on average number of caps in each team – to  

  

Team Total Max Coeff. of variation Kurtosis Skewness

France 1,076 120 0.65 0.04 0.75

Spain 1,035 80 0.52 -1.25 -0.17

Brazil 950 180 0.99 4.91 1.91

England 874 150 0.90 4.47 2.07

Germany 872 80 0.50 -0.26 0.14

Belgium 758 150 1.12 4.15 2.09

Argentina 708 180 1.35 7.08 2.53

Portugal 468 100 1.05 8.47 2.54

Uruguay 368 70 1.24 4.37 2.03

Croatia 341 50 0.85 1.53 1.30

Senegal 287 70 1.36 5.95 2.39

Poland 260 90 1.66 15.42 3.68

Denmark 253 80 1.60 11.99 3.31

Colombia 251 65 1.38 7.57 2.64

Serbia 240 70 1.47 10.87 3.18

Switzerland 213 40 1.02 3.74 1.76

Egypt 197 150 3.61 22.70 4.75

Mexico 144 22 0.90 2.04 1.61

Russia 138 16 0.78 -0.08 0.90

Nigeria 131 25 1.27 1.24 1.51

Morocco 127 25 1.31 3.03 2.04

Sweden 116 25 1.29 7.15 2.79

Korea Republic 84 50 2.83 21.16 4.54

Iceland 74 30 1.98 15.57 3.78

Japan 72 13 0.92 5.03 2.00

Tunisia 58 10 1.12 2.83 1.93

Australia 55 10 1.07 3.96 2.04

IR Iran 44 9 1.20 5.86 2.55

Costa Rica 42 18 2.00 19.37 4.27

Peru 37 6 1.01 1.46 1.49

Saudi Arabia 19 1.5 0.40 0.66 0.95

Panama 9 0.8 0.46 -0.56 0.03
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Fig. 11: Average number of caps in the team  

 

Source: Transfermarkt.com 
 

Fig. 12: Number of players in the top 5 leagues  

 

Source: Transfermarkt.com 
 

 

see how experienced each team is – and number of players in the Top 5 leagues 

(England, France, Spain, Germany, Italy) to give us a proxy for quality of players in the 

team (Figures 11-12). Of course, such metrics have their weaknesses. Greater 

experience of players may also mean that the team has an older squad, while national 

teams from the ‘Top 5’ countries will naturally have a greater number of players in the 

local league. Still, using a higher number of indexes should give a fuller picture of the 

teams. 

We have also taken a closer look at particular formations in the teams. Although all 

players are an important part of a team, sometimes a few good players may suffice to 

perform well. Hence, we have analysed the value of the 11 most expensive players in 

each team and looked at the value of players in each formation assuming that all teams 

play in the same system 1-4-4-2 (Figures 13-14). 

  

Team Avg caps

Mexico 62

Panama 61

Costa Rica 51

Belgium 45

Japan 44

Uruguay 42

Spain 41

Germany 40

Croatia 40

Iceland 39

Portugal 39

Switzerland 37

Egypt 37

Argentina 36

Poland 34

Peru 33

Colombia 31

Sweden 31

Brazil 29

IR Iran 29

Australia 29

Korea Republic 28

Russia 28

Denmark 26

Senegal 26

France 25

Serbia 25

Nigeria 25

Morocco 24

Saudi Arabia 23

England 20

Tunisia 19

Team TOP 5 players
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Germany 23

France 23

England 23

Belgium 19

Switzerland 19

Brazil 17

Croatia 16

Argentina 15

Denmark 15

Senegal 15

Poland 14

Sweden 14

Colombia 13

Japan 13

Serbia 13

Uruguay 11

Portugal 11

Nigeria 10

Morocco 9

Tunisia 7

Mexico 5

Egypt 5

Costa Rica 5

Korea Republic 4

Iceland 3

Australia 3

Saudi Arabia 2

Peru 1

Russia 1

Panama 0

IR Iran 0
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Fig. 13: Value of top 11 players in detail (EUR mn) 

 

Source: Transfermarkt.com, Nomura 

 

 

 
 

Fig. 14: Ranking implied by formation strength 

 

Source:Transfermarkt.com, Nomura 
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Brazil 2 687 260 232 145 50
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England 4 625 240 200 155 30

Belgium 5 586 200 220 106 60

Germany 6 580 95 225 200 60

Argentina 7 481 280 110 87 4

Portugal 8 342 140 120 62 20
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Poland 12 228 108 65 35 20
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Portfolio allocation  
Based on the analysis of the data above, and taking into account the tournament 

bracket, we have decided on the following allocation for the World Cup in our portfolio: 

Safe havens 
1) France 

Positives:  7
th

 in FIFA ranking , 4
th

 in Elo rating, most expensive team in the 

tournament (over EUR1bn), low volatility in players’ values, close to normal 

distribution, positive skew, no weak formations, all players playing in top 

leagues, relatively easy group and possible path to the final 

Negatives: The team is not very experienced 

2) Brazil 

Positives:  2
nd

 in FIFA ranking, 1
st
 in Elo rating, third most expensive team in 

the tournament (EUR950mn), low volatility in players’ values, a well-

experienced team, most players playing in top leagues, relatively easy group  

Negatives: The team is not very experienced, high kurtosis pointing to greater 

risk of unexpected results though with a positive skew, possibility of meeting 

Belgium as early as in the quarter-final    

3) Spain 

Positives:  8
th

 in FIFA ranking , 3
rd

 in Elo rating, second most expensive team 

in the tournament (over EUR1bn), low volatility in players’ values, all players 

playing in top leagues, very easy group and possible path to Last 8    

Negatives: Negative skew, weaker attacking formation  

 

Low betas 
1) Poland 

Positives:  10
th

 in FIFA ranking, twelfth most expensive team in the tournament 

(EUR260mn), highest momentum among World Cup participants, good 

attacking formation and goal-keeper, world-class player in Robert 

Lewandowski, quite a lot of players in top leagues 

Negatives: 19
th

 in Elo rating, high volatility in players’ values, very high kurtosis 

though with a positive skew, weaker defensive formation and mid-fielders, 

tough group with Colombia and Senegal (we hedge against this risk by 

including Senegal in the high beta part of our portfolio), possibly England and 

Germany on the way to the semi-final 

2) Uruguay 

Positives: 12
th

 in Elo rating, ninth most expensive team in the tournament 

(EUR368mn), a well-experienced team, relatively many players in top leagues, 

very easy group, good attackers and defenders, world-class players in Luis 

Suarez and Edinson Cavani  

Negatives: 17
th

 in FIFA ranking, high kurtosis though with a positive skew, 

possibility of meeting Portugal as early as in the Last 16, weaker mid-fielders 

and goal-keeper 

3) Denmark 

Positives: 12
th

 in FIFA ranking, thirteenth most expensive team in the 

tournament (EUR253mn), low volatility in players’ values, good mid-fielders, 

defenders and goal-keeper, quite a lot of players in the top leagues, relatively 

easy group though Peru may surprise (we hedge against this risk by including 

Peru in the high beta part of our portfolio), fairly high momentum, world-class 

player in Christian Eriksen   

Negatives: 18
th

 in Elo rating, high kurtosis though with a positive skew, not very 

experienced team, weaker attackers, possibility of meeting Argentina in Last 16 
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High betas 
1) Peru 

Positives:  11
th

 in FIFA ranking, 10
th

 in Elo rating, very high momentum  

Negatives:  Low value of the team, only one player in Top 5 leagues, not very 

experienced team, tough group with France and Denmark 

2) Senegal 

Positives: High momentum, 11
th

 most expensive team in the tournament 

(EUR287mn), quite a lot of players in top leagues, good attackers and 

defenders, world-class player in Sadio Mane  

Negatives: 28
th

 in FIFA ranking, 33
rd

 in Elo rating, high kurtosis though with a 

positive skew, weaker midfielders and goal-keeper, tough group with Poland 

and Colombia  
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Can Samurai Blue perform a miracle? 
 

History 

Japan is one of the most successful teams in Asia, having qualified for six consecutive 

FIFA World Cup tournaments. The team twice reached the second round, including in 

2002 when it jointly hosted the tournament with South Korea. More and more players 

have European league experience, and domestic league players’ skills are improving 

because more foreign players have been invited to play in Japan.  

Key players 

Keisuke Honda (C.F. Pachuca) 

Shinji Kagawa (Borussia Dortmund) 

Shinji Okazaki (Leicester City F.C.)   

Makoto Hasebe (Eintracht Frankfurt)     

The sudden dismissal of the head coach 

The squad’s performance in recent international friendlies has not been good. Japan 

achieved a 1-1 draw with Mali, and a 2-1 loss with Ukraine in March, with neither 

advancing to the World Cup. Japan’s soccer association fired head coach Vahid 

Halilhodzic only two months before the World Cup and replaced him with Akira Nishino. 

The association president, Kozo Tashima, cited communication problems as the reason 

and said the players had lost confidence in their coach. Halilhodzic dropped the biggest 

star players, Keisuke Honda and Shinji Kagawa, from the squad, which led to a fierce 

debate in Japan. The new coach, Nishino, has been given little time to prepare the team 

for the World Cup after Halilhodzic’s sudden dismissal.  

Past lessons from coach replacement 

Past experience shows us that replacing a coach at the last minute before the World Cup 

tends to led to failure. There have been 12 instances of last-minute coach replacement 

since the 1994 World Cup, and only one case was successful (with the team advancing 

to second round). This is likely because of the difficulty in understanding the strategy and 

putting a team together in a short period of time. In Japan, Nishino will likely find this 

quite a challenge.    

  

Fig. 1: Replacement of coach and World Cup result 

 

Source: FIFA, Nomura 

 

Outlook for the 2018 World Cup 

Japan is in Group H with Poland, Senegal and Colombia, all currently having a higher 

FIFA ranking. Although the situation is tough, at least Japan is unlikely to come under 

great pressure to win. In a sense, this is a very big advantage. Looking back at Japan’s 

previous World Cup results, they seem to have done well despite losing in friendlies. In 

addition, the team has an experienced group of players at its core, several of whom will 

be appearing at their third World Cup, and should help too. Eiji Kawashima, Keisuke 

Honda, Yuto Nagatomo, Shinji Okazaki and captain, Makoto Hasebe, all played in 2010 

and 2014. Maybe their motto should be: winners never quit, quitters never win. 

 

 

  

World cup dates Country Resign dates Previous coach New coach World cup result

June-July 1994 Saudi Arabia Mar-94 Leo Beenhakker (Netherland) Jorge Solari(Argentina) 2 won 2 lost (advance to Second Round)

June-July 1994 Cameroon Dec-93 Leonard Nseke(Cameroon) Henri Michel(France) 1 drawn 2 lost(defeated in First Round)

June- July 1998 Saudi Arabia Dec-97 Otto Pfister(Germany) Carlos Alberto Parreira(Brazil) 1 drawn 2 lost(defeated in First Round)

June- July 1998 Cameroon Apr-98 Jean Manga Onguene(Cameroon)Claude Le Roy(France) 2 drawn 1 lost(defeated in First Round)

June- July 1998 Iran May-98 Tomislav Ivic(Croatia) Jalal Talebi(Iran) 1 won 1 drawn 1 lost(defeated in First Round)

June- July 1998 South Africa Mar-98 Jomo Sono(South Africa) Philippe Troussier(France) 2 drawn 1 lost(defeated in First Round)

May-June 2002 South Africa Mar-02 Carlos Queiroz(Portugal) Jomo Sono(South Africa) 1 won 1 drawn 1 lost(defeated in First Round)

May-June 2002 Tunisia Mar-02 Henri Michel(France) Ammar Souayah(Tunisia) 1 drawn 2 lost(defeated in First Round)

May-June 2002 Nigeria Feb-02 Shuaibu Amodu(Nigeria) Festus Onigbinde(Nigeria) 1 drawn 2 lost(defeated in First Round)

June-July 2006 Togo Feb-06 Stephen Keshi(Nigeria) Otto Pfister(Germany) 3 lost(defeated in First Round)

June-July 2010 Republic of Cote d'Ivoire Mar-10 Vahid Hailhodzic(Nigeria) Sven-Goran Eriksson(Sweden)1 won 1 drawn 1 lost(defeated in First Round)

June-July 2010 Nigeria Feb-10 Shuaibu Amodu(Nigeria) Lars Lagerbäck(Sweden) 1 drawn 2 lost(defeated in First Round)
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Brazil: The team should recover, but will the 
country? 
 

Since 1994, the World Cup and Brazil’s presidential elections have coincided in the 

same years, roughly three months apart. In the six World Cup tournaments since then, 

Brazil has seen the good (titles in 1994 and 2002), the bad (quarter-final defeats in 2006 

and 2010) and the ugly (a 7-to-1 loss in the semi-finals in 2014 in Brazil, which made the 

loss in the 1998 final seem relatively okay).  

On the electoral front, the presidential races brought, on average, nearly 100mn voters to 

the ballots in each election (link). Government-supporting candidates won in five of the 

six elections, in highly polarized races between the Workers’ Party (PT) and the Brazilian 

Social Democracy Party (PSDB).  

In 2018, we expect the situation to be pretty unique. While the football team seems to 

have overcome the 2014 upset and we expect it to retake its standing as a perennial top 

contender, the electoral front is clouded by numerous atypical factors that suggest Brazil 

is likely to see a different type of race.  

In the past five or so years Brazil has experienced several meaningful shocks: the widely 

reported Lava Jato corruption investigations that have resulted in many once-prominent 

politicians becoming electorally inviable; the popular protests from June 2013; the 

impeachment of former president Rousseff in 2016; the deep recession of 2015-16 that 

saw real GDP fall around 8%, one of the worst declines in the country’s history; fiscal 

fragilities at both the regional and national levels that have hampered public services; the 

recent truck drivers’ strike that caused major logistical disruptions (see: Brazil: How the 

truckers’ strike could impact the country's outlook, 29 May 2018); and, on a different 

front, the 7-to-1 World Cup upset in 2014.  
 

Fig. 1: Brazil World Cup performance x election results 

 

 

Source: Datafolha and Nomura 
 

Fig. 2: Brazil misery index and approval rating 

 

 

Source: Datafolha, IBGE and BCB. * The “misery index” is the sum of the s.a. 
unemployment rate and the yearly inflation rate. “Misery index I” uses unemployment 
data from the PME survey (discontinued in Q1 2016). “Misery index II” uses 
unemployment data from the PNAD survey (available since 2012) 

 

These are unusual conditions and the debate ahead of the October 2018 presidential 

vote seems to have become more about “outsiders vs traditional politics” than the usual 

“the opposition vs the government”. In this out-of-the-ordinary setting, there appears to 

be several schools of thought on the main drivers of the upcoming vote. In general 

terms, we divide them into two groups:  

1) Those who argue that recent developments in the political and economic 

landscape will lead to stronger anti-establishment/outsider candidacies. In this 

scenario, candidates like Jair Bolsonaro (PSL) and Marina Silva (REDE) would 

seem to have an advantage  

2) Those who argue that despite the shake-up in the political system in recent 

years, the structure of the bigger parties remains a determining factor for the 

electoral outcome. In this scenario, candidates like Geraldo Alckmin (PSDB) 

and a left-wing coalition including the PT party, potentially alongside Ciro 

Gomes (PDT), would seem to have an advantage 

We are still quite a way from gaining more clarity on the voting conditions as candidacies 

and alliances are still being decided. Consequently, the scenario is currently marked by 

high uncertainty, a clear market-friendly alternative (Alckmin) who is polling poorly (link), 

1994 - USA Champion (against Italy)
Government-

aligned (FHC)
27 p.p. (1st round)

1998 - France Lost in final (to France)
Government-

aligned (FHC)
21 p.p. (1st round)

2002 - Japan/Korea Champion (against Germany)
Opposition                           

(Lula)

23 p.p. (1st round) 

23 p.p (2nd round)

2006 - Germany Lost in QF (to France)
Government-

aligned (Lula)

7 p.p. (1st round)      

22 p.p. (2nd round)

2010 - South Africa Lost in QF (to the Netherlands)
Government-

aligned (Rousseff)

14 p.p. (1st round)  

12 p.p. (2nd round)

2014 - Brazil Lost in SF (to Germany)
Government-

aligned (Rousseff)

8 p.p. (1st round)  

3p.p. (2nd round)

2018 - Russia ? ? ?
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http://www.tse.jus.br/eleicoes/eleicoes-anteriores/eleicoes-anteriores
http://researchcdn.nomuranow.com/01/p/ns/9/1/9/8/919875/Nomura_919875.pdf?pid=919875
http://researchcdn.nomuranow.com/01/p/ns/9/1/9/8/919875/Nomura_919875.pdf?pid=919875
http://datafolha.folha.uol.com.br/eleicoes/2018/04/1965039-preso-lula-mantem-lideranca-em-disputa-pela-presidencia.shtml
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and candidacies that are still developing in terms of economic policy guidance and could 

bring market risks to different extents (see: Brazil: What’s currently priced in?, 4 May 

2018). All of this is taking place in a setting marked by a need for ample, politically 

challenging fiscal reform by the new administration.    

For the national football team, we may have more clarity. After the heart-breaking 2014 

semi-final match, the team went on to win the Olympic gold medal in Rio in 2016 and the 

South American qualifiers for the World Cup this year with a ten-point advantage over 

the second-place team. In our opinion, this squad is comparable to some of the country’s 

strongest teams of the recent past (and potentially even better than the 1994 squad). As 

such, we see Brazil as a top contender in this year’s World Cup and believe it could very 

well increase its lead on the all-time winners list by adding a sixth World Cup title.  

Even if that happens, we believe Brazil’s true test will continue to be on the fiscal front 

and its ability to carry out politically challenging reforms after the election. With debt/GDP 

rising from 51% in 2013 to 76% currently, an average headline fiscal deficit of 7.2% of 

GDP in those years and a highly inflexible budget with little room for discretionary cuts, 

we see a need for fiscal reform, particularly to social security. Without changes to the 

country’s fiscal standing, growth is highly unlikely to pick up sustainably and improve 

debt dynamics. 

The time it would take to recover economic and social losses resulting from a failure to 

quickly address the fiscal situation would likely be much longer than the time it took the 

national team to recover from the 2014 loss.  

A sixth World Cup victory in Russia would be a significant step in helping Brazil 

overcome its 2014 loss. Hopefully, such a victory could also be seen in the future as a 

symbolic moment after which Brazil was able to overcome a turbulent few years and 

enter a period of better news on the economic, social and political fronts. While we will 

have the football answer in July, we will have to wait until after October to get a clearer 

view on the country’s bigger economic and political challenges.    

 

 

 

  

http://researchcdn.nomuranow.com/01/p/ns/9/1/5/1/915194/Nomura_915194.pdf?pid=915194
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Another summer of Brexit? 
 

Two years after the referendum, Brexit risks may once again dominate the headlines. 

Well, at least in the Polish press. Many commentators think it highly likely that England 

will meet Poland in the Last 16 as both teams are seen as favourites in their groups 

(England plays in Group G and Poland in Group H) and are expected to make it through 

to the knockout stage. 

Whether the World Cup in Russia will lead to a second ‘Brexit’ (an England exit from the 

competition) when England plays Poland is an open question. We think that, as in the 

actual vote, the chances are around 50%, and that while prior to the game England may 

be expected to stay in the tournament, the actual results could surprise many, seeing 

England out.    

History certainly favours England, which has won 11 out of 19 games against Poland. Of 

the 8 games Poland did not lose it won only once, in 1973, though the ‘victorious’ draw at 

Wembley in the same year is still seen as one of the most glorious moments in Polish 

football history. Thanks to the point won in London, Poland advanced to the World Cup 

in Germany in 1974, at the expense of England, and finished third in the tournament (its 

highest rank in a World Cup, repeated in Spain eight years later).  

  

Fig. 1: England vs Poland (games history) 

England victory   Draw  Poland victory 

11 7 1 

   
 

Date Match Score Competition 

05/Jan/1966 England v Poland 1-1 International Friendly 

05/Jul/1966 Poland v England 0-1 International Friendly 

06/Jun/1973 Poland v England 2-0 FIFA World Cup qualifiers 

17/Oct/1973 England v Poland 1-1 FIFA World Cup qualifiers 

11/Jun/1986 England v Poland 3-0 FIFA World Cup 

03/Jun/1989 England v Poland 3-0 FIFA World Cup qualifiers 

11/Oct/1989 Poland v England 0-0 FIFA World Cup qualifiers 

17/Oct/1990 England v Poland 2-0 European Championship qualifiers 

13/Nov/1991 Poland v England 1-1 European Championship qualifiers 

29/May/1993 Poland v England 1-1 FIFA World Cup qualifiers 

08/Sep/1993 England v Poland 3-0 FIFA World Cup qualifiers 

09/Oct/1996 England v Poland 2-1 FIFA World Cup qualifiers 

31/May/1997 Poland v England 0-2 FIFA World Cup qualifiers 

27/Mar/1999 England v Poland 3-1 European Championship qualifiers 

08/Sep/1999 Poland v England 0-0 European Championship qualifiers 

08/Sep/2004 Poland v England 1-2 FIFA World Cup qualifiers 

12/Oct/2005 England v Poland 2-1 FIFA World Cup qualifiers 

17/Oct/2012 Poland v England 1-1 FIFA World Cup qualifiers 

15/Oct/2013 England v Poland 2-0 FIFA World Cup qualifiers 
 

Source: www.11v11.com 

 

In terms of World Cup history, England has played Poland only once, in Mexico in 1986, 

when Gary Lineker scored a hat-trick in 34 minutes and shattered Polish dreams of 

beating the Three Lions. Gary Lineker (with a total of 6 goals in 5 matches against 

Poland) and Paul Scholes (scoring a hat-trick in Wembley in 1999) are still widely 

remembered by Polish fans – a reminder of the strength of the English team. 
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The last matches between the two teams took place in 2012-13 during the qualifiers for 

the last World Cup tournament in Brazil. After a draw in Warsaw, England easily beat 

Poland 2-0 at Wembley, leading it to qualify for the tournament. 

Although the history of games does not look positive for Poland, we think the team has a 

good chance of preventing history repeating itself. There is a strong momentum behind 

the Polish team, which made it through to the quarter-finals in the last European 

Championships in 2016, losing to Portugal (future champions) after a penalty shoot-out. 

Meanwhile, England lost against Iceland in the Last 16 in France two years ago and did 

not even reach the knockout stage in the 2014 World Cup in Brazil. 

Also, while the Polish team – based on transfer values – is worth far less than the 

English squad (EUR260mn vs EUR874mn – though this is somewhat biased as transfers 

in the English Premier League are very expensive), it has a more experienced team with 

an average age of 27.9 vs 25.6 for England and average caps of 34 vs 20 for England. 

This may prove to be decisive in crucial moments.  

Altogether we think the match will likely be a close call, with neither team easily 

dominating the other. We would not rule out the possibility that 90 minutes may not be 

enough to find a winner, and that extra time or maybe even a penalty shoot-out might be 

needed. So, just like two years ago, we think Brexit risks are there and the market should 

not underestimate them. 
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The case for England to win the World Cup 
 

Goals galore 

A forward line of Harry Kane, Raheem Sterling, Marcus Rashford, Jamie Vardy and Dele 

Alli provides pace and proven goal-scorers at all levels of club football. A combined tally 

of 114 goals between these 5 players (in club competitions this season) is the third 

highest scoring forward line at the World Cup. Although England does not boast 

household names (like Ronaldo or Messi), players such as Kane and Sterling have 

impressed this season with their individual goal-scoring records and performances, while 

Sterling helped Manchester City to a record-breaking season. This scoring record of 

England’s front-line suggests they should have a decent chance against anyone, despite 

their lack of star power. Oh, and they could bring Wele (Danny Welbeck) off the bench. 

 
 

Fig. 1: Total goals scored this season (for club) by top 5 goal-scorers in each country 

 

 

Source: Transfermarkt and Nomura 

No pressure 

Following England’s performances in recent major tournaments (notoriously knocked out 

of the 2016 European championships by Iceland), expectations of England progressing 

far into the competition are not high, particularly among England fans. This is the third 

youngest squad England has ever taken to the World Cup (with an average age of 26 

years and 18 days) and least experienced (the squad’s average number of caps is the 

lowest in six tournaments – see Figure 2). This lack of experience (the average number 

of caps in the squad is 20) and star names seems to have relaxed expectations for the 

team’s performances in the World Cup as fans seem to be content with England making 

it out of the group stage. Some players in the current squad have also referenced this 

recently and said it should work to their advantage as it will allow them to play with more 

freedom.  

Some of these players have played in similar situations this season, the Champions 

League finalists, Liverpool, were not expected to reach the latter stages and their English 

contingent (Alexander Arnold and Jordan Henderson) performed well without this 

pressure. Some of the Tottenham players have also performed when expectations have 

dropped, most notably when they beat the eventual Champions League winners Real 

Madrid 3-1 earlier this season with Dele Alli scoring two goals.  
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Fig. 2: Average caps for each England World Cup squad (1998-2018) 

 

Source: Nomura and BBC sport 

The Pep effect 

Pep Guardiola’s influence on English football style is evident from England’s recent 

friendlies, where the team implemented his playing style in its system, and England is 

arguably playing its most attractive brand of football since Euro 2004. A defence 

anchored by Walker and Stones has given the team an ability to pass the ball from the 

back and set the tone for a more possession-orientated system. Sterling and Walker, 

who are expected to play significant roles for England, played pivotal roles in Manchester 

City’s record-breaking campaign this season, which should provide invaluable 

experience for the upcoming tournament. Tottenham and Liverpool also play a similar 

high-pressing style to the Premier League champions. This has been evident in 

England’s recent play, and has established an effective system for England’s players to 

thrive in. The fact Guardiola coached many of the players in the previous two World Cup 

winning teams, also bodes well for England.  

Will the Three Lions roar to victory? 

Despite disappointments from England in previous tournaments, this team is set up to 

overachieve. Expectations are low and a system is in place that compliments the players’ 

strengths (they will not be playing centre-mids on the wing this time around). The team 

members have been coached by some of the top managers in the world and have 

played (and produced) in meaningful games both domestically and continentally for their 

clubs. Potential road-blocks do exist; England has a tendency to play down to its 

opposition (but does not have a reputation of playing up to its competition), and facing 

Tunisia or Panama could lead to a repeat of England’s Iceland-triggered exit from the 

European Championships, particularly if Harry Kane is on corner duty again. 
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Does club success equal country success? 
 

How many of the players in previous World Cup winning teams have consistently 

played together rather than for different clubs? Has their club success translated 

into country success? 

Comparing the squads of the previous seven World Cup winners, we find four of the 

seven teams had more than four players from one club and the previous three winners 

all had more than 10 players from the top clubs in their respective domestic leagues.  

The current cup holders, Germany, had 7 players from Bayern Munich and 4 players 

from Borussia Dortmund in its 2014 World Cup squad. Bayern Munich won the 

Bundesliga in 2014 and in 2013 won every competition it was in (including the 

Champions League). Players’ familiarity with each other from representing their clubs 

together definitely seems to have given them an advantage in international competition, 

and the fact they had achieved such success should not be understated in determining 

their ability to succeed. The Borussia Dortmund team, which provided 4 players to that 

Germany World Cup squad, was not too bad either (it was Bayern’s main rival at the 

time), Champions League finalists in 2013 and runners-up in the Bundesliga in both 

2013 and 2014.  
  

Fig. 1: Players from same club teams  

Total refers to the total number of players from the same club (we only count if a team has contributed at least 3 players to the country team) 

 

Source: BBC and Nomura 

 

The pattern is similar for Spain’s 2010 World Cup squad, which consisted of 7 Barcelona 

players and 5 Real Madrid players. At the time Barcelona was regarded as one of the 

greatest club teams ever; its tika-taka style had mesmerized the footballing world with 

Xavi and Iniesta at the heart of the system. Barcelona was back-to-back La Liga winners 

(2009 and 2010) and also won the Champions League in 2009. Although Real Madrid 

did not reach the same heights of success as Barcelona during 2009 and 2010, it was 

still regarded as one of the top teams in world football (also Barcelona’s main rival) and 

the 5 players it contributed to Spain’s squad definitely added some strength to the 

Barcelona-Spain core.  

The 2006 World Cup final may still be mostly remembered for Zidane’s famous head-

butt, but Italy’s defensive performance throughout the tournament cannot be 

disregarded, and it demonstrated the teamwork and communication required to be 

champions of the world. Of course, this cannot be developed overnight (or over a 30-day 

tournament), but rather over time (say years of developing working relationships on a 

daily basis), and the foundations of this squad seemed to come from the 2005 and 2006 

Serie A winners Juventus (5 players) and the 2005 Champions league finalists AC Milan 

(5 players).  
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Fig. 2: 2014 Germany squad breakdown 

Pep Guardiola’s Bayern gave 7 players to Germany’s World Cup winning 
side 

 

Source: BBC and Nomura 
 

Fig. 3: 2010 Spain squad breakdown 

Pep Guardiola’s Barcelona gave 7 players to Spain’s World Cup winning 
side 

 

Source: BBC and Nomura 
 

 

Style is also an important factor. As mentioned above, Spain adopted the tika-taka style 

made famous by a Barcelona team managed by Pep Guardiola. Germany’s 2014 squad, 

where the largest amount of players came from Bayern Munich (another Pep Guardiola 

side) played a similar possession-orientated system. Although the 2006 Juventus team 

was not managed by Pep, it did have a strong defence led by Fabio Cannavaro and one 

of the world’s best keepers (Buffon). The system they established formed the 

foundations of Italy’s World Cup winning team.   

Our analysis suggests there is a relationship between the number of players who play 

together in club teams and their country’s success, particularly in the more recent 

competitions. This seems to be becoming a popular method of developing a successful 

World Cup squad: build the foundations of your team on a strong contingent from a 

successful domestic club (that has also performed well in the Champions League), 

establish your system around that team’s style, and augment it with another group from 

that team’s strongest rival.  

So, what does this suggest for this year’s tournament? Looking among the squads for 

the potential contenders, Germany, England and Spain stand out. Germany has 7 

players from Bayern, England has 5 from Tottenham, and 4 from Manchester City and 

Manchester United respectively, whilst Spain has selected 6 players from Champions 

League winners Real Madrid. Spain and Germany are the two previous winners, whilst 

England could now be entering a phase where they could finally advance to the latter 

stages of the competition based on the squad construction. 
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The World Cup: A showcase of the greatest 
players? Not entirely true.  
 

The World Cup is typically seen as a showcase of the world’s greatest players on the 

global stage. That is true, but also not, as there are a large number of arguably world-

class players who will not be going to Russia this summer because their country did not 

qualify, they are injured, or for reasons other than their footballing ability. Below, we 

nominate a squad of 23 ‘failures’ who we think would be more than able to compete for 

the ultimate prize this summer, if only they were there. Indeed, on paper the fictive World 

Cup squad below looks in many ways stronger than the ones attending the event this 

summer. Our starting XI would look something like this: 

 

Goalkeeper 

Jan Oblak, Slovakia & Atletico Madrid (17 caps, £63mn) 

Slovakia and Ateltico Madrid keeper Jan Oblak won the Europa League with Atletico a 

few weeks ago, and in La Liga Atletico conceded only 22 goals, and much of that can be 

credited to their goalkeeper.   

Left-back 

David Alaba, Austria & Bayern Munich (61 caps, £45mn) 

Pretty much has it all. The energy and stamina to run up and down the left wing, two 

good feet, but also capable of heading, tackling and intercepting. Often plays in central 

midfield for his country.  

Centre-backs 

Georgio Chiellini, Italy & Juventus (96 caps, £9mn) 

Seems to get better with age, but unfortunately called an end to his Italy career after not 

qualifying for the tournament in Russia. His performances are typically a masterclass of 

organisation and resilience.   

Virgil van Dijk, Netherlands & Liverpool (18 caps, £45mn) 

Played a key role for Liverpool in securing a top-four finish and reaching the final of the 

Champions League. Very calm and comfortable on the ball and at 6’4” he also brings 

formidable physical presence. A complete defender.  

Right-back 

Hector Bellerin, Spain & Arsenal (14 caps, £36.00mn) 

Began his footballing education as a forward at the Barcelona academy but was 

converted into a wing back when he arrived at Arsenal. His strength is in getting forward 

and impact in the final third, either through a cross or cutting into more central areas.  

Left wing 

Leroy Sane, Germany & Manchester City (11 caps, £81mn) 

The 22 year-old PFA Young Player of the Year scored 15 goals and assisted another 18 

over 58 appearances for title-winning Manchester City this season. A shock omission 

from a German squad that if anything looks somewhat short of attacking talent.  

Central midfield 

Marco Verratti, Italy & PSG (25 caps, £63mn) 

With the vision and technique to execute the perfect pass, Verratti is the fulcrum at the 

centre of PSG’s midfield and has taken over from Andrea Pirlo as the deep-laying 

playmaker for Italy.  

Naby Keita, Guinea & Red Bull Leipzig (29 caps, £58mn) 

Keita’s stats from his seasons in the Bundesliga show he is playing with high intensity 

and physicality but that he is also very versatile. Tackling and interceptions are strengths 

of his, but so is dribbling, suggesting Liverpool has bought a master of all trades.   
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Right-wing 

Gareth Bale, Wales & Real Madrid (70 caps, £63mn) 

There are few players in world football capable of running box-to-box as quickly as Bale. 

His ability to bring the ball, and the entire team, forward to the opposition penalty box in 

seconds is unrivalled.  

Strikers 

Pierre-Emmerick Aubameyang, Gabon & Arsenal (49 caps, £67.50mn) 

Despite what many has considered a lack-lustre beginning to his Arsenal career, his goal 

ratio at Arsenal is 0.77, which represents an improvement from his Borussia days (0.68).  

Alexis Sanchez, Chile & Manchester United (121 caps, £63mn) 

Missing the World Cup will at least give the Manchester United striker some much-

needed rest and the opportunity to rediscover his best form at club level after a 

disappointing season.  

 

And to complete the 23-man squad we add: Gianluigi Buffon, Juventus & Italy (176 

caps, £1.80mn, 176 caps); Gianluigi Donnarumma, Italy & AC Milan (6 caps, £36.00mn); 

Leonardo Bonucci, Italy & AC Milan (89 caps, £31.50mn); Aymeric Laporte, France & 

Manchester City (0 caps, £36mn); Alex Sandro, Brazil & Juventus (10 caps, £45mn); 

Alessandro Florenzi, Italy & Roma (28 caps, £22.5mn); Miralem Pjanic, Bosnia & 

Juventus (81 caps, £58.50mn); Marek Hamsik, Slovakia & Napoli (102 caps, £36mn); 

Riyad Mahrez, Algeria & Leicester (37 caps, £45mn); Anthony Martial, France & 

Manchester United (18 caps, £58.50mn); Mauro Icardi, Argentina & Inter (4 caps, 

£67.50mn); Ciro Immobile, Italy & Lazio (32 caps, £40.50mn). 

 

Fig. 1: The top five goal-scorers in our squad of players who failed to get to the World cup have scored more club 

goals than all other teams’ (except Argentina) this season 

 
Source: Nomura, Transfermarkt 

 

 The 23-man fictive World Cup squad above is valued at a total of 

£1,082mn by Transfermarkt, which compares with a total valuation of 

£1,075mn for the most highly valued squad at the World Cup, France, and 

also compares favourably with World Cup favourites Germany and Brazil 

(£872mn and £950mn respectively).   

 Furthermore, goalkeeper Oblak has 21 clean sheets in 34 appearances for 

Atletico Madrid this season, and conceded an average of 0.53 goals per 
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match. Comparing this with the top goalkeepers going to Russia this 

summer, only Germany’s ter Stegen comes close this season with 18 clean 

sheets in 33 appearances for Barcelona (18/33) and an average of 0.58 

goals conceded per match. Others include Brazil’s Ederson 16/37 and 0.70 

for Manchester City, 15/36 and 0.75 for Spain/Manchester United’s de 

Gea, 15/34 and 0.79 for Brazil/Roma keeper Alisson, and 15/39 and 0.89 

respectively for Belgium/Chelsea goalkeeper Courtois.  

 Also, the above squad has accumulated some 1085 caps, or an average of 

47.2 caps per player. Again this compares favourably with all the main 

contenders in this summer’s tournament. Bookmaker favourites Brazil and 

Germany have squads averaging 29 and 40 caps per player respectively. 

 

In other words, our fictive World Cup squad is worth more, has more international 

experience, and concedes fewer goals than any of the teams participating in the World 

Cup this summer. Meanwhile, in the goal-scoring department only Argentina has scored 

more goals. While increasing revenues is likely the main reason why FIFA has decided 

to expand the World Cup to 48 teams from the 2026 tournament, the above would 

suggest that it is also possible to make the case for a bigger tournament in order to make 

sure that more of the world’s best players will be there. After all, the World Cup only 

comes around every fourth year and should be a showcase of the world’s greatest 

players.   

 

Fig. 2: Our fictive World Cup squad has accumulated more international experience than all the main contenders in this 

summer’s tournament (chart below shows average # of caps) 

 
Source: Nomura, Transfermarkt 
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