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India's Digital Leap: Blue Paper 
Revisit – The Social Revolution

India's digital leap is generating deep social impact, promising reduced income 
inequality, increased financial inclusion, better quality of life, and higher 
agricultural productivity. 

In our  blue paper, India's Digital Leap - The Multi-Trillion Dollar 
Opportunity (26-Sep-17), we highlighted our increased confidence in 
India's long-term growth potential.  Our view continues to be under-
pinned by India's digital leap, supported by the pillars of JAM (Jan 
Dhan, Aadhaar, and mobile) and the country's goods and services tax 
(GST) law. We expect the digital leap to have substantial social 
impact across four key areas, and we note a key risk to monitor: 

l  Reducing   income inequality: Higher tax-revenue-to-GDP ratio 
(which benefits lower-income strata),  greater efficiencies in 
government transfers to the poor, and  increased intra-
country trading via e-commerce are setting the stage for nar-
rower disparities in income and wealth.  In F18 alone, there 
were 1.24bn direct benefit transfers, involving US$28bn.  

l Broadening and deepening financial inclusion: On the asset 
side, poorer households will tilt toward higher saving, espe-
cially in financial assets.   And, notably,  on the liability side, 
with households and micro & small enterprises gaining  access 
to  the formal banking sector, leverage should rise, with 
reduced cost of funds. 

l  Improving quality of life: Per capita income growth over the 
next decade – from US$1700 to circa US$4000, we estimate 
– means that the share of food consumption in the household 

budget will fall, allowing greater spending on education, 
health and insurance.

l  Enhancing agricultural productivity: Soil health cards and 
direct benefit transfers in fertilizers should boost soil nutri-
tion and output. 

l Risk - Addressing data privacy:  In our view, a significant risk 
stems from the Aadhaar data privacy debate. India's Supreme 
Court has formed a five-member bench to establish an Aad-
haar  usage framework; policies to control data leakage and 
curb privacy risks could curtail data usage, and thereby dilute  
benefits that Aadhaar is currently delivering.

Implications for investors:  Our investment portfolio framework 
divides companies into enablers and benefactors that will help navi-
gate these changes. Enablers are creating the ecosystem through 
which the social benefits of JAM and GST will flow. Benefactors are 
delivering the products and services to the  middle class that is 
emerging from this social revolution ( Exhibit 1 ). 

https://ny.matrix.ms.com/eqr/article/webapp/fcf4b1d0-1abf-11e7-adec-dd41c7dd9a07?ch=rpint&sch=tr
https://ny.matrix.ms.com/eqr/article/webapp/fcf4b1d0-1abf-11e7-adec-dd41c7dd9a07?ch=rpint&sch=tr
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India's Digital Leap → Increased Social 
Inclusion

In "India's Digital Leap - The Multi-Trillion Dollar Opportunity," we 
highlighted two major reforms that have occurred in India since 2010, 
the combination of  which is driving our confidence in the country's 
growth prospects. The first involves deployment of three schemes: 
a) broadening financial inclusion (Jan Dhan); b)  introducing biometric 
IDs for all Indian citizens (Aadhaar);  and c) increasing mobile penetra-
tion, from 300mn smartphone users to 700mn by 2020. The three 
initiatives have been labeled with the acronym "JAM." The second 
major reform was  implementation of reform in the country's  indirect 
tax system in July 2017, creating the Goods and Services Tax (GST), 
which moved India from its former archaic and complicated tax 
system to a unified and completely online tax regime. These two 
reforms have "digitized" India, bringing the country to an inflection 
point in terms of growth potential, with a concomitant impact on 
stock returns, financial sector dynamics, consumption growth, and 
e-commerce activity. 

Our  Blue Paper conclusions include our expectations for India in ten 
years to: a) become the world's  third-largest economy, with a GDP of 
US$6 trillion; b) be among the world's top five equity markets, with 
a market capitalization of US$6.1 trillion; c)  have the world's third-
largest listed financial services sector, with a market cap of US$1.8 
trillion by 2027; and d) have a consumer sector with a market capitali-
zation of US$2 trillion, up from  US$500 billion.  Most pertinently, we 
have forecasted that India's per capita annual income will likely 
average US$4,135 by F2027 (up from US$1700 today), lifting India 
into upper-middle income status. To put this in perspective, per 
capita incomes in India by 2027 should be similar to those China had 
in 2010, per our projections. 

The Social Impact of India's Digital Leap
But what does such economic development imply as far as social and 
environmental ramifications? The United Nations' Sustainable 
Development Goals (SDGs) provide a useful framework to  assess 
the balance and interconnectivity of economic growth, social inclu-
sion, and environmental protection. The 17 SDGs are "a set of goals 
to end poverty, protect the planet, and ensure prosperity for all as part 
of a new sustainable development agenda. Each goal has specific tar-
gets to be achieved over the next 15 years" as part of the UN's 2030 
Agenda for Sustainable Development.  Achieving the SDGs will 
require capital to be allocated to key areas, such as education, infra-
structure, and renewable energy. Importantly,  implementation of 
the goals is focused on mobilizing investment from multiple stake-
holders, thus creating interesting opportunities for corporates and 
investors alike.

As an extension to our September 2017 Blue Paper, we now specifi-
cally evaluate the social impact of India's digital leap, highlighting  
companies that we believe are likely benefit from increased social 
inclusion as generated by the digital leap. We will address the envi-
ronmental implications at a later date.

We see four areas of  social impact, plus a risk, to keep in mind: 

l  Reducing   income inequality
l  Broadening and deepening financial inclusion
l  Improving quality of life 
l  Enhancing agricultural productivity
l  Risk – Addressing data privacy 

In Exhibit 2 , we highlight a list of stocks that are helping to enable 
greater social inclusion in India, including reduced income inequality, 
broader and deeper financial inclusion, improved quality of life, and 
enhanced agricultural productivity.

In driving such social impacts, India's digital leap should  also help 
foster achievement of 10 of the 17 SDGs, as outlined in Exhibit 3 .

https://ny.matrix.ms.com/eqr/article/webapp/fcf4b1d0-1abf-11e7-adec-dd41c7dd9a07?ch=rpint&sch=tr
admin
Highlight



M

6

M
India's Starting Point
India is in the midst of a transition  from per capita income of US$1700 to US$4135 (we project) over the next 10 years. Just to 
put  in context what  low per capita income signifies, we note that some Indian companies talk about  how basic necessities, such 
as fruit, are  still classified as discretionary consumption, with the biggest competition to such consumption being non-
consumption, suggesting that  affordability remains low in India.  These two examples  illuminate the backdrop for this report: 

Reliance Industries – 4QF18 investor presentation: "Fruit, a completely discretionary item, is consistently showing high 
growth in Reliance Fresh and Smart." 

Pidilite Industries – Bharat Puri, CEO, in a May 25, 2018, interview: "My job on water proofing is to compete with non-
consumption.  Two out of ten homes in India do proper water proofing when they construct. If that goes from 2 to 4, we double 
the category." 
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Framework to think about potential beneficiaries of 
social change 

In our view, a helpful framework to assess potential portfolio impact 
is to divide companies into enablers and benefactors. Enablers are 
creating the ecosystem through which the social benefits of JAM and 
GST will flow.  They  include  e-commerce firms,  SOE banks that have 
been the biggest participants in the Jan Dhan,  real estate companies,  
hospitals, utilities that will bring electricity to household doorsteps, 
and companies in the agricultural supply chain. 

Benefactors are delivering the products and services to the  middle 
class that is emerging from this social revolution. Not surprisingly, 
the bulk of these companies are in the financials and consumer seg-
ments. Our list includes the traditional consumer staples and con-
sumer discretionary companies (autos, retail and food), financial 
services firms (including private banks in consumer finance, but, 
more pertinent, non-banks engaged in micro and small enterprise 
lending), telecom services firms, and, to some extent, cement compa-
nies.  In Exhibit 1 , we highlight companies that we believe are helping 
to enable greater social inclusion in India.   

Investment Implications 
Consumption and Financials are outsized winners

1. India's equity returns could compound in the low double digits over 
the coming decade, which could place the country's stock market 
among the world's better-performing  markets over the next ten 
years. This is stems from a combination of lower public debt leading 
to higher multiples, and strong earnings growth derived from 
improved economic growth. 

2. At the sector level, consumption could surprise on the upside as a 
result of a combination of faster growth in non-food consumption 
relative to overall consumption and GDP, as well as increased lever-
aging of the household balance sheet.  

3. Simultaneously, private sector financials should also do well as 
loan growth accelerates, especially among consumers and micro & 
small enterprises – with both groups accounting for a growing  share 
of borrowing versus the banking sector's traditional business of 
lending to large corporates. The more fragmented lending character-
istic of the consumer and  micro & small enterprise realms requires 
specialized technology, in particular the infrastructure created  by 
India's digital leap.  For more details on the related  investment ideas, 
kindly refer to our original blue paper.

https://ny.matrix.ms.com/eqr/article/webapp/fcf4b1d0-1abf-11e7-adec-dd41c7dd9a07?ch=rpint&sch=tr
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Exhibit 1:
Key potential beneficiaries emerging from  in  India's increased social inclusion initiatives 

The Social Benefits

The Digitization 

catalyst Enablers Benefactors

Reducing income 

inequality

1) GST 2) 

Aadhaar linkage 

to DBT and 3) E-

commerce

Amazon, Alibaba, Naspers, 

Softbank

Asian Paints, Bajaj Auto, Café Coffee 

day, Dabur, Eicher Motors, Future 

Consumer, Godrej Consumer, Havells, 

Indigo, Jubilant Food, MMYT, Maruti, 

Titan

Broadening and 

deepening financial 

inclusion

Opening of Jan 

Dhan bank 

accounts and 

rising 

household/MSME 

liabilities

SBI, PNB, BOB, 

TransUnion

HDFC Bank, Kotak Bank, Axis Bank, 

ICICI Bank, Indusind Bank, RBL Bank, 

Federal Bank, Bharat financial, MMFS, 

Shriram Transport, Shriram City, Bajaj 

Finance, Edelweiss

Improving quality of 

Life 

Income growth 

and financial 

leverage

Apollo Hospitals, Narayana 

Hrudalaya, Sobha 

Developers, Prestige 

Estates, Bharti Infratel, 

NTPC, Power Grid, Tata 

Comm

LIC Housing finance, PNB Housing 

finance, Dr Lal, Reliance Industries, 

Bharti Airtel, Visa, Master-card, 

Ultratech, ICICI Pru life, HDFC Life

Enhancing agricultural 

sector productivity

Rising food 

output via soil 

health card and 

DBT channels

Jain Irrigation, UPL ITC

Beneficiaries

Source: Morgan Stanley Research. Note on ITC: ITC Ltd is India's leading cigarette manufacturer. It also has a presence in the following business seg-
ments: hotels, paperboard and specialty paper, packaging, agri-business, packaged foods and confectionery, information technology, branded apparel, 
personal care, stationery, safety matches, and other FMCG products. BAT Industries has a stake of more than 30% in ITC as of December 2017.  Majority 
of  cashflows are from the cigarettes business. However, 58% of the net revenue in non-food and 80% of the capex over the next five years is in the non-
food space.  This is the third-largest food company in India. 

Exhibit 2:
Aligning India's social inclusion themes with the UN's 17 SDGs

Reducing Income 

Inequality

Broadening & 

Deepening Financial 

Inclusion

Improving Quality of 

Life

Enhancing 

Agricultural 

Productivity

#1 No Poverty

#2 Zero Hunger

#3 Good Health & Wellbeing

#4 Quality Education

#5 Gender Equality

#6 Clean Water & Sanitation

#7 Affordable and Clean Energy

#8 Decent Work & Economic Growth

#9 Industry, Innovation & Infrastructure

#10 Reduced Inequalities

#11 Sustainable Cities & Communities

#12 Responsible Consumption & Production

#13 Climate Action

#14 Life Below Water

#15 Life On Land

#16 Peace, Justice & Strong Institutions

#17 Partnerships for the Goals

Source: Morgan Stanley Research. 
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Exhibit 3:
Beneficiary Stocks  with Morgan Stanley Ratings 

Ticker Company Name Analyst Stock Rating Sector Share price
BABA.N Alibaba Group Holding Chen, Grace Overweight Technology US$202
AMZN.O Amazon.com Inc Nowak, Brian Overweight Technology US$1,730
APLH.NS Apollo Hospitals Enterprise Baisiwala, Sameer Overweight Healthcare Rs1,023
ASPN.NS Asian Paints Shah, Nillai Overweight Materials Rs1,253
AXBK.NS Axis Bank Agarwal, Anil Overweight Financials Rs513
BAJA.NS Bajaj Auto Ltd. Singh, Binay Overweight Consumer Discretionary Rs2,830.
BJFN.NS Bajaj Finance Limited Iyer, Subramanian Overweight Financials Rs2,257
BOB.NS Bank of Baroda Kariwala, Sumeet Equal-Weight Financials Rs122
BHAF.NS Bharat Financial Inclusion Iyer, Subramanian ++ Financials Rs1,174
BRTI.NS Bharti Airtel Ltd Gupta, Parag ++ Telecom Services Rs368
CODE.NS Coffee Day Enterprises Shah, Nillai Overweight Consumer Discretionary Rs285
DABU.NS Dabur India Shah, Nillai Overweight Consumer Staples Rs385
DLPA.NS Dr. Lal PathLabs Ltd Baisiwala, Sameer Underweight Healthcare Rs902
EDEL.NS Edelweiss Financial Services Iyer, Subramanian Overweight Financials Rs305
ICH.NS Eicher Motors Ltd. Singh, Binay Overweight Industrials Rs29,424
FED.NS Federal Bank Kariwala, Sumeet Equal-Weight Financials Rs82
TRE.NS Future Consumer Ltd Shah, Nillai Overweight Consumer Staples Rs51
OCP.NS Godrej Consumer Products Shah, Nillai Overweight Consumer Staples Rs1,166
HVEL.NS Havells India Jain, Ashish Overweight Industrials Rs532
DBK.NS HDFC Bank Agarwal, Anil Overweight Financials Rs2,057
CBK.NS ICICI Bank Agarwal, Anil Overweight Financials Rs297
HDFS.NS HDFC Standard Life Kariwala Sumeet Equal-Weight Financials Rs473
INBK.NS IndusInd Bank Kariwala, Sumeet ++ Financials Rs1,960
ICIR.NS ICICI Pru Life Kariwala, Sumee Overweight Financials Rs389
INGL.NS InterGlobe Aviation Singh, Binay Equal-Weight Industrials Rs1,175
ITC.NS ITC Ltd. Shah, Nillai Overweight Consumer Staples Rs260
JAIR.NS Jain Irrigation Systems Achhipalia, Girish Overweight Industrials Rs94
JUBI.NS Jubilant Foodworks Shah, Nillai Overweight Consumer Discretionary Rs1,356
KTKM.NS Kotak Mahindra Bank Kariwala, Sumeet Overweight Financials Rs1,313
LICH.NS LIC Housing Finance Iyer, Subramanian Overweight Financials Rs502
MMFS.NS Mahindra and Mahindra Financial Iyer, Subramanian Overweight Financials Rs491
MMYT.O MakeMyTrip Limited Gupta, Parag Overweight Technology US$37
MRTI.NS Maruti Suzuki India Limited Singh, Binay Overweight Consumer Discretionary Rs8,863
MA.N MasterCard Inc Faucette, James Overweight Technology US$200
NARY.NS Narayana Hrudayalaya Baisiwala, Sameer Equal-Weight Healthcare Rs229
NPNJn.J Naspers Ferraz, Andrea Overweight Media ZAC320
NTPC.NS NTPC Achhipalia, Girish Equal-Weight Utilities Rs155.25
PNBH.NS PNB Housing Finance Iyer, Subramanian Underweight Financials Rs1,104
PGRD.NS Power Grid Corporation Achhipalia, Girish Overweight Utilities Rs195.
PREG.NS Prestige Estates Projects Baisiwala, Sameer Overweight Property Rs268
RATB.NS RBL Bank Limited Kariwala, Sumeet Equal-Weight Financials Rs538
RELI.NS Reliance Industries Maheshwari, Mayank Overweight Energy Rs1,031
SHCU.NS Shriram City Union Finance Iyer, Subramanian Equal-Weight Financials Rs2,149
SRTR.NS Shriram Transport Finance Co. Iyer, Subramanian Overweight Financials Rs1,483
SOBH.NS Sobha Developers Baisiwala, Sameer Overweight Property Rs492
9984.T Softbank Group Tsusaka, Tetsuro ++ Telecoms JPY8,641
SBI.NS State Bank of India Agarwal, Anil Overweight Financials Rs268.
TATA.NS Tata Communications Pabalkar, Amruta Equal-Weight Telecoms Rs603.70
TITN.NS Titan Company Shah, Nillai Equal-Weight Retail Rs868
TRU.N TransUnion Kaplan, Toni Equal-Weight Technology US$72
ULTC.NS Ultratech Cement Jain, Ashish Overweight Materials Rs3,616
UPLL.NS UPL Ltd Achhipalia, Girish Overweight Materials Rs646
V.N Visa Inc. Faucette, James Overweight Technology US$134

Source: Morgan Stanley Research. Note: [++] indicates the data for this company have been removed from consideration because under Morgan Stanley policy and/or applicable regulations, Morgan Stanley may be pre-
cluded from issuing such information with respect to this company at this time. Share prices are as of the market close on June 21, 2018.
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accompanied by good governance standards. India’s ratio of tax reve-
nues to GDP is lower than the average for emerging markets, and this 
has been a key reason why India's fiscal deficit has been relatively 
higher versus  peers. GST will likely increase tax compliance on both 
indirect and direct taxes, even while the tax rates are, in and of them-
selves, revenue-neutral. We estimate that even if the primary deficit 
stays at 1.2% of GDP (as compared with an average of 2.1% over the 
past five years and 1.6% in F2017), the ratio of public debt to GDP will 
decline to below 60% by F2027 from 69% currently. If India's primary 
deficit becomes a surplus as a consequence of higher growth and 
greater tax compliance, there will be a rapid fall in debt/GDP.  Such a 
fall gives the government greater flexibility to undertake infrastruc-
ture spending, which, in turn, boosts growth and jobs. It is via this 
channel that GST helps narrow income inequality. 

Reducing Income Inequality
The growth in India's output over the coming years is likely 
to be the key source for a reduction in income inequality. 
Apart from the benefits of reduced costs and improved 
efficiency in doing business leading to higher productivity 
as well as creating new growth channels, digitization is pro-
viding three additional shifts to potentially reduce income 
inequality: improvement in public finances, greater effi-
ciency in government benefits transfers, and a boost to 
trading across various income classes. 

Higher tax-revenues-to-GDP and lower public-debt-
to-GDP ratios

The GST should help boost the tax-revenue-to-GDP ratio, conse-
quently reducing the public-debt-to-GDP ratio. A rising tax-to-GDP 
ratio favors lower income strata, as it entails transfer of income from 
higher- to lower-income groups, although such transfers have to be 

Exhibit 4:
India's tax-revenues-to-GDP levels appear low in an EM context 
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Source: CEIC, Haver, Morgan Stanley Research. 

Exhibit 5:
India exiting debt trap
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Greater efficiency in government transfers to low-in-
come people

The other source of reduction in income inequality comes from direct 
benefit transfers (DBT), which, in turn, is linked to two of pillars of 
digitization – Aadhaar and Jan Dhan. Hitherto, government transfers 
were conducted physically, through government networks and 
agents. But India's digital identity initiative has increased state 
capacity to expand the beneficiary base for public goods and services, 
and it is reducing corruption and “leakage” from fake or duplicate 
beneficiaries. Leakages to intermediaries was common, and thus 
intended beneficiaries received only a fraction of the targeted ben-
efit from government programs. 

Jan Dhan has led to the opening of nearly 300 million bank accounts 
since 2014, bringing a completely new class of previously unbanked 
people into the banking system. These are the people who are largely 
the intended beneficiaries of government transfers. Now armed with 
bank accounts, they are in a position to receive benefits directly from 
the government, bypassing agents and avoiding leakage. Aadhaar 
enables such transfers, since it can uniquely identify  beneficiaries. 
Over the past three years, the government has significantly scaled 
DBT.  433 government schemes are now conducting their transfers 

via DBT. In F2018, 1.24 billion transfers were affected, involving 
US$28 billion (Rs1.9 trillion). Cumulatively since F2014, DBT trans-
fers have amounted to US$58bn (Rs3.88 trillion). This breadth of 
delivery is unprecedented in India's history. Its impact on inequality 
could easily be underestimated, in our view. 

The DBTs represent two kinds of flows: 1) conversion of existing sub-
sidies given in kind to cash, and also 2)  subsuming of several other 
government benefits (such as pensions) into the Aadhaar system, 
thereby reducing leakage and corruption. The net effect is that 
intended beneficiaries are receiving their dues without middlemen, 
and all of it in cash directly into their bank accounts. This, in turn, 
opens up opportunity for the recipient to decide how to spend the 
cash – rather than the government deciding. Thereby, the govern-
ment has saved US$13.4 billion (Rs900bn) by targeting the right 
people for transfers. DBT and other governance reforms have led to 
removal of duplicate/fake beneficiaries and plugging of leakages, 
helping  the government target intended beneficiaries. Estimated 
savings/ benefits include removal of nearly 38 million fake or dupli-
cate liquefied petroleum gas (LPG) connections, 27.5 million fake or 
duplicate ration cards, and 10% saving on the government wage bill 
as a consequence of the deletion of nonexistent beneficiaries. More 
detail can be found on https://dbtbharat.gov.in/.  

Exhibit 6:
Success of Jan Dhan

Data as per Census 2011 (mn)

Rural Urban Total Current 

(Estimate) **

Total Households 168 79 247

Households availing banking services 91 53 145

Households without access to banking facilities 77 25 102

As % of total households in respective segments 46% 32% 41% 15%

As % of total households in the country without access to 

banking facilities 
75% 25%

Source: Census 2011. **We estimate that ~15% of households still likely lack access to banking facilities (this follows the government's Jan Dhan drive beginning 
2014).

Exhibit 7:
Direct benefit transfer scaling
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Exhibit 8:
Direct benefit transfer, by scheme
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Greater intra-country trading,  driven by e-commerce

Trading and specialization are key to economic progress.  The two are 
interdependent. Most of India has been deprived of access to the 
market because of archaic physical infrastructure, barriers to entry to 
marketplaces created by large businesses, and inefficient govern-
ment intervention.  These constraints are breaking down as India goes 
digital. One of the themes of India's Digital Leap is the likely leap in 
e-commerce. We are expecting e-commerce sales to grow to 
US$200 billion by F27 from US$15 billion  now. E-commerce opens up 
supply chains, taking them deeper.  This brings several small suppliers 
into the marketplace. These suppliers are otherwise not competitive, 
as they lack  distribution channels and because of poor physical infra-

structure to transport goods. For example, Amazon in India has 160 
million products listed on its platform, growing on a daily basis. This 
growth in trade helps increase specialization, in turn combating 
income inequality. In addition, several merchants on e-commerce 
platforms in India are finding customers abroad. This further 
improves terms of trade for these small merchants and enterprises, 
deepening and broadening job creation.  As per Amazon India,  50% of 
its sellers come from Tier 2 and Tier 3 cities, and more than 65%  on 
the customer side are from Tier 2 and Tier 3 cities. 

Exhibit 9:
India's online shopper penetration in F2021 is on track to be near the 
levels that Brazil and Russia have  today;   we expect it to be 50%+  by F27
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Exhibit 10:
India's online spending per capita as a percentage of GDP per capita in 
2026 could be similar to that of China in 2010
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Exhibit 11:
Digitization to drive down income inequality
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Exhibit 13:
Higher saving = More investments 
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Broadening and Deepening Financial 
Inclusion

Household balance sheets likely to increase exposure 
to financial assets

On the asset side, financial inclusion driven by digitization is set to 
alter the household balance sheet towards financial assets, and likely 
boost overall saving. As saving rises – also as a consequence of India’s 
demographics – investments will be facilitated, leading to improved 
growth rates. As noted, the Jan Dhan scheme has led to the opening 
of 300 million bank accounts, boosting financial penetration by an 
estimated 100%. This means that almost 85% of Indian households 
today have a bank account versus 45% in 2014. These bank accounts 
are slowly witnessing growth in balances. Balances have risen from 
Rs42 billion in 2014 to around Rs785 billion in F2018. The bank 
accounts will facilitate saving into deposits, insurance, small savings 
schemes of the government, and eventually into equity markets. 

Liabilities witnessing a big shift in  coming years

Still, the big story in financial inclusion is what could happen on the 
liability side of household balance sheets.  Digitization, through a 
combination of digital payments and GST, as well as regulatory 
changes, will likely increase the share of lending to micro and small 
enterprises (also boosting investment) and to households.  The digiti-
zation of the economy enables smaller loan sizes because of the 

accompanying lower cost of customer acquisition and broader dis-
semination of credit arising from enhanced ability for credit assess-
ment.  Historically, India's banking system has primarily catered to 
large corporates and wealthy individuals. The costs of taking the 
banking to the masses had been fairly elevated, driving banks to focus 
on areas in which revenue generation was high. However, this is now 
changing:

For consumers: a) by reducing the cost of opening accounts and 
hence expanding the reach of banks. Aadhaar and the associated elec-
tronic know-your-customer (eKYC)  measure has cut the cost of 
opening a deposit account by 90%.  In F18, eKYC-based verifications 
rose to 138mn vs. 48mn in F17.  We also note that Kotak Bank's 811 
initiative, based on digital infrastructure, enabled the bank to open 
over one million accounts in one quarter, on top of an existing cus-
tomer base of eight million.   Moreover, Reliance Jio reached 100mn 
customers via Aadhaar e-KYC over a period of less than three 
months. 

b) by enabling faster loan delivery. An example is HDFC Bank's "loan 
in ten seconds" for unsecured personal loans. The bank uses its own 
database on individuals' transactions along with credit scores from 
bureaus to offer quick loans to individuals.  Another example of faster 
loan delivery in the microfinance space is that achieved by  Bharat 
Financial Inclusion.  The company has a presence across 18 states, cov-

Exhibit 12:
Greater financial inclusion = Higher saving
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ering 1,00,000 villages, catering to its 6.2 million active women 
members. It provides collateral-free loans to individuals, usually 
women, to fund income-generating activities, such as  Kirana shops, 
poultry farms, and tailoring shops. At the start of a weekly meeting 
at a Bharat loan center, the loan officer announces the names of the 
members who are eligible to take such loans. The personal data of 
such individuals is then sent to the credit bureau for approval. The 
status report/ update from the credit bureau is received within 10 
seconds, and the client is informed about her eligibility status. After 
taking the member’s consent, her loan is processed for disburse-
ment. If the member has a bank account registered with Bharat Finan-
cial Inclusion, then the loan amount is credited to her account on the 
same day. We expect this system to increase, and to be implemented 
on the same scale by other banks and non-banks, too. The other 
driver of loans to individuals is government schemes around afford-
able housing. We think consumer credit could grow at around a 17% 
CAGR over the next decade. Even after such growth, total consumer 
loans would still be low, at 25% of GDP. 

For micro and small enterprises,  GST is playing an important role: 
MSMEs account for 80% of employment generation in India. Hith-
erto, because of a lack of reliable financial data, MSMEs were largely 
excluded from the formal banking system for credit, and thus 
accounted for around just 14% of credit from banks, we estimate. But 
the online infrastructure of the GST network enables any taxpayer to 
securely share tax payment records (and therefore cash flow data) 
with anyone else. For the first time, India's  banks can obtain reliable 
data on MSME cash flows. Combined with the rise in use of digital 
payments (and their data trail), a credit provider can now make a 
much more informed decision on the creditworthiness of such small 
borrowers. We expect lenders to reduce spreads on MSME lending 
by up to 300bps as they get access to reliable and better-quality 
data. We think this will drive MSME loan growth at a high-teen CAGR 
for the next decade. 

Exhibit 14:
MSMEs: Regulation + data = Higher loans = > Job creation

F2017 F2027e

Total Loans 67% 78%

Consumer 16% 25%

Housing 10% 15%

Non Housing 6% 10%

Non Consumer 51% 53%

Large Industry 20% 13%

MSME Industry (Banks) 3% 5%

MSME (NBFCs) 2% 4%

Services (Banks, MSME**) 12% 16%

Agri & Others 14% 15%

Memo:

Overall MSME 10% 17%

As % of GDP

Source: RBI, National Housing Bank (NHB), company data, Morgan Stanley Research (e) estimates. Note: 
** Of bank credit to service sector, we have assumed 40% is toward MSMEs. Non bank financial compa-
nies (NBFC) and housing finance companies (HFC) lending to MSMEs are Morgan Stanley Research 
estimates.

Exhibit 15:
Consumer credit set to boom, as well
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sive (given the time consumed in accessing them) and a health 
hazard. Such changes are likely to bring about significant change in 
the quality of life for people on the lower end of  the income and 
wealth curve. India aims to increase LPG usage to cover 80% of its 
households by March 2019, against 72.8% in 2017. 

Still, we note that India’s demographic dividend, from a status quo 
standpoint, could morph into a demographic threat, based on the 
current lack of skilled workers, healthcare issues, automation, and 
large-scale migration of unskilled labor from farmlands to urban 
areas. But while India is still solving these problems, the likely 
improvement in quality of life that is expected from digitization 
should mitigate some of these risks. Nonetheless, more work 
remains to be done. 

Improving Quality of Life
There are three ways in which quality of life improves as a 
result of India's digitization program: 

a) Income growth: As India's growth story – which is premised on 
favorable demographics and reforms – gains traction, we think per 
capita GDP will rise from its current level of US$1700 to  US$4135 in 
the coming decade. The average Indian currently spends a dispropor-
tionate share of  income on food, given the low levels of income. But, 
as India’s per capita income rises, subsistence spending will fall, 
raising disposable income among lower-income households  to spend 
on things such as education and health.  

b) Penetration of insurance:  Digitization facilitates increased pene-
tration of both life and non-life insurance, bringing affordable health-
care services to more households.   

c) Other benefits of Aadhaar: One example is the Ujjwala program 
that has provided new liquefied petroleum gas connections to nearly 
40 million poor rural women over the past four years. These rural 
women had been using  polluting fuels that were both more expen-

admin
Highlight



M

16

M

Exhibit 18:
Rising per capita incomes indicate shifting consumption patterns, 
away from food  
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Exhibit 19:
Life insurance penetration remains low
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Exhibit 16:
India per capita GDP should rise 3x in the next ten years
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Exhibit 17:
Share of food consumption likely to shift
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India 27th  out of 47 countries. China and Brazil have yield rates of 4.7 
and 3.6 tonnes per hectare, respectively. Reasons for low produc-
tivity in India include poor soil nutrition, small land holdings that 
cannot take major technology inputs, and uncertainty in water 
supply (less than half of India's farmland receives irrigated water – 
again because of small land holdings). And, as a result of persistent 
urea subsidies, India's nitrogen-phosphorus-potassium (NPK) ratio is 
skewed, at 7.5:3:1 versus an ideal ratio of 4:2:1. The government 
launched a national soil health card program in 2014. This program 
is aimed at testing every farmland holding in India for nutritional con-
tent.  139 million soil health cards have been issued, covering almost 
100% of India's farmland holdings. The soil health cards prescribe 
nutrition for each land holding. As DBT in fertilizer rolls out this year 
(linking the farmer to his identity), we believe that, over the coming 
years, India's NPK ratio should start adjusting to a more productive 
level of 4:2:1. The quantum of the fertilizer supply to individual 
farmers would be linked to the recommendations made in the soil 
health cards.  Addition of other nutrients could also help improve soil 
productivity.  Separately, growing urbanization may cause marginal 
farmers to sell their lands to other farmers, and look for opportuni-
ties in the cities. This may trigger land consolidation. Land consolida-
tion and improved soil nutrition form our bullish case for agricultural 
productivity in India. Maharashtra becomes one of those rare states 
in India where farmland can be purchased for non-agricultural pur-
poses, setting the stage for land consolidation in the farm sector as 
well as an exodus of marginal farmers into the industrial and services 
sectors.

Enhancing Agricultural Productivity
India's farm sector suffers from low productivity 

A key to agricultural productivity  is for the BIMARU states (Bihar, 
Madhya Pradesh, Rajasthan and Uttar Pradesh) to reduce the share 
of agriculture in their economies and thus increase the share of 
industry and services. In fact, even more important will be to reduce 
the number of farmers in the country at large without shrinking the 
area under agriculture. Currently, India has around 139 million land-
owners and about 120 million landless laborers working in agricul-
ture, producing about 18% of India's gross value add (GVA). The key 
is to reduce this number substantially in the coming decade by cre-
ating jobs in other sectors. Ultimately, the number of people that 
each farmer feeds needs to rise. In 1920, the average farmer fed 20 
mouths in the US. This number rose to 250 by the 1960s. In India, the 
average farmer (landowner) feeds about 10 mouths (including five in 
the family).  If this doubles in the coming few years, it will set the stage 
for a major shift in India's output. As an aside, food prices would also 
become less volatile, a positive for lower-income  households. The 
cumulative of effect of various reforms (most pertinently, India's dig-
ital leap), should indirectly help by creating jobs in the formal and 
informal economy. That said, there is also a direct impact of Digital 
India on agriculture. 

DBT and Soil Health Cards set to bring about change 

One of India's biggest challenges in agriculture is low productivity. 
For example, the average rice yield is 2.4 tonnes per hectare, placing 

Exhibit 20:
Reduction in share of agriculture  Reduction in poverty
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Exhibit 21:
Agriculture productivity rising - more to go
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lecting biometric data could be compromised, leading to risk of data 
exposure.  The Unique ID Authority of India (UIDAI), which is the cus-
todian of Aadhaar’s database, introduced “Virtual ID” to overcome 
this risk by providing users the ability to authenticate against a vari-
able number. 

However, there is a lack of legal framework as far as collection, usage, 
and protection of biometric data that is being collected by third-party 
users.  The government has made Aadhaar authentication mandatory 
for accessing a variety of public services, which is also matter of 
public debate and has been challenged in the country's highest court 
for its constitutional validity. The Supreme Court has formed a five-
member bench to examine all these aspects, and it  is expected to 
deliver a judgement in the near future. This judgement will establish  
a framework for the usage of Aadhaar. A risk is that it could curtail 
usage of such data,  thereby diluting the various benefits that Aad-
haar is currently delivering, in order to balance the privacy risks.  

Addressing Data Privacy
India’s Aadhaar debate is being closely watched across the 
world. Aadhaar’s approach to digital identification is 
appealing to many countries. It collects simple biometric 
data (fingerprints and retina scans) in a centralized fashion 
with open source technology, as distinct from the fragmen-
tation of databases and use of proprietary technologies in 
the private sector. Aadhaar has significantly reduced e-KYC 
costs, allowing expansion in financial sector footprint, 
reducing leakage in government payments, and improving 
authentication of individuals. However, there is a heated 
privacy debate about Aadhaar  currently under way in India. 

There are two issues about privacy relating to Aadhaar. One is the 
possible compromise of the Aadhaar system, itself, and leakage of 
data. The second is the loss of data through the third-party users. 
While the first risk is somewhat mitigated by sophisticated encryp-
tion standards, the second risk is harder to control – third parties col-
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RECAP OF AADHAAR
The beginning of India's digital revolution was the launch in 2010 of Aadhaar, which in Hindi means "foundation." The project 
was an ambitious one, involving biometric identification of  India's entire population (1.3 billion people). It has taken seven years, 
but now the project is almost complete, with 1.2 billion Indians identifiable by either fingerprints or a retina scan; the scale and 
scope of this project is probably unmatched in world history for any government. Application programming interfaces (APIs) 
have been developed using Aadhaar to launch payment systems that allow real-time customer-to-customer and customer-to-
machine (C2C and C2M) transactions without needing any physical infrastructure – except a mobile phone. It also enables the 
completion of an electronic KYC  and the download of digital signatures. 

The main purpose of this scale of operation was to streamline distribution of entitlements and benefits, across range of citizen 
services. Before Aadhaar, there was no unique way of identifying beneficiaries for the Mahatma Gandhi National Rural 
Employment Guarantee Act (MGNREGA), food and other forms of benefits. Diversion of public funds was in the range of 20-
40%. 

The government has also implemented a direct benefit transfer program, which is a social welfare scheme under which subsidy 
benefits are directly transferred to beneficiaries. Using Aadhaar, the benefits are transferred directly into the beneficiary's bank 
account, rather than via the issuance of cheques, cash payments or rebates. Cumulatively, since 2014, the government has made 
transactions worth US$58bn  across 437 schemes, with an estimated savings of US$13bn (almost 23% of the total direct benefits 
transferred),  thereby improving the efficiency and efficacy of the system.

The cost of implementing Aadhaar was US$1.4bn, whereas the savings are already at US$13bn – just on the government side. 

Aadhaar enrollment: 1.21bn people

e-KYC via Aadhaar – 18bn people (15mn e-KYC on a daily basis)

Authentication via Aadhaar: 14.2bn people

1. Demographics authentication: 3.9bn
2. Biometric - fingerprint: 9.4bn
3. Biometric - iris: 0.4bn
4. One-time password (OTP) authentication: 0.4bn

Aadhaar authentications are now at 61mn per day, as compared with 36mn ATM/credit/debit card transactions.  Aadhaar 
authentications were 18mn per day at the start of 2017, and 3500 per day, just four years ago.
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Exhibit 22:
Aadhaar authentication and unique residents authenticated
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Exhibit 23:
Monthly number of successful Aadhaar e-KYC verifications
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Exhibit 24:
Government savings resulting from usage of Aadhaar

Cumulative upto 

March 2017

Total during 2017-

18

Cumulative upto 

March 2018

1 Petroleum & Natural Gas PAHAL 29,769 12506 42,275

3.79 crore duplicate, fake/ non-existent, inactive LPG connections

eliminated. In addition 2.22 crore consumers stopped claiming

subsidy (including 1.04 crore Give It Up  co su ers).

2 Food & Public Distribution PDS 14,000 15708 29,708
Deletion of 2.75 crore duplicate and fake/ non-existent Ration

Cards (including some due to migration, death etc.)

MGNREGS 11,741 4332 16,073

Based on field studies, Ministry has estimated 10% savings on

wages on account of deletion of duplicate, fake/ non-existent,

ineligible beneficiaries.

NSAP 399 40 439
Deletion of 2.2 lakh duplicate, fake/ non-existent, ineligible

beneficiaries (including some due to migration, death etc.).

4 Minority Affairs Scholarship Schemes - 159 159 Deletion of 5.26 lakh duplicate, fake/ non-existent beneficiaries.

5
Social Justice & 

Empowerment
Scholarship Schemes - 238 238 Deletion of 1.79 lakh duplicate, fake/ non-existent beneficiaries.

6 Others Others 1,120 1 1,121 -

Total 57,029 32,983.71 90,013

Estimated Savings / Benefits

 (in Rs. Crore) Remarks

3 Rural Development

 No. Ministry/ Department Scheme

Source: DBT.gov.in.
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Inglorious exit of defending champions in four of the past six FIFA world cup championships 

The last six football world cup championships (1998-2018) have seen the defending champions 

being eliminated in the first round of the next world cup. France (winners in 1998) exited in the 

group stage (first round) of the 2002 championship, Italy (winners in 2006) was eliminated in 

the group stage of 2010 championship, Spain (winners in 2010) suffered the same fate in the 

2014 championship and Germany (winners in 2014) had a similar disappointing exit in 2018. 

Nonetheless, these countries are and will remain football powerhouses and will make a strong 

comeback in the future. France could even win in 2018 given the prodigious talent of young 

Kylian Mbappe (a possible unicorn in football). Germany, Italy and Spain are not in contention.   

Leaders of a bull market usually struggle in the post-bull market stage 

The last few bull markets have seen the leaders of the bull market struggling subsequently. 

Exhibit 1 shows the performance of the top performers in percentage terms in the last two 

years of a bull market (1998-99, 2006-07) and their subsequent 1-year, 3-year and 5-year 

performance. Exhibit 2 shows the contribution of the market leaders to the market rally in the 

last two years of the same bull markets and their subsequent 1-year, 3-year and 5-year 

performance. We also include the leaders of the current bull market (it may or may not be over) 

in the same exhibits with the standard disclaimer that past performance is not an indicator of 

future performance. The stocks may continue to do well given the companies’ superior quality.  

Champions usually come back but can struggle for some time 

We note Infosys, the biggest contributor to the 1998-99 bull market, performed poorly until 

2004 and periodically after that. However, it has made some sort of a return of late. Similarly, 

RIL, the biggest contributor to the 2005-07 bull market, struggled over 2008-16 but has been a 

strong performer over the past 1.5 years. It has been a large contributor to the ongoing rally 

(June 2016-June 2018) in the Indian market. Of course, INFO stock has returned a more modest 

10% CAGR since its 1999 peak and RIL stock a paltry 3% CAGR since its 2007 peak. Timing of 

investment does matter although good stocks will deliver consistent returns over most periods.   

Some valuable lessons for investors and life too 

We note that strong football nations are ‘repeat’ world cup champions despite their periodic 

struggles. Good stocks are similar—they may have their periods of weak performance but 

generally deliver solid performance over long periods of time. We can argue the same for good 

investors and people in all walks of life (failure can follow success and success failure). However, 

dedication, perseverance and self-belief can drive individuals to achieve their own ‘goals’. As 

Lionel Messi puts it—“It took me 17 years and 114 days to become an overnight success.”   

Strategy 
Market 

World cup football, Indian stock market and life. The inglorious exit of defending 

champions in the first round of the last six football world cups (four out of six world 

cups) has some remarkable parallels in the Indian stock market and perhaps life. The 

leaders of a bull cycle usually struggle over the next few years given their distended 

valuations. However, ‘champion’ stocks like champion football teams usually make a 

comeback. Owners of ‘expensive’ stocks may want to keep football history in mind.  
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Exhibit 1: Most top performers in past bull markets struggled subsequently; this need not hold in the 

future 
Top performers of Nifty during bubbles and their subsequent performance 

 

Source: Capitaline, Bloomberg, Kotak Institutional Equities  

 

Exhibit 2: Leaders of past bull markets struggled subsequently; this need not hold in the future 
Top contributors to Nifty during bull markets and their subsequent performance 

 

Source: Capitaline, Bloomberg, Kotak Institutional Equities  

 

Return

(%) 1-year 3-year 5-year

Top performers during Dec-97-Dec-99 and their subsequent performance

Satyam Computer 2,680   (27)              (29)                  6                     

Infosys 2,331    (21)              (34)                  17                   

Reliance Petrochemicals 1,097   (1)                NA NA

NIIT 631      (52)              (94)                  (97)                  

Cipla 559      (25)              (35)                  14                   

Top performers during Dec-05-Dec-07 and their subsequent performance

Unitech 6,305   (92)              (79)                  (89)                  

Sterlite Industries 536      (75)              (14)                  (47)                  

SAIL 427      (73)              (36)                  (68)                  

Larsen & Toubro 390      (63)              (1)                    (19)                  

Reliance Infrastructure 314      (73)              (59)                  (73)                  

Top performers during Jun-16-Jun-18

Bajaj Finance 208      

Bajaj Finserv 151      

Vedanta 125      

Titan Company 117      

Maruti Suzuki 111      

Performance (%)

Contribution

(Index points) 1-year 3-year 5-year

Top contributors during Dec-97-Dec-99 and their subsequent performance

Infosys 130              (21)            (34)                17                 

Reliance Petroleum 66                (4)              NA NA

Hindustan Unilever 62                (8)              (19)                (36)                

Satyam Computer 34                (27)            (29)                6                   

NIIT 31                (52)            (94)                (97)                

Nifty 401               (15)            (26)                41                 

Top contributors during Dec-05-Dec-07 and their subsequent performance

Reliance Industries 493              (54)            (17)                (34)                

Bharti Airtel 207              (28)            (28)                (36)                

Reliance Communication 192              (70)            (81)                (90)                

NTPC 190              (28)            (20)                (37)                

ONGC 162              (46)            4                   (13)                

Nifty 3,302            (52)            (0)                  (4)                  

Top contributors during Jun-16-Jun-18

HDFC Bank 441              

Reliance Industries 300              

HDFC 276              

Kotak Mahindra Bank 146              

Maruti Suzuki 139              

Nifty 2,427            

Performance (%)
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India: PMI jumps to its highest level post-demonetization

India’s Composite PMI surged by 2.9 points in June to print at 53.3, the highest level since demonetization. The 
rise was broad-based with manufacturing and services PMIs rising by 1.9 points to 53.1 and 3.0 points to 52.6, 
respectively. Furthermore, the forward-looking-composite-new-orders rose sharply by 2.3 points in June led by 
both manufacturing and services new-orders. The sharp recovery in the composite PMI in June allays fear that 
growth might be losing momentum. These concerns had risen due to some softening in the momentum of IP, 
consumer non-durables, two-wheeler and commercial vehicle sales in the recent month. That said, while we 
forecast a growth acceleration this year, our forecast is for a more muted increase than policy makers are 
expecting, on account of higher oil prices, tighter monetary conditions and continued bank deleveraging.

The sour point in an otherwise positive PMI report was that the manufacturing input prices rose sharply by 3.9 
points in June to 58.6, the highest level in the last four years. Given these cost-push pressures, manufacturing 
output price rose by 0.6 points in June to 52.2. Meanwhile, both services input and output prices eased by 0.1 
and 0.5 points in June to print at 53.5 and 50.8 respectively.
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The rupee has depreciated against the dollar from Rs. 68.63 on 27 

June, 2018 to Rs. 68.79 on 28 June, 2018, after breaching the Rs. 69 

mark earlier during the day. The rupee was supported by the RBI 

which intervened in the currency market by selling dollars. How 

alarming is the situation and how is one to read these developments 

especially in the global context?  

 

The movement in the foreign exchange rate is typically driven by two 

sets of factors: fundamentals and sentiment. 

  

Fundamental reasons: 

 

 Trade deficit: India’s trade deficit in dollar terms has widened 

from $ 13.2 billion in April’2017 to $ 13.7 billion in April’2018. 

This has been primarily on account of the rising crude oil 

prices which on an average was $53.8/barrel in April’2017 

compared to $71.7/barrel in April’2018.  

 FPI position: The net FPI position has witnessed an outflow to 

the tune of $ 8.8 billion in the first three months of FY19 

compared with a net FPI inflow of $12.2 billion in the 

corresponding period of FY18.  

 Forex Reserve: The foreign exchange reserve has been 

declining in the previous three months and the reserve 

balance at the end of each of the respective months is 

provided in Table 1.  

 

The net position of balance of payments gets reflected in the changes 

in forex reserves which in turn affects the exchange rate.  

 

Table 1: Forex Reserve Position ($ bn) 

 

Month  ($ Billion) 

15 June  410.9 

25th May 412.8 

27th April 420.3 

30th March 424.3 

                     Source: RBI 

 

Sentiment led factors 

 Likely trade Wars: Increasing tensions between the world’s 

two largest economies- US and China on policies of hiking the 

tariff structure on certain commodities has kept the investors 

on the edge amidst fears of a global trade war.  
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 Increasing oil prices: Higher oil prices have also led to the fall in the rupee. While OPEC has agreed to 
increase output it does not compensate for the production cuts invoked earlier. To top it all there is talk of 
India having to substitute purchases from Iran with oil from other countries where payment would now be in 
dollars and not rupees. This has further pushed down the rupee. The Indian government has to take a 
decision on whether or not to follow the US in severing ties with Iran which includes moving imports of oil 
away to other nations. Iran is the third largest supplier to India and while such imports can be substituted 
from other countries, the benefit of rupee trade would no longer be available. But there is scope for 
negotiation with the USA.  

 US Fed Rate Hike: The US Federal Reserve had raised the key interest rate for the second time in the fiscal; 
and there are growing expectations of further rate hikes (of at least 2) in this year following the latest 
statement by the Fed. However, RBI has narrowed the difference between the interest rates of the two 
currencies by hiking the interest rate in June’18. Higher rates in the US would slowdown the flow of funds to 
the emerging markets which in turn will affect the balance of payments.  

The above reasons have driven the depreciation in the rupee which declined to a low of Rs 69 per dollar during 
the week – a market psychological level. However, this may not really be an alarming sign for the Indian 
currency when viewed against the background of what is happening to other currencies. Besides, the forex 
reserves are fairly comfortable presently to absorb temporary shocks.  

How have other currencies fared?  

Chart 1 presents the depreciation in various currencies against the dollar between end points of June 1 and 
June 28. It is not only the Indian rupee which is depreciating, but currencies of other countries like South 
Africa, South Korea, Thailand, Indonesia, China have weakened more than the Indian currency.  

Chart 1: Change in exchange rate for the month of June’18 

 

The chart shows that currencies of South Africa, South Korea, Thailand, Indonesia and China have declined at 

higher rates between June 1 and June 28. Within the set of 15 currencies chosen here which have depreciated 

against the dollar, the decline in rupee was above the median value of 2.5%. Therefore, there has been a 

tendency for the rupee to also go with the flow as the dollar has strengthened.  

The stronger dollar can be attributed to factors such as higher growth, lower unemployment, higher rates, 

fiscal spending by the government, lower taxes for corporates and the talk on curing unequal trade policies 

pursued by other countries.  
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While this has been the picture during the month, it is also interesting to compare the same in the present 

week i.e. Monday to Thursday given that the last event that impacted currencies was the OPEC meet. Chart 2 

shows the change in the exchange rates of the country vis-à-vis the dollar post the OPEC meeting which was 

held on 22nd June’2018. During the week ended 29th June, 2018, the US government has terminated the Iran 

nuclear deal and have imposed sanctions on Iran. This has also been an important driver in the weakening of 

the currencies of various economies as the policy can lead to increasing crude oil prices.  

Chart 2: Change in Exchange Rates since 22nd June’2018 (OPEC Decision) 

 

 

 

The above chart also indicates that there are other countries which have witnessed higher depreciation which 

includes China. Here however, we are in the top 5 currencies in terms of magnitude of depreciation.  

The rupee has depreciated in the month of June’18 vis-à-vis May’18 by 0.4% which is lower than the currencies 

of other economies which have weakened in the range of 0.7% (Taiwan) bps to 6.1% (South Africa).  

Concluding Remarks: 

 The above data points show that the weakening in the currency is not restricted to India but has been 

witnessed by many economies and a few of them have been impacted more than India.  

 The foreign exchange rate will witness volatility due to the several pressure points covered above. 

 However, in the current scenario, it is the sentiment driven reasons which are critical factors driving 

this weakness in the Indian currency. This prompted the RBI to intervene yesterday in the currency 

market through the sale of dollars.  

 We believe that fundamentally the Indian rupee should hover around Rs. 68/dollar but will remain 

volatile  - level will be driven by ‘sentiments’ around trade wars, sanctions on Iran, oil prices and the US 

Fed rate decisions. The rupee will be tested at every interval of Rs 1/$ i.e. at 69 or 70 and the market 

will look for direction from the RBI. Non-intervention by the RBI at each stage can take the rupee past 

69 and towards 70 as long as the geo-political situation remains tense.   
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The cumulative rainfall deficit (-7% of LPA) has declined from last week with rains advancing 

towards north. States like UP, MP, Bihar and Delhi received good rainfall last week. However 

despite this improvement, Gujarat, Eastern MP, Orissa, Jharkhand and parts of UP & WB 

continue to be pain points. IMD has forecast improvement over the next two weeks with heavy 

rainfall in the north & east. Crops like cotton and groundnut could be under risk due to persistent 

deficit in Gujarat. The sugar cane and rice belts in UP, MP and Bihar also need careful 

monitoring. Sowing is down 22% as at end June, but it’s better to wait for another 2 weeks 

atleast to take stock since July is important and MSPs have been announced now.  

Crops Corporate Macro 

Sowing in the kharif season has 

seen a sharp decline of ~22% as of 

29th June partly due to slow 

movement of south-west monsoon 

and delay in MSP announcement. 

Oilseeds and pulses have seen large 

declines of ~40% which could be 

associated with below MSP mandi 

prices (for pulses) and weak rains in 

states like Gujarat. (Click here for 

latest acreage data) 

Mahindra & Mahindra have 

witnessed 22% volume growth in 

tractors during Jun-18 on the back of 

strong rural demand and good 

monsoon. Meanwhile, FMCG 

companies like Nestle have 

witnessed good traction from rural 

India with monsoon playing a 

crucial role in spurring rural 

demand.  

Govt. announced the much awaited 

new MSP policy for kharif crops on 

4th July with an average increase in 

kharif MSP of ~17%. For paddy, the 

increase is 13% and historically 

such a steep rise has been 

associated with higher rural wage 

and CPI inflation. We have released 

a detailed note on MSP policy and 

its implications (see here). 

 

Exhibit 1: Weekly rainfall data 

 

Source: IMD 

Legend: Dark blue (large excess); Blue (excess); Green (normal); Red (deficient); 

Yellow (large deficient); Grey (no rain) 

 Exhibit 2: Cumulative seasonal rainfall data  

 

Source: IMD 

Legend: Dark blue (large excess); Blue (excess); Green (normal); Red (deficient); 

Yellow (large deficient); Grey (no rain) 
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Exhibit 3: Rainfall deficit we were carrying from pre-monsoon improves 
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Source: CEIC 

 Here we look at how cumulative rainfall 
since March has progressed.  
 
The deficit we were carrying since pre-
monsoon has started to decline with rains 
spreading pan-India during the week. The 
sugar & rice belts in UP, MP and Bihar; 
and Gujarat continue to remain in deficit. 
IMD has forecasted improvement in 
monsoon in north India. We cautiously 
watch how monsoon progresses in these 
deficit regions, particularly Gujarat.  

 

Exhibit 4: But, water storage levels at last year’s level  
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Source: CEIC 

 Water storage is 20% of live capacity; 
though marginally better than last year, it 
is still below the 10-year average levels. 

 

By regions, North is trailing the most 
versus last year’s levels and 10-year 
average. South is doing better than last 
year and 10-year average. East is in line 
with year’s level but is trailing 10-year 
average. West is below last year’s levels 
and 10-year average. Central is trailing 
last year’s levels, but doing better than  
10-year average. 

 

Exhibit 5: Weather fundamentals favor good monsoons 
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Source: www.ncdc.noaa.gov 

 The Southern Oscillation Index (SOI) 
measures atmospheric pressure 
differences in the pacific ocean. 
 
Persistent negative reading on the index 
is found to have a direct relation to El 
Nino (drier weather for India), last seen 
in 2014 & 2015. Both these years were 
drought years for India (see chart 11). 
 
Meanwhile, positive readings are 
associated with La Nina (wetter weather 
for India) phenomenon. Right now, the 
SOI indicates wetter weather conditions. 
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 Exhibit 6: Rural wage growth has moderated 
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Exhibit 7: Better monsoons have improved tractor sales 
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Source: CEIC 

 Exhibit 8: Two wheeler sales have eased a bit 
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Exhibit 9: Credit to agriculture has slowed, but  
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 Exhibit 10: …credit to rural has not 
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The right policy instrument would have 
been income policy. 

  MSP alone isn't a solution to generate 
adequate income for all category farmers 

Agriculture expert, Professor Ashok Gulati, believes that 
the recent hike in MSP for kharif crop announced by the 
govt. will lead to inflation, widening of fiscal deficit and 
will have adverse impacts on export of commodities like 
cotton (see here). He believes that govt. should have 
opted for an income policy over price policy. 

 NITI Ayog member and agriculture expert, Professor 
Ramesh Chand believes that a higher MSP will surely 
raise farmers’ income but is not panacea for all farm 
woes (see here). He believes MSP alone won’t solve the 
issues for all category farmers (especially for small & 
marginal farmers) on low penetration.  

 

We are targeting 8 – 10% topline 
growth in FY19  

 Cotton, oilseeds to take over pulses' 
acreage this kharif season 

Mr. Rajesh Jejurikar, President Farm Equipment, 
Mahindra & Mahindra commented that Mahindra 
tractors clocked 22% growth in June-18 on strong 
demand from rural market on good monsoon and are 
targeting 8 – 10% topline growth in FY19.  

 Agriculture experts believe that cotton and oilseeds are 
likely to take over pulses’ acreage this kharif season on 
sharp increase in their MSP (see here). Based on low 
acreage so far in the kharif season, NCML forecasts 
production of pulses to decline by ~8%. 

 

 

Exhibit 11: Weather forecasters are calling for near normal rains this year 
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Source: CEIC, SkyMet and IMD 

 

 

  

SkyMet predicts rainfall to 
be in line with long-
period-average (LPA) in 
FY19. Meanwhile, IMD 
expects rainfall to be 
within normal levels i.e. 
deviation under 5% from 
LPA. Both have had their 
bad years in terms of 
prediction accuracy. 

“ ”
“ ”

“ ”
“ ”

“ ”
“ ”

“ ”
“ ”

https://www.firstpost.com/business/govt-approves-msp-hike-for-kharif-crops-decision-draws-mixed-reactions-from-agri-experts-farm-bodies-4668121.html
https://timesofindia.indiatimes.com/india/msp-alone-isnt-a-solution-to-generate-adequate-income-for-all-category-of-farmers/articleshow/64832148.cms
https://www.business-standard.com/article/economy-policy/msp-hike-cotton-oilseeds-to-take-over-pulses-acreage-this-kharif-season-118070401091_1.html
admin
Highlight

user
Highlight



 

 

 Axis Capital is available on Bloomberg (AXCP<Go>), Reuters.com, Firstcall.com and Factset.com  8 

 

5 JUL 2018 Monsoon Monitor 

ECONOMY 
 

   

Inflation & price policy 
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Exhibit 12: New MSP policy is gentle on inflation and fiscal as of now 
 

INR/quintal 

Cost 
FY18*  

(A2+FL) 
MSP  

FY18 
Margin 
(times) 

Cost 
FY19*  

(A2+FL) 
MSP  

FY19 
Margin 
(times) 

MSP  
% y-o-y 

Current 
price 

MSP to 
current 

price %  
Paddy  1,117   1,550  1.4  1,166   1,750   1.5  13  1,751  0 

Jowar  1,556   1,700  1.1  1,619   2,430   1.5  43  2,137  14 

Bajra  949   1,425  1.5  990   1,950   2.0  37  1,225  59 

Ragi  1,861   1,900  1.0  1,931   2,897   1.5  52  1,712  69 

Maize  1,044   1,425  1.4  1,131   1,700   1.5  19  1,343  27 

Arhar (Tur)  3,318   5,450  1.6  3,432   5,675   1.7  4  4,260  33 

Moong  4,286   5,575  1.3  4,650   6,975   1.5  25  5,346  30 

Urad  3,265   5,400  1.7  3,438   5,600   1.6  4  4,920  14 

Groundnut  3,159   4,450  1.4  3,260   4,890   1.5  10  3,271  49 

Sunflower seed  3,481   4,100  1.2  3,592   5,388   1.5  31  3,295  64 

Soyabean yellow  2,121   3,050  1.4  2,266   3,399   1.5  11  3,324  2 

Sesamum  4,067   5,300  1.3  4,166   6,249   1.5  18  7,371  -15 

Cotton  3,276   4,020  1.2  3,433   5,150   1.5  28  4,731  9 
 

Source: CEIC, Agmarket.in; CACP, PIB, Mandi price as of 3 July 

 

Exhibit 13: Since paddy (rice) prices are already at the new MSP level, we do not think it 
would be inflationary 

 

INR/KG 
Farmer 

cost 
Farmer 

MSP 
Farmer 

sale Wholesaler Consumer 
Farmer 
margin 

Wholesaler 
margin 

Retailer 
margin 

Rice 12 18 18 26 28 50% 47% 9% 

Tur dal 34 57 43 65 70 24% 53% 8% 

Moong dal 47 70 53 65 70 15% 22% 8% 

Urad dal 34 56 49 70 75 43% 42% 7% 

Gram dal 26 43 37 50 60 44% 35% 20% 

Masoor dal 25 42 46 45 60 84% -1% 33% 
 

Source: CEIC, Agmarket.in; CACP, PIB, Mandi price as of 3 July 

 

 

 

 

 

 

  

We believe that effective 
implementation of kharif 
MSP will be constrained 
by the budget. Hence the 
spillover to wage growth, 
fiscal and inflation would 
be quite ordinary despite 
double digit MSP rise. 

MSP is mostly effective only 
for rice and wheat under 
the old procurement 
modality – if the same is 
followed now due to budget 
constraints then the impact 
is only for paddy. Here we 
find that the current mandi 
market price is in line with 
the new MSP price already 
so the follow-on impact on 
CPI could be moderate. 
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Basic facts on monsoon’s 

importance to Agriculture, 

Industry and Households 
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 Exhibit 14: Food grains take up the largest footprint in terms of acreage 
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Source: CEIC 

 

Exhibit 15: However by value cereals are not high in comparison 
122
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Exhibit 16: 25% of India’s manufacturing is linked to agricultural output  

16.3%

8.8%
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Share of agriculture output linked industries in total manufacturing output

 

Source: CEIC, data as of FY16 

 

It is easy to see why rice 
and wheat MSP is so 
important for farmers.  

To encourage higher value-
added farming, agriculture 
policy needs to diversify 
away from remaining 
focused on rice and wheat 

India’s USD 350-400bn 
manufacturing sector has 
deep linkages to  
agriculture 
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 Exhibit 17: Water intensive industries make up 9% of manufacturing output 
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Source: CEIC 

 

Exhibit 18: % of arable land irrigated vs. rain fed 

 
 

 

Source: NSSO,Legend: Bold Green (over 80%); Dark green (50-80%); Light green (30-50%); Pale green (<30%) 

 

51%

19%

9%

69%

31%

42%

47%

89%

21%

21%

14%

34%

18%

43%

18%

18%

29%

99%

42%

57%

48%

80%

49%

59%
24%

9%
21%

15%

It’s not just agricultural 
produce that impacts 
manufacturing. Water 
availability is a critical  
issue for water intensive 
industries that make up 
9% of manufacturing 
output. 

Less than half of India’s 
arable land is irrigated.  
 
Rainfall dependence is far 
higher in west, south-
west, central and north-
eastern India 

 
Recent research shows 
that 80% of India’s fresh 
water is used by 
agriculture(see here), of 
which rice and sugar 
cane take up 60%. This 
distortion is largely due to 
procurement policies and 
power subsidies which 
lead to cultivation of 
water intensive crops 
even in arid lands 

http://www.thehindu.com/news/national/getting-water-wise-on-the-farm/article23787179.ece
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Exhibit 19: Agriculture households as a % of rural households in FY13 

 
 

 

Source: NSSOLegend: Bold green (> 60% i.e); Pale green (<60%); White (data not available) 
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78%

35%

52%
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45%

Facts: 
India has 11% of world’s 
arable land and 18% of 
world population.  
 
48% of income of 
agricultural households is 
from cultivation, 32% from 
wages, 12% from 
livestock and 8% from  
non-farm business.  
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 Exhibit 20: Sowing seed pattern has seen sharp decline during kharif season (lac hectares) 
Crop Area sown in 2018-19 Area sown in 2017-18 

Rice  27   30  

Pulses  11   18  

Coarse Cereals  24   34  

Oilseeds  15   26  

Sugarcane  50   49  

Jute & Mesta  7   7  

Cotton  32   46  

Total  165   211  
 

Source: www.agricoop.nic.in; Note: data as of 29 June 2018 

 

Exhibit 21: Top three producing states of key crops in FY16 
 

% of  
total production Rice Wheat Maize Pulses 

Coarse 
cereals Groundnut 

Rapeseed 
& Mustard Soyabean Sunflower Sugarcane Cotton 

Jute & 
Mesta 

Andhra Pradesh 
        

6 
   

Assam 
           

9 

Bihar 
  

11 
        

15 

Gujarat 
     

35 
    

32 
 

Haryana 
      

12 
 

12 
   

Karnataka 
  

15 
 

16 
   

52 11 
  

Madhya Pradesh 
 

19 12 30 11 
 

10 57 
    

Maharashtra 
   

12 
   

24 
 

21 22 
 

Punjab 12 17 
          

Rajasthan 
   

12 16 16 48 12 
    

Tamil Nadu 
     

13 
      

Telangana 
          

13 
 

Uttar Pradesh 12 29 
       

41 
  

West Bengal 15 
          

74 

% of total production 39 65 38 55 42 64 70 93 70 73 67 98 
 

Source: Agricultural Statistics at a glance 2016 

 

 

 

 

  

http://www.agricoop.nic.in/
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GST collections in Jun’18 came in at INR 956bn, higher than INR 940bn in May’18 due to 

seasonality and broadly in-line with our expectations on applying the seasonality factor to our 
estimated general govt.budgeted GST revenues (INR 12-13.5trn) for FY19. The Centre also 
notified the settlement of unallocated IGST worth INR 500bn in Jun’18. It should be noted that 
the retention of unsettled IGST with the Centre until May’18 (non-existent in May’17) was 
primarily responsible for the robust growth of 49% YoY for Centre’s receipts, despite the decline 
in direct taxes (corporate taxes). Overall, the cumulative gross fiscal deficit (GFD) of the Centre in 
May’18 stood at 55% of BE, lower than 68% of BE in May’17 due to better revenue realisation 
as % of BE (7% vs. 5% in May’17) vis-à-vis expenditure (19% vs. 21% last year). On the 
expenditure front, muted growth in revex (87% share; 0.7% YoY) imposed a drag on overall 
spending growth (3% YoY) even as capex surged 21% YoY being directed primarily towards 
defence, roads and railways. Going forward, while the implementation of MSP revisions and 
Ayushman Bharat grapples with its own set of issues, i) unaccounted costs of the above schemes 
along with underprovided fuel subsidy and ii) uncertainty on the realisation of the INR 900bn 

divestment target remain the chief upside risks to the fiscal target of 3.3% in FY19. 

 GST collections in Jun’18 at INR 956bn: Monthly GST collections in Jun’18 stood at INR 956bn, 
with CGST, SGST, IGST, compensation cess at INR 160, 220, 495, 81bn respectively. (Exhibit 2). 
While seasonality demanded June collections to be higher vs. May, we believe that May’18 
collections of INR 940bn (that consisted of revenues mainly for Apr’18) will continue to serve as 
the lower bound for GST collections in FY19 as the month of April accounts for the lowest 
share in annual indirect taxes. Moreover, on applying the seasonality factor to our estimated 
GST revenues for the general govt. in FY19, Jun’18 collections seem broadly in line. GSTR-3B 

returns stood at 6.4mn, rising continuously since Oct’17. (exhibit 3) 

 Settlement of unallocated IGST: In Jun’18, the Centre notified that around INR 303bn of IGST 
had been settled between CGST (52%) and SGST (48%).This implies that on a cumulative basis, 

INR 652bn still remains as unallocated with the Centre until Jun’18. However, the press release 
also stated that INR 500bn was settled on a provisional basis between the Centre and the states 
in Jun’18, akin to the immediate settlement of INR 350bn of unallocated IGST in Feb’18 after 

the 25th GST Council meeting. While details around the same have not been disclosed, we 

believe that this INR 500bn includes the settlement of INR 303bn. The residual INR 197bn (INR 
500bn minus 303bn) settlement could have come from the pool of unsettled IGST of either 
FYTD19 or FY18. Assuming it came from FYTD19 pool, the unsettled IGST with Centre post this 
settlement (as on 1Jul’18) stands at INR 455bn (exhibit 4). 

 Cumulative GFD for the Centre at 55% of BE in May’18 vs.68% in May’17: The cumulative 
GFD for the Centre stood at 55% of BE vs. 68% in May’17, lower due to better revenue 
realisation as % of BE vis-a-vis expenditure in FY19 (exhibit 5). Overall receipts expanded 49% 

YoY as net tax revenues recorded robust growth of 51% YoY due to the unallocated IGST 
(more than INR 370bn), lying in the centre’s kitty, even as direct taxes (corporate taxes) declined 
14%YoY. This has also resulted in the contribution of indirect taxes in gross tax collections to 

rise to c.74%. On the expenditure front, while revex growth remained muted (0.7%YoY), 
imposing a drag on overall expenditure growth of 3% YoY, capex rose 21% YoY, directed 

mainly towards defence (-15% YoY), roads (10% YoY), railways (164% YoY))-exhibit 9. Overall 
spending was mainly directed towards food & public distribution, interest payments, defence 
and rural development (exhibit 6-8). Due to the departure of the Centre from its front-loading 
borrowing plan (like previous years), Centre’s net market borrowings as on 22Jun’18 stood at 

INR 486bn, registering a decline of 58% YoY. This is partly the reason why disinvestment of 
surplus cash has been the major source of financing the GFD (c.47%), followed by market 
borrowings (29%)-exhibit 11. 

 Reconciling the discrepancy between PIB and CGA reporting of GST collections: With the onset 
of FY19, the Centre decided to report GST collections on a cash-flow basis, i.e. GST revenues 
collected in the month “t” were be reported on the 1

St
 of month “t+1” and would include i) 

IGST and cess on imports collected in month “t”, ii) IGST and cess on domestic supplies for 
month “t-1”, and iii) SGST and CGST for month “t-1”.*This was expected to eliminate the 
discrepancy between PIB and CGA reporting. To check this, we estimate the SGST counterpart 
for CGA by adding i) SGST reported by PIB and ii) IGST settled and transferred to states. We 
find that the discrepancy between total GST collections by the two official sources still stands at 
c. INR 102bn until May’18.        
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Exhibit A. The Centre budgeted a GFD-to-GDP 
target of 3.3% in FY19 

 
Source: Union Budget 2017-18, JM Financial 

 

Exhibit B: By May’18, the GFD has reached 55% 

of BE vs. 68% last year 

 
Source: CGA, JM Financial 
 

Exhibit C: GST collections FYTD19 

 
Source: CGA, JM Financial 
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 GST collections up to Mar’18 were reported on accrual Exhibit 1.
basis by the PIB ….. 

 
Source: PIB, JM Financial; Mar’18 revenue figure was not reported explicitly by the PIB. FY18 numbers 

were reported instead which included revised collections for earlier months as well. 

 …after which the govt. decided to switch to reporting GST Exhibit 2.
collections on a cash-flow basis 

 
Source: PIB, JM Financial 

 

 GSTR-3B returns filed (in mn) have increased continuously Exhibit 3.
since Oct’17 

 
Source: PIB, JM Financial 

 Settlement of IGST collected, assuming the additional Exhibit 4.
settlement of INR 500bn happened from the unallocated IGST pool of 
FYTD19 

 
Source: PIB, JM Financial 

 

 Centre’s cumulative GFD in May’18 stands at 55% of BE vs.68% in May’17   Exhibit 5.

INR bn FY18 (P) FY19BE (%YoY) FYTD19 
Share 

of BE 

FYTD19 

(%YoY) 
FYTD18 

Share of 

BE 

Central govt. net tax revenue 12,427 14,806 19% 1,024 7 51% 677 6 

Non-tax revenue 1,925 2,451 27% 240 10 57% 153 5 

Central govt. revenue receipts 14,352 17,257 20% 1,265 7 52% 830 5 

Non-debt Capital Receipts 1,158 922 -20% 10 1 (62)% 27 3 

Total Receipts 15,510 18,179 17% 1,275 7 49% 857 5 

Total Expenditure 21,427 24,422 14% 4,729 19 3% 4,590 21 

Of which Capital Exp. 2,637 3,004 14% 638 21 21% 525 17 

Of which Revenue Exp. 18,790 21,418 14% 4,092 19 1% 4,065 22 

Revenue Deficit 4,438 4,161  2,827 68  3,235 101 

Fiscal Deficit 5,917 6,243  3,455 55  3,734 68 

Fiscal Deficit/ GDP  3.33% 
 

1.85% 
  

2.2% 
 

Source: CGA, JM Financial 
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 Top 14 ministries/dept. accounting for c.81% of Exhibit 6.
expenditure up to May’18  

 
Source: CGA, CMIE, JM Financial 

  Growth in spending for top ministries up to May’18 Exhibit 7.
(%YoY), with railway spending growth at 164% YoY 

 
Source: CGA, CMIE, JM Financial 

 Top 14 ministries/dept. expenditure as % of BE up to Exhibit 8.
May’18  

 
Source: CGA, CMIE, JM Financial 

  Top 4 ministries/departments account for 90% of the Exhibit 9.
capex.up to May’18, transfer to states has exceed budgeted limit 

 
Source: CGA, CMIE, JM Financial 

 As per the Union budget 2018-19, the govt. seeks to Exhibit 10.
finance c.65% of the GFD through borrowings  

 
Source: CGA, CMIE, JM Financial 

  The current pattern of financing the GFD (up to May’18) Exhibit 11.
however relies more on disinvestment of surplus cash (47% share), 
due to the change front-loading pattern of borrowings 

 
Source: CGA, CMIE, JM Financial 
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 GST completed one year of implementation on 1Jul’18 Exhibit 12.

Month Key developments regarding GST since its implementation 

Jul-17 J&K passes resolution to implement the GST, all states/Uts under State GST Act now 

 
GST rate finder -mobile app launched. Govt. clarifies that sale of old gold jewellery by individuals does not attract GST 

 
The 19

th
 GST Council meeting increases compensation cess rate on cigarettes to match the pre-GST total tax incidence on cigarettes with the post-GST incidence. 

 
Number of registrations of GSTN crosses 7.75mn by 18Jul’17. 

 
The Govt. sets up a Central Monitoring Committee headed by the Cabinet Secretary to monitor the impact of GST 

Aug-17 The Finance Ministry states that it expects the first three months of GST rollout to result in fall in tax collections; unsure about the extent of the fall. 

 

The GST Council recommends an increase in maximum ceiling of cess leviable on Motor vehicles under the head 8702 and 8703 including SUVs from 15% to 25%. 

The next GST Council meeting likely to lower rates on food and daily use items after recommendations received from state govts. & industries 

 
 The 20

th
 GST Council meeting decides-a) final drafting of e-way bills, b) job work of all kinds of textiles to be taxed at 5%. vs. 18% earlier for some types of job 

work, c) tractor parts rates brought down to 18%, d) anti-profiteering mechanism gets in-principal approval, e) government given work contracts like roads bridges 
canals will now be taxed at 12% with credits, vs. 18% 

 

The GST Implementation Committee extends the last date for payment of the GST for the month of July 2017 to 25Aug’17 (vs. 20Aug’17 earlier). The Govt. 
requests States to cut VAT on petroleum products used as inputs in making goods after introduction of GST to provide relief to the manufacturing sector 

Sep-17 
The Finance Ministry notifies that of a total of 7.2mn taxpayers, 5.8mn taxpayers have completely migrated to the GSTN & 1.4mn taxpayers are yet to complete 
their procedural formalities to migrate to the GSTN.  The number of new taxpayers registered with the GSTN up to 29Aug’17 stands at 1.9mn. 

 

The Govt. notified increase in cess on luxury cars, SUVs to 25% as against 15% earlier. This is however expected to be reconsidered in the next GST Council 

meeting on 9Sept’17. Extends deadline for filing GSTR-1, GSTR-2, and GSTR-3 for Jul'17 and Aug'17. 

 

The 21st GST Council meeting increases GST cess levied on mid-size cars, large cars & SUVs by 2%, 5% & 7% respectively to align tax rates to pre-GST levels. 

Further, the council presented an approach paper which recommends to review rates once every 3 months 

 
As per media, around 5000 companies expected to receive notices on transitional GST credits to seek explanations on the amount claimed in credits 

 

The Govt. notifies that only 55% of 6.82mn taxpayers (who were required to file monthly returns) actually filed returns for Aug’17 as on 25Sep’17(i.e. only 3.76mn 
GSTR 3B returns were filed). The August GST collections does not include a) 1.02mn assesses which have opted for the composition scheme, and b) some assesses 

who haven’t filed returns for either Jul’17 or Aug’17. 

 

The Govt. reportedly considering to set up a INR 200-300bn dedicated fund for exporters to narrow down the input tax credit cycle and facilitate working capital 

requirements 

Oct-17 

The 22nd GST Council meeting on 6Oct’17 meeting concludes with the following decisions -a) quarterly return filing/tax payment for SMEs, b) relief to exporters 

until an e-wallet mechanism for exporters is operationalised (likely by Apr’18), c) hiked composition limit up to INR 10mn, and d) reduced rates for certain goods & 
services (including tax at AC restaurants). 

 

The Govt. refuses to extend deadline for filing GSTR-1 for Jul’17 beyond 10Oct’17. Media reports only c.70% of taxpayers who were required to file returns to have 
actually done so. 

 

To reduce the cascading of taxes due to non-inclusion of petroleum products under GST, the GST council recommends, a) 12% GST on offshore contract services 

relating to oil & gas exploration & production in offshore areas beyond 12 nautical miles, b) 5% (12%) GST on transportation of natural gas through pipeline 
without (with full) input tax credit, and c) exemption from IGST for i) import of rigs & ii) ancillary goods imported under lease, subject to specific conditions. 

 

The GSTN introduces a utility- Cancellation of Registration of Migrated Taxpayer (utility REG 29)- to facilitate cancellation of registrations for businesses which have 
migrated to the GST regime. 

 

The Govt. decides to waive the late fee on filing GSTR-3B for the months of August and September in view of the difficulties faced by taxpayers during the return 

filing process. 

Nov-17 The GST Council considering reducing the number of items in the 28% GST slab to encourage consumption of non- luxurious, frequently used items. 

 
The GSTN introduces an excel-based offline utility for filing GSTR-2 form. 

 
The Govt. extends the last date for filing GSTR-2/GSTR-3 for July to 30Nov’17/ 11Dec’17 respectively. 

 

The 23rd GST Council meeting's key decisions- a) significant reduction in tax rates (especially items under the 28% tax slab), b) extending composition scheme, c) 

GST levy of 5% for all restaurants (though without input tax credit) and d) simplification of filing returns. 

 
The reduction in GST rates for 178 items (decided in the 23rd GST council meeting from 28% to 18%) comes into effect from 15Nov’17. 

 

The Cabinet approves the establishment of the National Anti-profiteering Authority under GST, to ensure that benefits of rates reduction are passed on to ultimate 

consumers through lower prices. 

 
The GSTN introduces a new utility RDF-1A for exporters to claim refund of input tax credit (ITC) on export of goods and services in a relevant month. 

 

Media states exporters to have reported unresolved GST issues to the Finance ministry, especially regarding the delay in GST refunds (amongst others) as airline and 

shipping companies are not submitting proof of export to customs. 

Dec-17 
The 24th GST Council Meeting decides to implement a nationwide e-way bill for both inter and intra-state movement on a trial basis from 16Jan’18 for testing the 
system. For inter-state movement, the system would become compulsory from 1Feb’18 onwards, while for intra-state transfers, the e-way bill would be made 

mandatory from 1Jun’18. 

Jan-18 

The 25th GST council meeting confirms that while the e-way bill was mandatory for inter-state movement from 1Feb’18, 15 states agreed for compulsory e-way bill 

for intra-state movement as well from 1Feb’18, which was earlier supposed to be mandatory from 1Jun’18. This anti-evasion measure is expected to improve GST 

collections in the coming months. Other highlights included-a) Immediate division of INR 350bn of IGST between states and the Centre on a provisional basis and b) 

rationalisation of rates for 29 goods and 53 services (effective from 25Jan’18). Decisions on topics such as a) inclusion of real estate (stamps and registration), 

petroleum and b) simplification of return filing were postponed until the next meeting. 

Feb-18 The Govt. defers the compulsory e-way bill application and extends the period for the same, as the bill generation platform faced technical glitches 
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Mar-18 

The 26th GST Council meeting concludes in finalising the date for implementation of the e-way bill for inter-state movement of goods from 1Apr’18 onwards. For 

intra-state movements, states would be classified into four categories and the bill would be implemented in a phased manner starting from 15Apr’18. There were 

no decisions regarding simplification of return filing but tax exemptions for exporters were extended for six months beyond 31Mar’18 until e-wallet was in place. 

 

The Centre reportedly disburses INR 284bn to states as GST compensation until Dec’17 vs. INR 468bn collected during the same period. Karnataka, Punjab and 

Gujarat were the leading beneficiaries of the amount disbursed. 

Apr-18 E-way bill rolls out from 1Apr’18; number of taxpayers registered on the portal stood at 1.1mn. 

 

According to the GST Network (GSTN), Gujarat, Uttar Pradesh, Telangana, Andhra Pradesh and Kerala together accounted for 61% of the inter-state e-way bills 

generated in the country until 8Apr’18. 

 

Media reports government's consideration to convert GSTN into a majority government company or a 100% government company. Currently, the Centre & states 
jointly hold around 49% stake. The government believes it should be a majority owner considering GSTN’s enhanced role from just collecting tax to data analytics. 

 
Roll-out of e-way bill system for intra-State movement of goods in AP, Gujarat, Kerala, Telangana and UP from 15Apr’18 

 

The e-way bill system for intra-State movement of goods implemented for six more states from 20Apr'18 onwards-Bihar, Jharkhand, Haryana, Madhya Pradesh, 

Tripura and Uttarakhand. 

 
The govt. advances the deadlines for filing of seller forms (GSTR1), for April, May and June, vs. those given for previous months. 

 

The government decides to report monthly GST collections on a cash-flow basis from Apr’18 onwards. Henceforth, GST revenues collected in the month “t” would 

be reported on the 1St of month “t+1”. These will include IGST and cess on imports of month “t” and SGST and CGST of month “t-I”. 

 

E-way bill system for intra-state movement of goods implemented for five more states/UTs- Arunachal Pradesh, Madhya Pradesh, Meghalaya, Sikkim, and 

Puducherry 25Apr’18 onwards. 

May-18 

The 27th GST Council meeting concludes with the approval of a) a new simplified return filing model, which would require each taxpayer to file only one return 

every month (to be operationalised in another six months), and b) conversion of GSTN into a government-owned company with 50% stake each, for the Centre and 
states (vs. the current combined stake of 49%; 51% is held by 5 private financial companies). Other highlights include the decision to set up ministerial panels to 

look into i) concession of 2% in GST rate on B2C supplies, for which payment is made through cheque or digital mode (subject to a ceiling of INR 100 per 

transaction) to incentivise promotion of digital payments, and ii) the levy of sugar cess and reducing GST rate on ethanol. 

 
A group of ministers led by Sushil Kumar Modi meet on 11May’18 to discuss concerns raised by states regarding incentivising digital transactions. 

 
The government of Chhattisgarh to roll-out the e-way bill for intra-state movement of goods from 1Jun'18 

 

The GSTN invites bids from private entities for designing and developing a fraud analytics system. The GSTN also considers to come up with new annual sales return 

form-GSTR 9 seeking income tax details so as to check understating of sales turnover by tax return filers 

 

The Ministerial panel looking into the proposal of imposing cess at a rate not exceeding INR 3/kg (over and above the GST rate of 5% on sugar), decides to seek the 

Law Ministry’s opinion on the levy. 

 

The states/UTs of Maharashtra, Manipur, Andaman & Nicobar Island, Chandigarh, Dadra & Nagar Haveli, Daman & Diu and Lakshadweep roll out e-way bill on 

intra-state movement of goods from 25May’18. 

Jun-18 

Govt. notifies that until 30May’18, GST refunds worth INR 300bn had been sanctioned (INR 160bn of IGST, 140bn of ITC). Refund worth INR 80bn were sanctioned 

during May’18. Claims to the tune of INR 140bn (50% each for IGST, ITC) were still pending with the govt. as on 30May’18. The Centre promises to refund the 

entire pending claims of textile exporters under GST and IGST in 15-20 days. 

 

After the successful roll-out of e-way bill on intra-state movement of goods by 27 states/UTs, Chhattisgarh, Goa, J&K, Mizoram, Odisha & Punjab roll out the same 

on 1Jun’18. Tamil Nadu and West Bengal implement the same on 2Jun’18, 3Jun’18 respectively. 

 
The Central Board of Indirect Taxes and Customs extends the Special Refund Fortnight for fast track clearance of pending dues to exporters by two days till June 16 

 

The states of India fail to arrive at consensus on GST discount for digital payments as few believe that it discriminates against those who do not use the digital 

mode. A group of States’ Finance Ministers to meet in a fortnight to take a final view on the proposal; which will be discussed in the next GST council Meeting on 
21Jul’18. 

 

The Central Board of Indirect Taxes & Customs concludes the 2nd Special Refund Fortnight (extended from 31May’18-16Jun’18) - i) c. INR 60.9bn IGST refund were 

sanctioned in the refund fortnight, ii) About 0.16mn shipping bills were processed, iii) IGST refund claims of about 9,293 exporters were sanctioned including 

c.3500 new exporters. 

Source: PIB, Media, JM Financial  
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S O L U T I O N  T O  R U R A L  W O E S :  
1.5 TIMES MSP /PRICE SUPPORT / INCOME  
SUPPORT~WHICH ONE IS BETTER? 
The rural sector is hit by declining prices. The Agri-GDP deflator 

has declined from 9.9% in FY13 to merely 1.1% in FY18. Such 

persistent decline in Agri-GDP deflator is indeed worrisome. Such 

a decline also coincides with the in principle inflation targeting 

regime introduced by RBI from FY14. 

We also believe that buoyant tractor sales are in no way  

indicative of the health of the rural sector. Now tractors are  

being used more  for transportation of building materials.  

There are 3 ways to alleviate such a distress, each of which has a 

benefit and a cost. Firstly, a price support programme with the 

increment of MSP increased by 1.5 times across 17 major Kharif 

and Rabi crops could impact CPI inflation by 71 bps (pulses alone 

by 42 basis points, but cereals minimal). The estimated MSP for 

Kharif crops is based on projected A2+FL cost for FY19.  

Secondly, for a price support scheme like Bhavantar Bhugtan 

Yojana  (we believe it has been somehow unfairly criticized by 

sector experts)  if applied at all India level, the total cost is 

around Rs 32,302 crores. However, if states share around 40%, 

the cost will come down.  

Thirdly, an income support scheme as introduced by Telangana 

State. Our estimate suggests, if this scheme is implemented at 

all India (29 States+ UT) level by providing Rs 4000 per acre per 

season, the financial burden could be around Rs 2.7 lakh crore 

(based on net sown area) and could rise to Rs 3 lakh crore if  

offered on cultivated land. Any item to dilute the cost by  

removing cereals could jeopardize the production patterns.  

Based on the analysis of all the three schemes (in which two of 

them are currently running in two states), we propose a hybrid of 

2 schemes  viz. 1.5x of MSP and Price Compensation Scheme. 

This will involve an optimal inflation /fiscal cost trade-off and  

win-win for farmers.  

For Cereals (Wheat, Paddy, Ragi, Maize, Bajra) which are largely 

procured by both Central and State Government, implement MSP 

of 1.5x cost of production. Crops like Groundnut, Sesamum,  

Nigerseed and Soyabean should also be covered under 1.5 times 

of MSP. The overall impact of inflation could be only around 

17 basis points  for such crops.  

For Pulses (Arhar, Moong, Urad, Masur and Gram) and  

Sunflower Seed, we propose Price Compensation Scheme (PCS) 

as the fiscal cost will be Rs 13,110  crore only/ 0.08% of 

GDP. 

JULY 02,  2018  
ISSUE NO:26,  FY19  

ECOWRAP 

‘Be the Bank of Choice for a Transforming India’ 
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RURAL/AGRICULTURE DISTRESS IS A FACT 

 The recently released annual GDP data points to some interesting facts. The GDP deflator (an economic metric 

that accounts for inflation by converting output measured at current prices into constant prices GDP) which 

stood at 3.1% for FY18 was very low compared to the levels it was achieved in FY13 (7.9%) and FY14 (6.2%). 

Unfortunately, this decline in GDP deflator was primarily due to low Agri-GDP deflator, which was continuously 

declining from 9.9% in FY13 to merely 1.1% in FY18. This decline in Agri-GDP deflator is an indication of  

distress and low level of purchasing power in rural/agriculture area. Such a decline also coincides with the  

inflation targeting regime introduced by RBI from FY13.  

 Also, when we bifurcated the GVA growth into Agri-GVA growth and Non-Agri GVA growth we found out that 

the nominal non-agri GVA expanded from 11.5% in Q4 FY17 to 12.0% in Q4 FY18. During the same period,  

nominal Agri GVA however declined from 10.9% to 4.9%. This indicates that the growth in overall GVA is  

primarily due to growth in industry and services segment, not the agriculture segment. 

 Importantly, tractor sales, are generally considered as proxy for better price realisations for the farm sector. 

During FY18 tractor sales reached an all-time high sales of 7.11 lakh units, around 22% higher than the  

previous year. However, the relationship between tractor sales and farm realisations (Proxy: Agri Deflator) is 

weak as the commercial usage of tractors is increasing rapidly. Now tractors are being used more  for  

transportation of building materials like bricks, stone plates and locally mined sand as cost of transportation 

increases massively when commercial vehicles are used for the said purpose. Thus, buoyant tractor sales are 

in no way indicative of the health of the rural sector. Also, high level of NPAs in tractor loans indicate that due 

to rural/agriculture distress, farmers are unable to pay the instalments irrespective of the usage of tractors.  

Tra tor sales & Agri Delator % o  GDP Delator %  

  

Sour e: SBI Resear h Sour e: SBI Resear h 

MEASURES TO ALLEVIATE RURAL/AGRICULTURE DISTRESS 

 Given that prices in agri sector are at significantly low levels, there are three ways/schemes in which we can 

alleviate this at least in the short term. First, is to provide a better price to all Rabi and Kharif crops by fixing 

MSP at 1.5 times over the cost of production. Second, to develop an institutional mechanism to compensate 

the price difference where market price is less than MSP like Bhavantar Bhugtan Yojana (BBY) as it was adopted 

in Madhya Pradesh, and Third, is to provide agriculture Investment Support in form of cash as is being  

currently done in Telangana. Here we will analyse pros and cons of all the three schemes / price support / in-

come support  and suggest what could be done as a quick fix solution to address the distress in the short term.  

1. MSP IS INCREASED BY 1.5 TIMES  

 In the Union Budget, Govt. has announced that for FY19, MSP for majority of Rabi crops have already been 

fixed at 1.5 times of the cost of production (which is based on A2+FL)  and  has now announced to implement 

this resolution as a principle for the rest of crops i.e.  Rabi crops that were earlier left out and all Kharif crops.  

 Theoretically believed, by increasing MSP, though it will provide better support price to farmers, has an  

inflationary impact on consumers.  Commodities like paddy and wheat which have combined weight of more 

than 7% in CPI, so any increase in support prices will have  impact on CPI inflation. 
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 With the Government due to announce MSP for Kharif crops 

in FY19,  we estimated the projected MSP for all Kharif 

crops, based on projected A2+FL cost for FY19 (taken as the 

maximum growth rate during FY17-FY18 for any crop) and 

then applying 1.5 times on it. The projected MSP (excluding 

bonus as is the norms) for FY19 shows, that the maximum 

increase in prices will be on Nigerseed (73%) followed by 

Ragi (58%) and Jowar (42%). 

 Our estimate suggests, the increment of MSP by 1.5 times in 

Kharif crops could impact CPI inflation by 67 bps and for 

Rabi crops for which MSP has already been announced for 

FY19, the inflationary impact will be 4 bps and hence the 

combined effect will be 71 bps. Two major crops wheat and 

rice, for which  majority of the procurement done by Govt., 

the increase in MSP will have less impact on inflation. 

 This estimate is based on A2+FL cost and not on C2 cost, 

and if the Government, fix at 1.5x on C2 cost, the inflation-

ary impact could be significantly large, and even breach the 

RBI CPI target by more than 200 bps. 
 

2. PRICE COMPENSATION SCHEME  

 The Madhya Pradesh Government had developed an  

institutional mechanism / Bhavantar Bhugtan Yojana, which 

was implemented in Madhya Pradesh since Oct’17. As it has 
already been implemented, it is better to evaluate the  

experience of MP. We believe Bhavantar scheme though 

have shortcomings has been somehow maligned by sector 

experts.  

 The most common critique of Bhavantar scheme is that it 

resulted in traders beating down Mandi prices: Post harvest, 

some of the crops under BBY witnessed a declining trend in 

prices. The common argument being the trader groups  

artificially depressed prices to be paid to farmers as in any 

way they were getting compensated by the difference  

between MSP and the sale price at Mandis.  

 For example, take the case of Moong. In case of Moong,  

where 8034 tonnes arrived to the market in between  

Oct-Dec’17 compared to 32,710 tonnes during corresponding 
period of last year. Despite this short supply, the prices 

which were supposed to be higher had declined by 11%, 

could be due to the deliberate efforts from traders/farmer 

groups to exploit the (price differential from MSP) advantage 

under BBY.  

 However, there is also a contrarian argument to the above, 

that is overproduction drove down prices. For example, the arrival of major Kharif crops to Mandis in MP for 

sale during Oct’17-Dec’17 and the corresponding period of previous year. In almost all the crops, the total  
arrival  figure has increased significantly, e.g. in Arhar, it increased by 716% from previous year and the price 

declined by 47%. Similar trends were also found in all the major Kharif crops except Moong.  

 Additionally, while analysing the price trend in other states, we also found that, the decline in prices was not 

only due to implementation of BBY and restricted to Madhya Pradesh, but similar trend was also seen across 

other States. e.g., in case of Gram, the prices not only declined in MP, but also declined in Maharashtra, Raja-

sthan, and UP. Hence it is difficult to establish any direct causation between the trader cartel and price decline. 
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 Even after appreciating the problems under Bhavantar Scheme, one 

of the major positives under BBY is it worked as a price support to 

farmers. For example, during the month of Nov’17 the total arrival of 
soybean increased by 150% in compared to last year, but the price 

declined by only 10%. 

Impact on Inflation 

 Under Price differential scheme/BBY, once the sales window gets 

closed, price had started to pick up (post Dec’17, price have jumped). 
Hence the inflation impact may be delayed. One of the possible  

reasons for this could also be the fact that traders may have hoarded 

the stock of crops sold to them by farmers and started releasing 

them when sales window closed.   

 This could also be avoided by either extending the sales window 

which is presently Oct-Dec for Kharif crops and better administrative 

regulation at district level could ease such market prices.   

Fiscal Burden 

 We carried out a simulation exercise with production data, procurement data & Mandi prices of various crops at 

for all states for FY18 and calculated what could be the cost if Bhavantar scheme was implemented at State  

level. The fiscal cost for this programme is large and hence needs to be judiciously thought through and may be 

done only for selected crops. The following options may be considered. 

 Our estimate shows, if this programme is only for Pulses and Sunflower, which is showing the maximum decline 

in prices and has no proper procurement mechanism, the total cost comes to around Rs 13,110 crores. We may 

avoid the price support programme for paddy and wheat as it directly under the procurement scheme. The total 

cost of paddy and wheat is Rs 3,836 crores.  

 The price compensation scheme for Soybean  and Groundnut is Rs 3,799 crores and Rs 4210 crores. The price 

compensation scheme for Jowar, Bajra and Maize is Rs 6848 crores. 

 The compensation scheme could thus be done for crops where there is a price distress. The total cost at all 

India level for all crops may be around Rs 32,302 crores. However, if states share around 40%, the cost 

will come down even more. 
 

3. AGRICULTURE INVESTMENT SUPPORT SCHEME  

 Telangana Government has already implemented this income support 

scheme (named: Rythu Bandhu Scheme) to support farmer’s investment 
for two crops a year. The Government is providing 58.33 lakh farmers, Rs 

4000 per acre per season to support farm investment, twice a year, for 

Rabi and Kharif seasons. Telangana Government has made an allocation of 

Rs 12,000 crores for the scheme in 2018-19 state budget.  

 Though this is a first direct farmer investment support scheme in India, 

wherein the cash is paid directly but the fiscal cost of this scheme is  

exorbitant compared to the MP’s BBY. Our estimate suggests, if this 
scheme is  implemented at all India (29 States+ UT) level by providing Rs 

4000 per acre per season, the financial burden could be around Rs 2.7 

lakh crore (for all states based on net sown area).  

 If the incentives is provided on Cultivated land (net sown area+ fallow 

land in current year), the cost could even touch Rs 3 lakh crore.  We  

believe Telangana Govt. budget allocation of Rs 12,000 crore is based on 

total cultivated land as it the amount is close to our estimate of  Rs 

11,421 crore. Hence the adoption of same scheme on India level will be a 

costly affair. 

 The other drawbacks of the scheme are that it ignores tenant farmers, and  

inequality in land holding and further, as the incentive is based on land ownership, so implementation of such 

scheme could raise the land price both of cultivated and uncultivated land. 
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A Comparison of the Three Schemes  

Area 
MSP increase by 1.5 

times 
Price Compensation Scheme (PCs) 

Agriculture Investment Sup-

port Scheme 

Crops  

covered 

Almost all crops (Rabi & 

Kharif) will be covered. 

It is advisable to start the scheme with selected 

crops where price distress is most and to minimise 

cost as MP also discontinued the scheme for 3 ma-

jor crops after initially adopted for 8 crops. 

This is based on crop season 

irrespective of the crop that is 

under cultivation. 

Inflation The impact on inflation is 

direct and we believe that 

there would be around  

impact of 71 bps on overall 

CPI if we implement it for 

all crops.  

As this scheme will implemented on selected crops, 

the initial impact of inflation would be minimal. 

 

It is less inflationary as these 

transfers may be used for  

d i f f e r e n t  p u r p o s e  l i k e  

consumption, for repayment of 

money-lender debt, or investing 

in the upcoming crops.  

Fiscal  

Burden 

Nil The fiscal cost for this programme needs to be  

judiciously thought through and may be done only 

for selected crops. Total cost at Rs 32,302 crores 

for all crops.  

Rs 3 lakh crore. 

Implemen-

tation 

The current framework will 

suffice. 

This is the most important part as proper mecha-

nism should be devised for proper implementation.  

Most easy to implement. 

A COMPARISION OF ALL THE THREE SCHEMES 

 Here we provide the comparison of all the schemes (along-with the Telangana’s recent scheme) on different 
parameters: 

OUR SUGGESTIONS: ADOPT A HYBRID SCHEME OF MSP AND PRICE SUPPORT 

Based on the analysis of all the three schemes (in which two of them are currently running in two states), we  

propose the following mechanism to alleviate agriculture distress: 

 We propose a hybrid of 2 schemes  viz. 1.5x of MSP and Price Compensation Scheme. We strip out those items 

from MSP, that are having maximum impact on inflation, notably pulses and sunflower (54 basis points). These 

items if provided PCS, will cost only Rs 13,110 crores. We believe a buoyant GST revenue could take care of 

this off balance sheet item, which is only 0.08% of GDP. 

 For Cereals (Wheat, Paddy, Ragi, Maize, Bajra) which are largely procured by both Central and State  

Government, we should continue to procured at MSP of 1.5x cost of production, as the impact on inflation and 

fiscal will be minimal. 

 For crops like Groundnut, Sesamum, Nigerseed and Soyabean  

should be covered under 1.5 times of MSP and as these crops are 

procured limitedly (even less than 10% of total production which 

varies from States to States). 

 For Pulses (Arhar, Moong, Urad, Masur and Gram) and Sunflower 

Seed, we propose Price Compensation Scheme (PCS) to be  

implemented, as adoption under this scheme will have very less 

impact on inflation and fiscal cost will be 13,110 crore. 

 Agriculture Investment Support Scheme, though very easy to  

implement and no leakages but has huge fiscal burden which should 

be avoided. 

 We reiterate that the long term solution of farmer distress would be 

improving supply chain, establishing agro processing zone and  

creating better agri-logistic platform.  

***** 

Summar  of H rid S heme  
Crops MSP 1.5  PCS* 

Wheat, Paddy, Barley, 
Maize, Sesa u ,   
Nigerseed, Grou d ut, 
Soya ea , Bajra, Ragi  

  

Arhar, Moo g, Urad, 
Masur, Gra , Su lower 
Seed 

  

Fis al I pa t 
 Rs  

rore 

I laio  I pa t  ps  

Note: This is o ly short-ter  soluio ; * PCS: Pri e  
Co pe saio  S he e  
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e recently organized Elara India Infrastructure Conference, The Colossal Leap. With a top-down approach, the 

event outlined challenges and opportunities facing the infrastructure space: concerns over the power sector & 

opportunities in airports, roads, railways & commercial real estate sectors and emerging trends like asset recycling as 

a concept. We believe India’s infrastructure sector has an INR 33tn potential over the next five years across airports, 

roads, metros, railways, ports, housing and water sectors. The country has become an important destination for long-

term capital investors and global manufacturing companies to “Make in India”. However, the need of the hour is a 

proper regulatory roadmap, uniform procedures and political will to drive this opportunity. Growth would translate 

into an increased share of the pie for all EPC companies, which are ready to ride the wave. 

Key highlights   

 “Make in India” opportunities in Railways - Talgo, a Spain-based manufacturer and leader in passenger 

trains, is positive about Indian market and is eyeing opportunities in developing high speed rail corridors and 

revamping passenger coaches. Success in recent trail runs on Indian Railway tracks underscores that 

technology can be seamlessly incorporated within existing infrastructure. However, regulatory hurdles and 

bureaucratic systems remain a cause of concern  

 Asset recycling for infrastructure: a concept whose time has come - KPMG was involved in the first toll-

operate-transfer (ToT) project awarded by NHAI in FY18 and believes that a similar concept can be applied to 

airports, renewables, transmission, and State highways & water projects. India has huge opportunities and 

availability of patient capital is not a challenge, but identifying an investible idea for the long-term investor, 

which is well structured & positioned and has a balanced risk-reward profile, is key to success of this concept   

 Revival of PPP in the roads sector - India is under-invested in infrastructure, and the roads sector is currently 

at an inflection point. With huge capital requirements, the build-operate-transfer (BOT) mode of project 

awarding is likely to make a comeback 

 Opportunities & challenges in the commercial real estate sector - The commercial real estate sector is 

growing slower than its potential due to capital constraints; however, private investment in commercial real 

estate is picking up. There has been a lot of euphoria around affordable housing; but, timely execution is key 

 Regulatory roadmap for stressed power assets - Latest figures suggest 40,130MW, ie, 20% of India’s thermal 

power capacity, is classified as stressed assets; 2,520MW of this is facing liquidation while 10,430MW may soon 

be headed that way, as there is no PPA in place. While there are several reasons behind the mess, solutions 

may include: 1) the Samadhan scheme of State Bank of India, 2) similar to the roads sector, offtakers could 

pay interim tariff against claims by generators during pendency of disputes, and 3) the amendment of Specific 

Relief Act 

Thursday, June 14 2018 
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# “Make in India” Railways opportunities & challenges 

Talgo is a 75-year-old company from Spain focused in long distance and high speed passenger 

trains. In the high speed train category (300-350km/hr), the company is a global market 

leader with an orderbook of EUR 3.0bn. In the past 10 years, it has won open tenders for high 

speed trains globally.  

Talgo’s superior technology a key differentiator:  

 The coach weighs 17 tonnes vs 60-70 tonnes in other high speed trains, as coaches are 

made of aluminium. This also increases its lifecycle, as it weighs lighter and as a result 

low maintenance is needed on the train and the tracks. While steel trains corrode, no 

such fate awaits aluminium trains  

 High speed is developed due to independent wheels and natural tilting. High speed trains 

of 200-300km/hour are hybrid, which can easily switch between electrified & diesel 

tracks and move from meter to broad gauge due to independent wheels 

 Articulated technology does not lead to derailment as there are no joints between 

coaches 

Indian Railways sets strong specifications: Talgo decided to do a trial run on Indian tracks, 

which could get it an entry into this huge market. In April 2016, it shipped nine Talgo Series 4 

coaches from Spain. The trail run was divided into three stages:   

 Trail Stage 1 between Moradabad-Bareily for riding, safety & stability assessment: 

Started in May 2016 and the challenge was to run at 115km/hour vs 75km/hour speed of 

existing trains, which was successfully completed in June 2016  

 Trail Stage 2 between Mathura-Palwal for speed upto 180kmph: Speed limitations of 

Indian Railways depend on vehicular design and track limits. India’s maximum train speed 

is 160km as its tracks are designed to take a force of 1G. When Talgo did the trail run in 

July 2016, the force on the tracks was 0.3G at 180kmph, which is one-third of 

conventional trains. This was because of lighter coaches and an independent wheel. Even 

if Talgo would have doubled the speed, it would not breach the track limit. This made it 

the fastest train in India’s history  

 Trail Stage 3 between Delhi-Mumbai in less than 12 hours: The challenge was to reduce 

transit time to less than 12 hours, with all current railway speed restrictions similar to 

Rajdhani, with all stoppages and the same signaling system. This was critical because 

reducing transit times on India’s busiest route was a challenge. In September 2016, Talgo 

train successfully completed the distance in 11 hours and 48 minutes vs 16 hours 30 

minutes by Rajdhani. This is because average speed of Rajdhani is 75km/hour vs 

105km/hour of Talgo.  

 However, due to bureaucratic challenges, the company could not make inroads in India 

 
Huge upcoming opportunities 

 Indian Railways had planned to introduce Train 20 to replace Rajdhani & Shatabdi Express 

in January 2018; however, due to stringent conditions, only one company was eligible. 

Government plans to retender the bid soon with an approval to buy 410 coaches and open 

up criteria in order for more bidders to participate  

  

 
 
Subrat Nath 

Managing Director,  

Talgo India   
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 Regional rapid transit system requirement from Ministry of Urban Development (MoUD), 

which would help reduce migration between cities. Three routes have been already 

approved, with each route requiring ~600 coaches with an estimated cost of INR 4-5bn. 

Delhi-Gaziabad-Meerut is likely to come on stream in the near term to be jointly funded 

by the Central and State governments. The other two corridors are Delhi-Gurgaon-Rewari-

Alwar and Delhi-Sonipat-Panipat. The entire project would require ~1,800 coaches; 

however, the government is expected to start with 200 coaches  

 Aluminium passenger coaches (chair car & sleepers). Plan is to set up a factory in India 

to manufacture 1,200 aluminum coaches of two types: electric multiple unit (EMU) 

coaches for local trains and passenger coaches  

 High speed trains: India plans to run high speed trains between key cities with 500-

700km of distance as it can help travel faster than air, thereby resulting in fewer carbon 

emissions and reduction in accidents on the roads  

 

 

  



 

 

# Asset recycling for infrastructure  

KPMG was part of the advisory team for the first Toll-Operate-Trasnfer project bidded by 

NHAI in March 2018  

Brownfield assets considered more lucrative: Greenfield infrastructure development is 

perceived as a risk while Brownfield assets are the preferred investment avenue. There is 

availability of patient capital from PE investors across different corridors like Singapore, 

Australia, Japan and Canada. In the past 3-4 years, India witnessed increase in Brownfield 

operating capacity, as the government focused on improving access to infrastructure. It has 

become a buyer’s market where the investor has the choice to invest in a portfolio, single 

asset or platform.  

First ToT project roundup: 1) as investors did not want to take on Greenfield project risks, 

all operational projects with minimum toll history of 3-4 years were identified for 

monetization, 2) project ticket size was been capped at USD 1.0bn on the lower side to make 

investment an attractive proposition for foreign firms with deep pockets and long-term return 

expectations; hence, the projects are bundled together, 3) owing to meaningful size and long 

gestation period, data quality has been high, with drones used to collect traffic data, which 

requires huge amount of research & due diligence, 4) the concession period has been 

extended to 30 years from 15-20, which are the international norms for public private 

partnership (PPP) projects worldwide, and 5) willingness of the Central & State governments.  

 
 
Risk and returns: Nine operational government road assets across two states (Gujarat and 

Andhra Pradesh) were bundled into one asset for the first ToT project. With cashflow stability 

over the next 30 years, capital structure can be optimized through debt raising, refinancing 

activity and raising of bonds. Other factor is traffic growth, which has huge potential, as 

these road assets across two states are on contiguous parcels with healthy traffic requiring 

further capacity augmentation. Also, private player can benefit from efficiency gains by 

mitigating leakages in toll collection. There are two systemic risks that foreign investors look 

at — forex and policy surprises — and average expectations should be 15-16% returns after 

factoring in these risks.  

The way forward: Asset recycling as a concept could have been implemented much earlier; 

however, its time is now. Other than roads & renewables, the model is applicable for 

transmission, natural gas pipelines & airports sectors. Additionally, State highways and water 

projects also provide huge opportunities.  

We recently interacted with Rohit Kumar Singh, Member (Finance) of National Highways 

Authority of India (NHAI), to understand the ToT model and the way forward and 

following are the key takeaways. 

 Pedaling asset recycling: The thought process is the government is a great asset 

creator, which can fasten the pace of new asset creation while the private sector is 

much more efficient in managing the asset, which can translate into savings and 

reduction in waste. There have been concerted efforts made by the NHAI to push the 

ToT concept across investors through extensive due diligence on traffic data, drone 

monitoring, comparison with international models and hi-tech network survey   

 Gains traction: Two new bids are expected over the next 2-3 months with a minimum 

bid target of USD 1.0bn. The aim is to get patient capital in infrastructure assets. 

Every 10 years, actual traffic will be reviewed against initial projections and the 

concession period will be adjusted accordingly. Multiple provisions created in the 

concession agreement to address eventualities, such as capacity augmentation and 

traffic uncertainty  

 
 
Manish Aggarwal 

Partner, KPMG 
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Airports sector offers huge opportunity with 131 total operational airports in India. However, 

currently there are only two major firms (GMR and GVK) operating in this space. Regulatory 

uncertainty as well as broader operating challenges in the aviation industry has made 

investors wary. Recent attempts to privatize the Jaipur and Ahmedabad airports have failed, 

due to stringent contractual terms and lack of investor interest. 

Failed attempts for privatization of airports 

Year Airport privatization plans Outcome 

2015 
AAI invites bids to privatize Kolkata, 
Chennai, Ahmedabad and Jaipur airports 

Process aborted 

2015 
Plans top rope in Singapore’s Changi Airport 
to operate & maintain Jaipur and 
Ahmedabad airports 

Cancelled as it was considered unfeasible 
and not commercially viable 

2016 
RFP called for O&M of “select areas” of 
Jaipur and Ahmedabad airports 

Following lukewarm response, several 
bidding parameters were revised and 
deadlines extended only to lead to just one 
qualified bidder 

2018 
Plans to re-invite bids for Jaipur and 
Ahmedabad airports by June 2018 

Plans to make bids attractive by providing 
O&M of airside and cargo in addition to 
terminal and city-side. Revenue model to 
be reworked in terms of revenue sharing 
per passenger 

Source: Media, Elara Securities Research 

Upcoming ToT projects 

 Second tranche: Nine road assets of 479km across Odisha, West Bengal, Bihar & Assam 

 Third tranche: Seven road assets of 566kmacross Tamil Nadu, Telangana, Rajasthan & 

Gujarat 

 Fourth tranche: 10 road assets of 658km across Uttar Pradesh, Bihar & Jharkhand 

India is a land of opportunities and long-term capital is not a challenge; however, to find the 

right projects, which are well structured & positioned and has a balanced risk-reward profile, 

is key for the asset cycling concept  
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# Revival of PPP in the roads sector  

L&T IDPL is a subsidiary of Larsen & Tubro and is a pioneer of Public-Private-Partnership (PPP) 
model of development in India. The company develops infrastructure projects with a focus on 
roads.              
     
 Roads sector: Developing roads infrastructure will be one of the most exciting economic 

activities in the country over the next 15-20 years  

 At an inflection point: The previous cycle of highest awarding activity over FY07-12 had 

characteristics like – 1) the worst quality of detailed project planning (DPR), 2) a new 

Land Acquisition Act, 3) aggressive bidding activity, 4) market euphoria, and 5) more 

banks willing to lend — which led to project terminations and its aftermath decline in 

awarding activity between FY13-15. Economic reforms have resulted in resurgence of 

order awarding activity. Currently, we are at an inflection point and expect to see the 

pace of execution picking up over FY19-20  

 Government turns cognizant: Most transport structures in India are 50-60 years old and 

the government is revamping through the Setu Bharatam program. Also, the Bharatmala 

initiative is taking up the mantle of roads infrastructure development from the National 

Highways Development Project. India has become the “accident capital” of the world, as 

the geometry of its roads is poor; more quality roads, awareness & safety training is 

needed  

 Art of traffic projections: It requires estimation of traffic growth, technology shifts, 

Greenfield risks, user behaviors, competent road analysis and WPI projections. These days 

traffic shift towards multi-axle vehicles is making overloading projections difficult. 

Highways also have passes for single trip, multiple trips and discounts, which make 

projections difficult. A multiple entry pass is used for several vehicles, which leads to 

leakages. Forensic audits disclose there are various ways to beat the system, and, 

consequently developing technology is critical to avoid leakages.  

 BOT is likely to make a comeback: Given huge capital demand and funding constraints, 

BOT mode of project awarding is likely to make a comeback  

 Other key highlights 

o Targeting internal rate of return (IRR) lower than 16-18% is risky when the traffic risk 

is on the investors 

o As concessions age, maintenance plays an important role. If capital is not employed 

wisely, O&M expenses can throw up nasty surprises, and, as concessionaires are 

committed to service quality, expenditure could increase significantly  

o Perpetuity of Invit is a challenge due to lower concession period of assets in India 

 
 
 
 
 

  

 
 
Venkatesh 
Krishnamurthy 

Former MD & CEO, 
L&T Infrastructure 
Development 
Projects Limited 

 



 

 

# Opportunities in the commercial real estate sector  

Tata Realty and Infrastructure is a 100% subsidiary of Tata Sons focused on real estate 
projects.  

 Commercial real estate: The sector has grown by 6-7% in recent years, as investor 

interest has picked up in the past 5-6 years. The sector has the potential to grow by 8-9%; 

however, lack of capital is acting as a key constraint. Developers are focused on 

completing ongoing projects.  In the next 4-5 years, private investment in the commercial 

space is expected to touch 45-50% of total investment, from the current levels of 30%. 

Overall, commercial absorption is ~35-40mn sqft, and ~30% is from the IT Services sector  

 Limited sources of funds: As commercial development requires upfront capex and there 

are limited PE firms with deep pockets to invest in such projects, developers like DLF, 

Prestige Developers and Brigade Enterprises will continue to do well with scale-up in 

rental income  

 Land pricing concerns: Given land prices are likely to remain stagnant, developers are 

opting for more joint development agreement (JDA) models, and they are unlikely to go 

for outright land purchase  

 Affordable Housing is in flavor: There has been a lot of euphoria surrounding affordable 

housing; however, execution will be key. Developers continue to face challenges, as they 

are selling units in smaller sizes without reduction in prices     

 Unlocking value: Real estate investment trusts (REIT) in India are seen more as growth 

yield wherein investors also expect capital appreciation unlike other countries. It will 

take some time before REITs evolve in India 

 Execution remains key: Engineering, procurement & construction (EPC) firms play a big 

role in special economic zones (SEZ) and IT parks. Although orderbook is robust, timely 

completion remain cause for concern 

 Regulatory overhang: Investors’ biggest concern remains slow regulatory process, delays 

& prolonged project completions. For example, China takes a year to build a road while 

India takes four. Longer time cycles in India are troubling as the country lacks advanced 

technology  
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# Regulatory roadmap for stressed assets 

J Sagar Associates is a leading national law firm in India which provides legal solutions across 

sectors on dispute resolutions, M&A, Capital markets & Securities, regulatory & policy 

issues.  

 Power sector in India: India’s current installed capacity is ~329 GW with ~59% coal-based 

plants. A majority of stressed assets, estimated at 40,130MW, are in the thermal power 

space, with outstanding debt of INR 1.7tn. The plant load factor (PLF) of thermal power 

plants has been on a declining trend since FY08, from ~79% to 60% in FY17. Regulators 

seldom follow prescribed timelines for tariff approvals, and, as a result, as on March 

2018, ~INR 78bn is stuck due to pending disputes  

 Reasons behind the stress: 1) non-availability of fuel linkages, 2) lack of long-term 

power purchase agreements (PPA) with discoms, 3) land acquisition concerns, 4) financial 

closure issues, 5) inability of promoter to infuse equity & working capital, 6) tariff 

dispute, 7) receivables from discoms, and 8) cost overruns due to delays 

 Resolution: 1) the Samadhan initiative by State Bank of India is a temporary solution until 

a key fundamental issue of project viability is resolved; as the government shifts its focus 

towards renewable energy, there is lack of demand for thermal assets, 2) Just like the 

roads sector, offtakers may be directed to pay interim tariffs which would ensure 

liquidity to generators, as claims by generators during pendency of disputes take time to 

resolve, 3) Specific Relief Act is proposed to be amended, which seeks parties of 

infrastructure projects are bound to perform irrespective of entitlement to damages, and 

4) energy storage which would supplement existing capacity 

 
 
Vishnu Sudarshan 

Partner at J Sagar & 
Associates 
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Our forecast for global GDP growth to remain strong alongside broader movement toward normalization 
in central bank policy played out in 1H18 as expected from a top-down perspective, with GDP estimated 
to have risen at a solidly above-trend 3.3% pace. CPI inflation stepped modestly higher, and the Fed has 
promoted a gradual rise in global policy rates. The tail is not likely to wag the dog in 2H18, and we expect a 
continuation of these trends in 2H18 despite current challenges. The first challenge is wider than anticipated 
regional divergence, as the US delivered unexpected 1H18 strength alongside disappointment in the Euro area 
and Emerging Markets. We have downplayed concerns in the Euro area, as we take little signal from weakness 
in very noisy output data and still see solid underpinning for regional demand in survey data and labor markets. 
In contrast, we have lowered growth forecasts for EM economies, but these were concentrated in a small set of 
countries facing heightened political or external vulnerability. EM should be supported in 2H18 by strong DM 
demand and likely policy easing in China. The second (and greater) challenge to our upbeat global outlook 
comes from the recent intensification in trade tensions. Actions taken so far are not large enough to have a 
material macroeconomic impact at a country or global level. However, US rhetoric is ramping up, threatening a 
wider range of tariffs and investment restrictions on China and raising tariffs on US auto imports from the rest 
of the world. Taken together, these items would increase tariffs on more than 30% of US imports, an amount 
that represents almost 5% of US GDP. At the extreme, this continued back and forth could deliver both a global 
supply shock (raising inflation and lowering growth) and a breakdown in international institutions. While the
“trade war” threat has not yet altered our core macro forecasts, uncertainty will likely persist and recent
developments point to rising risks and consequences significant enough to weigh on global risk appetite. The 
key outlook issue is whether this uncertainty materially dampens 2H18 business confidence and spending. We 
forecast 2018 GDP for Global at 3.4%oya, US at 2.9%oya, Euro area at 2.4%oya, and Emerging Markets at 
4.9%oya. Bruce Kasman 
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Market performance and alpha generation have been unusually poor in 1H18, with the majority of asset 
classes, cyclical equity sectors and hedge fund styles underperforming cash. Such a sweep is rare, 
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particularly when global growth and corporate profits look robust despite numerous country-specific stresses. 
The only decent value creation, in our view, has been in EM assets, but we think it is still too soon to buy these 
or to sell the dollar. Stay long growth assets, but through Equities versus Bonds and Cyclicals versus Defensives 
rather through Credit; stay marketweight EM Equities, Bonds and Currencies, but be mindful of country-specific 
catalysts to re-enter, and average out of oil-related assets progressively. John Normand
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The dollar is at a crossroads over whether US exceptionalism persists or strong global synchronized 
growth resumes—we still expect the latter and for the dollar to retrace lower. The main assumption 
behind our FX forecasts this year was the expectation for strong and synchronized global growth in which the 
US would be relatively unexceptional despite doing well in absolute terms. This scenario caused the dollar to 
weaken last year, notwithstanding three hikes from the Fed, and we forecasted a similar outcome this year, at 
least in terms of the direction of the broad dollar if not the magnitude of the fall, which we expected to be quite 
a bit less than the 12% last year. The reality in 1H18 was rather different in that the US economy started to 
respond to fiscal stimulus, while Europe, in particular, lost its way. The revival of US exceptionalism has 
belatedly driven significant USD strength in 2Q18 and in the process the dollar index has recouped one half of 
the 12% it shed in 2017. The adjustment in the dollar to date has merely seen the extreme pricing and 
positioning for the “synchronized global growth” scenario having been (partially) unwound. The direction of 
the broad dollar in 2H18 primarily depends on whether US exceptionalism can persist for the coming quarters 
which, if so, could see the dollar potentially appreciate by another 4-6% to take it back to levels reached in the 
immediate afterglow of Trump’s election. But in our central scenario, the world reverts to a phase of more 
synchronized growth and the dollar sheds a couple of percentage points in a return to a low-vol grind with 
some respite in the process for beleaguered high-beta currencies. We forecast EUR/USD at 1.20 at year-end, 
along with USD/TRY at 5.00, USD/BRL at 3.60, USD/MXN at 19.5 and USD/ARS at 31 at year-end. Paul 
Meggyesi / Daniel Hui
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Oil has made its cycle highs for the year, as continued outperformance for commodities in 2H18 hinges on 
the USD and geopolitics. At +6% year to date, commodities are the best-performing asset class so far this year, 
with oil driving most of the gains. However, the de-synchronization of DM growth, which has weighed down 
other asset classes, had not mattered too much for commodities demand given the resilience of China. The 
fading of recent USD strength should provide a supportive macro environment for commodity prices, but 
performance in 2H18 could vary widely depending on what happens in oil supply growth, geopolitics and trade 
tensions. Increases in OPEC+Non-OPEC supply on the back of the latest announcement in Vienna at the 174th 
OPEC meeting to bring down compliance to 100% and US supply growth due to increased well completion 
should drive oil prices lower in the coming quarter. We forecast Brent at $72/bbl in 3Q18 and $63/bbl in 4Q18,
on average. However, geopolitical tensions and lingering risks of large supply disruptions led by US sanctions 
on Iran adds upward risk bias to oil prices in the months ahead and could push oil prices to our high case 
scenario in the near term. At the same time, if oil prices remain high ahead of the US mid-term elections, there is 
an increasing risk that the US, or its OECD allies, could respond by releasing the strategic petroleum reserves. 
While fundamentals remain supportive in copper and historical late-cycle dynamics suggest a bullish skew for 
precious metals, we believe further USD strength would at best continue to cap metals and at worst lead to a 
sizeable debasement. Agricultural commodities are experiencing fundamental tightening, but the outcome of the 
US-China trade dispute will likely be the key driver of prices; weaker oil prices would also be a headwind. If the 
oil price weakness projected for 2H18 in our base case materializes, the S&P GSCI Excess Return Index could 
fully reverse the year to date gains. Abhishek Deshpande / Natasha Kaneva
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Short-term volatility may pass, but cyclical challenges should intensify in 2H18. Two competing cycles 
continue to drive the outlook for EM markets: global synchronized upturns and tightening US monetary policy. 
As 2H18 conditions have come early with markets focused on vulnerabilities given disappointing non-US 
growth and still rising US rates, EM fixed income assets were left among the worst performing year to date. Our 
two-year strategic stance of looking to buy dips is shifting more neutrally, as we move toward a less structurally 
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bullish part of the cycle for EM. Forecasts still call for global growth to re-synchronize after the 1Q18
disruption, but this is yet to be fully reflected in high-frequency data. Reflecting emerging uncertainties, we 
have downgraded EM growth (about 0.2%-pts) to remain broadly stable in 2H18. A key risk to the growth 
outlook is that central banks, particularly in countries with high current account deficits (e.g. Argentina, India, 
Turkey, South Africa, etc.), may be forced to tighten monetary policy to preserve financial stability. If 
tightening is substantial, it could lower medium-term growth, narrow EM-DM growth differentials, and weigh 
down capital inflows in 2019. We are marketweight across EM fixed income assets, including EM FX and EM 
local bonds as well as EM sovereigns and corporates, but expect modest spread tightening for hard currency and 
positive returns by year-end with a forecast of 0.4% in total returns for the J.P. Morgan EM Bond Global 
Diversified Index (EMBIGD) and 0.7% for the J.P. Morgan Corporate EM Bond Index (CEMBI). For local 
markets, we forecast 1.0% in total returns for the Government Bond EM Global Diversified Index (GBI-EM
GD). Luis Oganes / Jonny Goulden

C+/*4 -./0112

HE C+/*4 -./0112I The combination of upgraded growth expectations, higher inflation, and a more 
hawkish Fed has conspired to drive Treasury yields higher and flatten the curve in 2018. While the 
headiest growth revisions are likely behind us, we see inflation migrating toward the Fed’s 2% target in 2H18.
We think this leaves yields biased higher as the Fed raises rates by 25bp per quarter and the normalization of 
the System Open Market Account (SOMA) portfolio accelerates. The yield curve is sitting at its flattest levels 
in more than a decade, which has naturally raised questions about rising recession risks. While the slope of the 
curve is indicative of being in the latter stages of an economic expansion, we believe there are structural 
reasons why it is now easier for the curve to flatten compared with other tightening cycles, as term premium is 
expected to remain low by historical standards and LDI-related demand for long-duration Treasuries will likely 
contribute to ongoing flattening. We are tactically marketweight on duration over the near term, but could look 
to reset duration shorts at the front end. We forecast 2- and 10-year Treasury yields rising to 3.05% and 3.20%, 
respectively by year-end. Given firming inflation and expectations of higher yields, we see scope for TIPS 
breakevens to widen modestly and the breakeven curve to flatten: stay long 5-year breakeven wideners. Jay 
Barry / Alex Roever

D.,15*+> C+/*4 -./0112: We remain bearish on the outlook for global rates as political and trade risks 
slowly recede. In the Euro area, a solid growth dynamic is likely to be matched with an upward, but slow,
trajectory of core inflation. This is likely to warrant the end of net QE purchases by the ECB in December 2018, 
whereas more inflation pressure and wage dynamic should warrant a lift off in Scandinavian policy rates and the 
second hike from the Bank of England. We find European yields expensive versus macro data on lingering risks 
from trade wars and political risk (Italy, Germany and Brexit). We remain positioned for higher yields in the 
Euro area with short duration at the ultra-long end Germany and a bias for 2s/10s steeper German curve. The 
stock of QE purchases will matter more than the reduction in the flow for German yields and swap spreads, in 
our view. A market-friendly, or only occasionally confrontational Italian government, should help Italian assets 
and drive intra-EMU spreads narrower. In the UK, we are biased for higher yields with some short-term 
outperformance versus Bunds from Brexit and political uncertainty, likely to disappear as the BoE hikes in 
August. We keep a bearish duration stance in Norway and Sweden with policy rates lift-off expected to come in 
September and December, respectively. In cross market, we recommend 2s/10s US Treasury flattener boxed 
versus Germany. We forecast 2-year German yields at -45bp by year-end and 10-year Bund at 75bp, and UK 2-
year and 10-year gilts at 95bp and 160bp, respectively. Fabio Bassi

DJ.&/&*4 -./0112

HE DJ.&/&*4 -./0112I We remain optimistic on the outlook for US equities given double-digit earnings 
growth expectations, accelerated buybacks (2018e of ~$800bn, ~90% y/y), synchronized growth and pro-
business domestic policies (i.e., tax reform, rising government spending, de-regulation). Tax cut and fiscal 
stimulus in the US is helping offset monetary headwinds, likely strengthening and extending the second-longest 
post-War cycle. Earlier in the year, we expected equities to melt up once volatility subsided, but escalating trade 
tensions have emerged as a significant risk to the markets. While still recommending a domestic reflation tilt, 
we recently modified some sector views where the relative performance has been more pronounced and/or 
catalysts are behind us (i.e., upgraded Tech to overweight, upgraded Staples to marketweight and downgraded 
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Materials to marketweight). We recommend investors in 2H18 adopt a barbell portfolio favoring Growth sectors 
(Tech) and Value (Financials and Energy) and shunning Low Vol (Utilities and Real Estate). We maintain our 
year-end target for the S&P 500 at 3,000. Dubravko Lakos-Bujas

K>/*,>+/&1>+0 DJ.&/&*4 -./0112I We believe equities will move higher in 2H18, as resilient earnings and 
activity counter elevated trade concerns. Corporate cash flow is continuing to improve, central bank 
tightening is still in its early stages, with US real policy rates continuing to be outright negative and yield curve 
has not inverted yet. We believe Equity valuations have derated below fair value in absolute terms and remain
attractive relative to government bond yields. We retain a non-consensus cautious view on EM Equities for 
2018, which is a reverse of our bullish stance on EM versus DM that we held in 2016 and in 2017. We prefer 
US versus Eurozone on the very strong US earnings growth and buybacks, while Italian uncertainty is likely to 
linger, reducing the upside potential for Euro area. We believe Cyclicals sectors will regain leadership in 2H18 
on a firmer growth outlook, higher yields and reduced trade tensions. Mislav Matejka

D% DJ.&/&*4 -./0112I Our MSCI EM 2018 year-end target of 1,230 is based on EPS integer of US$102.5 
for year-end 2019 and forward P/E of 12.0x, implying 10% expected upside for EM equities. The 
building blocks of our constructive view on EM Equities are based on the medium-term positive fundamentals, 
which include synchronized and above-trend global GDP growth up to 2019, with the EM growth premium to 
DM to reaccelerate in 2019, and flows to EM Equities recovering. EM equities attracted US$44 billion of 
inflows in 1Q18 but experienced US$11 billion of outflows in 2Q18. The core global risks to EM Equities 
emanate from the US from the continuation of the US economy outperformance versus the rest of the world, 
which should strengthen the USD as a magnet to attract inflows. Softness in the US economy might exacerbate 
risk perception from late-cycle dynamics. Trade uncertainty remains a sideshow that is not derailing the 
economic cycle or EM country-specific factors. Our key calls are to overweight China, Korea, Russia, Brazil, 
Financials, Consumer Discretionary and Materials and underweight Taiwan, Malaysia, Turkey, Mexico, 
Colombia, Utilities, Consumer Staples and Telecommunication. Pedro Martins Jr.

HE F&L*' K>617* -./0112

Returns across US fixed income for 2H18 have been mixed. Shorter-duration sectors like CLOs, ABS, 
and high yield have outperformed, generating positive returns, while longer-duration sectors have 
generally underperformed. That being said, TIPS have performed relatively well considering they have the 
highest duration, while EM sovereigns have sharply underperformed. Our US aggregate index, the legacy GABI 
US, has returned -2.0% year to date, its worst first-half performance since 2013. Although we expect yields to
rise over 2H18, we think total returns across US fixed income will be positive. We expect EM to recoup most of 
its year-to-date losses, while we think high yield and CLOs will continue to offer attractive total returns. At the 
other end of the spectrum, we expect government-related debt to offer only marginally positive returns. Alex 
Roever / Kim Harano

E*6.,&/&M*' N,1'.6/4 -./0112

We enter the second half of the year with a balanced outlook for mortgages. On the positive side, valuations 
have improved substantially since the beginning of the year, with OASs widening 15bp, while prepayment 
nirvana persists. However, Fed runoff will total roughly US$150bn this year, and a cheapening in corporates 
could siphon off money manager demand. In residential credit, we expect CRT spreads could move wider in 
sympathy with corporates, and in commercial credit we look for marginally wider last cash flow AAA CMBS 
spreads, reaching 90-95bp over swaps by year-end. Within securitized products, we favor pockets of ABS owing 
to favorable technicals and continue to recommend subprime auto. Matthew Jozoff

<,*'&/ -./0112 

@01A+0 <,*'&/ %+,2*/4 -./0112I Applying World Cup parlance in reflecting on the success of our credit 
market recommendations through 1H18, it’s been a case of three wins, one draw and one loss. In terms of 
the wins, we correctly called the widening in Euro High Grade and High Yield spreads and the resulting
decompression between the two. We have also been correct in maintaining a positive stance on US High Yield, 
which has been by far the most resilient part of the global credit complex. (Note that we recently moved our US 
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High Yield bond spread and yield forecasts by 10bp apiece to 365bp and 6.75% by year-end 2018). US High 
Grade represents a draw in our minds, as we have arguably been too bullish and revise our year-end spread 
target wider to 135bp. Emerging Market Corporates represent our loss, with spread widening accelerating even
as we revised our year-end spread targets wider to 250bp.

As we approach 2H18, credit markets are cheaper, with the exception of US High Yield, but not an 
obvious buy in terms of sentiment, positioning and valuation, in our view. Some of the volatility we 
previously foresaw for 2H18 may have been pulled forward into the first-half of the year, contributing to a shift 
in market conditions, with some of the negative momentum becoming increasingly hard-coded into the asset 
class. The risk-return for credit looks unappealing, but since US High Grade credit has sharply underperformed 
US High Yield and Equities year to date, the asset class may recoup some of these losses by the end of the year. 
Stephen Dulake

HE <,*'&/ -./0112I For US High Grade credit at the mid-year point, we maintain our year-end 135bp 
spread forecast, while viewing risks as skewed to further weakness on market technicals. The bearish case 
is easy to support now with heavy supply YTD, rising US short-term rates, which are both competing with 
longer duration product and raising FX hedging costs, M&A supply risks, longer-term credit cycle concerns, and 
negative total returns turning away retail investors. However, we believe supply is set to slow in 2H18 and
forecast higher UST yields which should support long duration bond demand, High Grade credit fundamentals 
are improving with solid economic growth and corporate earnings, and valuation has improved with all of the 
2017 spread tightening now unwound. Eric Beinstein

D.,15*+> <,*'&/ -./0112I In an environment of global quantitative tightening and increasingly erratic 
European politics, the investor mentality has changed from ‘buy the dip’ to ‘sell the rip’. In our view, 
Investment Grade Credit looks particularly vulnerable due to a weak technical backdrop, with less institutional 
buying, outflows from retail funds, and heavy net supply. New issue premiums of 20 – 30bp are steadily 
repricing the market, both dragging secondary curves wider and encouraging funds to retain higher cash 
balances to fund primary. By contrast, we think the high yield market is in a relatively healthier shape, with 
better value against other global credit products and tentative signs that the ‘weak hands’ in the asset class have 
already folded. We are forecasting further spread widening to 140bp in investment grade, and further widening 
to 400bp in high yield by the end of the year. Saul Doctor / Matthew Bailey

D% <,*'&/ -./0112I FX uncertainty and concerns over EM vulnerability warrant near-term caution 
despite supportive fundamentals. The overall backdrop for EM will likely remain the primary driver for EM 
corporates despite the more resilient performance and supportive fundamental trend. We moved CEMBI to 
marketweight from overweight, together with the EMBIG, as we see more limited spread compression near term 
with EM FX under pressure and EM vulnerabilities under greater scrutiny. We also revised our CEMBI Broad 
spread target to 250bp, as the higher uncertainty and risk premium are likely to limit the scope for spread 
tightening, and our full-year return expectation is +0.7% based on 7-year UST of 3.15%. A negative scenario of 
further deterioration in sentiment on EM and sustained pressure on weaker/idiosyncratic countries could push 
spreads wider beyond 300bp. We think Asia should continue to be more resilient given the higher quality and 
backup in valuations, and we prefer this region to the others, which are susceptible to headline risks and FX 
volatility. We are more cautious on Turkey given macro developments, but have been cutting our UW in the 
Middle East, as the rise in oil prices and supply-driven widening should garner more interest. We are more 
selective in Latin America due to the upcoming elections. We forecast defaults to remain low in the mid-2% 
area for 2018. Gross leverage ratio improved to 2.7x in 2017, and we expect the deleveraging trend to continue 
in 2018. Issuance has been moderating somewhat, and continued liability management has kept net supply 
depressed, which should support technicals. Yang-Myung Hong
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J.P. Morgan View: Global macro themes and trades for H2 (John Normand, 22 June 2018)

Mid-year cross-asset outlook presentation: Another step from mid to late-cycle investing (John Normand, 21 June 2018)
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What a full out trade war would
cost the global economy

J.P. Morgan's John Normand believes that a worst-case scenario over trade
could reduce global growth by a “material” amount of at least 1.4 percent over
two years.

Though Normand acknowledged that worst-case fears have yet to materialize,
J.P. Morgan added that global growth could slow by 0.4 percent if countries
targeted by the U.S. respond with equivalent tariffs.

That scenario appears more like the one President Donald Trump finds himself
stuck in after Canada started collecting duties on U.S. orange juice, whiskey
and yogurt on Sunday.

Thomas Franck | @tomwfranck
Published 9 Hours Ago | Updated 7 Hours Ago

Getty Images

President Donald Trump

A full-blown trade war would punch a hole in global economic growth
because of reduced trade volume, supply chain disruptions, and lost
confidence.

Quantifying just how much damage an entrenched trade battle could
wreak upon the international community is a trickier task, but J.P.
Morgan has come up with three scenarios.

In J.P. Morgan's first model, the U.S. is assumed to raise tariffs on all
imports by 10 percentage points, with no retaliation. In the second, the
U.S. action is met in equal fashion, with other countries that are the
targets of U.S. tariffs imposing a 10-percentage-point increase in tariffs
on imports from the U.S. In the third scenario, the entire world raises
tariffs by 10 percentage points, a phenomenon J.P. Morgan calls a trade
war.

John Normand, the bank's head of cross-asset fundamental strategy,
said he believes that the third, worst-case scenario could reduce global
growth by a “material” amount of at least 1.4 percent over the next two
years.
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Source: J.P. Morgan

“Our economists acknowledge that such frameworks underestimate the
likely damage that comes through disrupted supply chains, plus the
feedback loops from tighter financial conditions,” Normand said in a
note to clients last week. “Policy uncertainty has a habit of denting
consumer and business confidence, which in turn lowers household and
corporate spending. The team’s proprietary, composite measure of
developed market business sentiment already shows such a drop, but
from above-average levels due to U.S. tax stimulus.”

Though Normand acknowledged that those worst-case fears have yet
to materialize, the J.P. Morgan researchers added that global growth
could slow by about 0.4 percent if countries targeted by the United
States respond by slapping equivalent tariffs on Washington.

That scenario appears more like the one President Donald Trump finds
himself stuck in after Canada started collecting duties on a variety of
U.S. products on Sunday, including orange juice, yogurt, and whiskey.
The Canadians will be reinforced by Mexico and China later this week in
responding to the Trump administration’s tariffs when the two
countries take aim at the U.S. pork and soybean industries.

Meanwhile, the European Union’s initial duties worth $3.2 billion took
effect June 22. The majority are duties of 25 percent and include a slew
of U.S. products, including motorcycles, boats, whiskey and peanut
butter. The three U.S. allies declared the new tariffs in direct response
to the Trump administration's choice to levy imported steel and
aluminum products.

A cornerstone of Trump’s campaign, the U.S.-centric philosophy
remains key to the president’s economic program in office. Trump has
for months used his pulpit and economic tariffs to try to effect change
in trade deals the administration deems unfair and ultimately harmful
to American economic interests. Calling for “fair and reciprocal” trade
relationships, Trump has promised to dissolve the new U.S. tariffs only
after more favorable deals are struck with trading allies.
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Trump's battle for more balanced trade could end up helping the
economy. The trade deficit appears to be on the decline, falling to a
seven-month low in April, according to the Commerce Department. The
trade gap dropped 2.1 percent to $46.2 billion, the smallest since
September.

If the trend continues, trade could contribute to gross domestic
product in the second quarter, buoyed by strength in the manufacturing
sector and consumer spending.

The warning from J.P. Morgan’s Normand, however, represents just the
latest iteration in a string of cautious notes from the bank's analysts in
recent months detailing the possible dangers of “Trumponomics.”
Marko Kolanovic, the bank’s head of quantitative strategy, estimated in
June that the Trump’s tough trade tactics have caused the destruction
of more than $1 trillion in market value.

"By attributing the trade-related news flow (positive or negative) to the
performance of the U.S. market, we estimated the impact on U.S.
equities to be negative 4.5 percent" since March, Kolanovic said in his
June note. "Taking the current market capitalization, this translates into
$1.25 trillion of value destruction for U.S. companies. For a comparison,
this is about two-thirds of the value of total fiscal stimulus."

Kolanovic, who heads J.P. Morgan's global quantitative and derivatives
strategy, predicted the stock market correction earlier this year and
highlighted complacency and high leverage in the market as warning
signs. Further, the strategist highlighted the impact of trade and
protectionist ideology as "significant" market headwinds.

"A negotiation strategy that includes bluffing/threats can be successful
in a two-party negotiation setup, but is more likely to deliver self-
defeating results in a complex system such as global trade," he said.
"The value destroyed by a trade war might be reversible if policies are
reversed, while the positive impact of fiscal measures is likely to
remain. This would likely catalyze a rough 4 percent market rally."
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My not-so-profound thoughts about valuation, corporate finance and the news of the day!

Musings on Markets

Thursday, June 28, 2018

Twists and Turns in the Tesla Story : A Boring,
Boneheaded Update!
There are lots of complaints that you can have about Tesla, but being boring is not one of them. It
helps to have a CEO who seems to find new ways to make himself newsworthy, in good and bad
ways. In fact, if Tesla were a reality show, the twists and turns in its fate would give it sky-high
ratings and put the Kardashians to shame. Consequently, it should comes as no surprise that
there is no other company where investors disagree more about the future than Tesla, with bulls
finding new reasons for pushing it price up and short sellers picking the stock as their favorite,
albeit elusive, target. 
 
Tracing my Tesla Past 
I am often tabbed as a Tesla bear, and while I have never found it to be an attractive investment, I
have admired the company, and by extension, Elon Musk, for shaking up the auto business. In
my first valuation of Tesla in September 2013, I valued it as a luxury car company that would
require large cash infusions to get to steady state. Factoring in the resulting negative cash flows
and failure risk, the value per share that I obtained was well below the market price then. In the
years since, I have revisited the company many times, and what I have learned about the stock
has led me to to call it the ultimate story stock, which is how I described it in a post in 2016,
explaining both its price volatility and its capacity to weather bad news. I also argued in that post
that investors in Tesla were investing in Elon Musk, not the company, with the company reflecting
his strengths, a surplus of vision and out-of-the-box thinking, and his weaknesses, which include
an unwillingness to pay attention to operating details and financial first principles in running the
company.
 
While Tesla's consistent failure to deliver on production targets over its lifetime is well
documented, its failure to heed financial first principles may be even more damaging to it in the
long term, as evidenced in at least two major decisions that the company has made in the last
two years.
1. The acquisition of Solar City: In acquiring Solar City, a company where Musk was a lead
stockholder and his cousin was CEO, Tesla had to not only overcome the perception of conflicts
of interest, but it acquired a company with negative cash flows in a rapidly commoditizing
business, not a great fit for a company that had its own cash flow problems.
2. The turn to debt: Tesla's decision to borrow more than $5 billion in September 2017 to fund its
capital needs, was almost incomprehensible, given Tesla's standing at the time. As I noted in a
post at that time, there was no good reason that could be offered for that borrowing, since none of
the usual arguments for debt applied.

Tesla gets no tax benefits from debt: When a company is losing money, as Tesla was
in 2017, there are no tax benefits to borrowing money, and to the argument that they
might make money in the future, the response is that it then best to wait until then to
borrow money. Borrowing money in anticipation of future profits is not just stupid, but it
is dangerous.
Tesla has easy access to equity capital: It is true that Tesla needed capital to build up
its production capacity, especially given its promise to deliver hundreds of thousands
of Tesla 3s in 2018, but it is also true that the best way to raise this capital for a
company with negative earnings and cash flows and significant growth potential is to
use equity, not debt. To the counter that this will cause dilution, it is better to have a
diluted share in a much valuable company than a concentrated share of a defaulted
entity.
Musk's control of Tesla is absolute: There is the possibility that the debt issue was
motivated by Elon Musk's desire to keep control of Tesla, but given his exalted status
with shareholders and a rubber stamp board of directors, I see very little threat to his
absolute control from issuing more shares in the company.

In sum, the Solar City acquisition was ill-advised in 2016, and there were no good reasons for the
Tesla debt issue in September 2017, suggesting either that the company does not have a
functioning CFO in Deepak Ahuja or that Elon Musk is taking on that role as well.
 
Tesla: News and Data Updates
As I said at the start of this post, the Tesla story is never a dull one and the last few months has
brought that lesson home. Not only have their been multiple news stories about the company, but
Elon Musk has outdone himself as a newsmaker:

1. Financial filings: There have been three quarterly filings since my last valuation of Tesla
and the company has only made the hole it is in, as a result of its operating losses, worse
by adding debt to the mix. The chart below captures the trend lines in revenues, operating
income and net income for the company on a quarter-by-quarter basis:
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Looking at the last three quarterly reports delivered since my last valuation of Tesla, there
is little that would lead me to radically reassess what I think about the company. The good
news is that revenues continue to grow but the bad news is that losses are growing
proportionately, since there is no improvement in margins. Backing up the point made in
the last section about the debt issue, Tesla's borrowing has made the hole that the
company is in much deeper.

2. Earnings Call: Earnings calls are normally staid affairs, where top managers stick to the
script and analysts dance with them, asking questions about operations and seeking
guidance on future growth. The Tesla earnings call after the most recent earnings report
certainly did not fit this script, since Elon Musk, a few minutes into the call, blew up at at
Toni Sacconaghi, a Sanford Bernstein analyst, calling his question about future capital
needs "boring and boneheaded". He then proceeded to stop taking questions from
analysts entirely and answered only questions posed by investors gathered by a recent
YouTube start-up. While the market reaction to the bizarre earnings call was negative, with
the stock dropping 5.5%, the stock, as it has so many times before, recovered in the
weeks after and climbed to close to all-time highs.

3. Other News: In the weeks after the earnings call, Musk has added to the news stories with
more announcements, many of them taking the form of tweets. First, he announced that
given Tesla's financial constraints, the company would focus. at least for the next few
months, on turning out the higher priced version of the Tesla 3, priced at $75,000 rather
than the $35,000 base price that he had announced as part of the original rollout. His
reasons for doing so, i.e., that shipping the lower cost model would cause Tesla to "lose
money and die" suggest that the lower priced version may not be viable in the long term.
Second, he also announced that Tesla would lay off 9% of its employees, mostly from the
Solar City portion of the company, explaining that the company needed to move towards
sustained profitability. 

The need to become "profitable" is one of two constraints that Musk has added to the company's
objective, with the other being that the company will be "cash flow positive" by the third quarter. In
fact, Musk has been categorical that Tesla will not need to raise capital to cover its investment
needs in the near future, in response to stories in the press that Tesla would need to raise
between billions to cover its growth plans. In fact, much of Tesla's focus seems to be on
delivering one part of a long-standing promise, which is manufacturing 5000 cars from its
assembly lines each week, a meager number for most auto makers but driving decision making
at Tesla. It is in pursuit of this goal that Tesla has augmented its Fremont plant with additional
tented assembly lines, Musk has been "sleeping on the factory floor" and at least partly pulled
back on its plan to replace workers with robots.
 
Tesla's Value Drivers
No matter what your story is for Tesla, the value of Tesla is determined by four big drivers and to
help in construction your story, it is worth looking at background:

1. Revenue Growth: In the trailing twelve months, ending March 2018, Tesla had revenues of
about $12.5 billion and to justify the market capitalization at which the company trades at
currently, these revenues have to grow significantly. To get perspective on how large
revenues can become, I looked at the twenty largest auto companies in the world, ranked
based upon trailing revenues:
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Note that most of the companies on this list are mass market auto companies, with
Daimler (arguably) and BMW being the only exceptions. Put differently, the question of
whether Tesla will be able to deliver on a $35,000 Tesla 3, now or in the future, becomes
central to estimating revenue growth.

2. Operating Margin: No matter how you slice it, Tesla is losing money, and it happens to
operate in a sector where profit margins have been under pressure for a while, driven
partly by competition and partly by changes in the business itself. In the chart below, I
have a distribution of operating margins for global auto companies in June 2018:

Note that the median pre-tax operating  margin for auto companies is only 4.81%, with
double digit operating margins putting you at the 80th percentile of all auto companies. It is
also worth noting that among the ten largest auto companies, there is not a single one that
generates an operating margin higher than 10%; BMW has the highest margin, at 9.89%.

3. Reinvestment: Scaling up revenues will require significant reinvestment, especially in the
auto business. One simple measure of this reinvestment is the sales to invested capital
ratio, measuring how much revenue a dollar in invested capital generates. Looking at this
measure across the global auto business, here is what I see:

Note that the global auto business is capital intensive, with a dollar in capital invested
generating only $1.29 in revenue at the median firm, and that Tesla, over its history, has
been even more capital intensive, generating less revenue per dollar invested than the
typical auto firm, with capital intensity increasing after the Solar City acquisition. Tesla's
counter to this has  been that by bringing in technology into assembly lines, they will
become more efficient than other auto companies, but that argument has lost some of its
luster after the last few months, with Musk openly admitting that the robots that Tesla had
hoped to put on the factory floor were not doing their jobs. 

4. Risk: There are two dimensions through which risk affects Tesla's value. The first is the
cost of capital, which reflects the operating risk at the company. As an auto company,
Tesla is exposed to economic cycles and its cost of capital will reflect that risk:
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The second is the risk of failure and distress, and while being a small, money-losing
company is one reason for exposure, Tesla has magnified its risk by borrowing billions of
dollars. 

Possible, Plausible and Probable Tesla Stories
I have long argued that every valuation tells a story and that one way to check your valuation is to
check to pass your story through the 3P test: Is it possible? Is it plausible? Is it probable? If this
sounds like a play on words, note that each test sets a higher standard than the previous one.
There are lots of possible stories, a subset of plausible stories and an even smaller set of
probable stories. 

 
Tesla is a stock where there are widely divergent stories, with bullish investors telling big stories
with happy endings, that deliver large values for the company, and bearish investors pushing
much smaller stories, some with bad endings. In this section, I will start by offering some solace
for Tesla bulls by looking at a plausible story that delivers a value greater than the current stock
price, then argue that Elon Musk's story for the company, or at least the version that he is telling
right now,  is an impossible story and close with my (still upbeat) story for the stock and resulting
value.
 
Getting to $400/share: A Plausible Story?
Is it plausible that Tesla, notwithstanding all of the troubles weighing it down, is under valued, at
its current stock price of $340/share? Yes, but only it can put together the following results:

1. Increase revenues ten-fold over the next decade: Tesla's current revenues of $12.5 billion
will have to increase to $120 billion or more in the next ten years, giving it revenues close
to those of BMW today. Assuming an average car price of $60,000, that would translate
into 2 million cars sold in year 10, illustrating why the focus on whether Tesla can hit its
target of 5,000 cars a week is missing the big picture.

2. Improve operating margins to match the most profitable auto companies: While Tesla
scales up its revenues, it will not only have to become profitable (a minimal requirement)
but much more so than the typical auto company. In fact, its pre-tax operating margin will
climb to 12%, well above the median auto margin of 4.81% or BMW's 9.89%, powered by
brand name and pricing power.

3. Invest more efficiently than the sector: To accomplish its objectives of increasing revenues
and ramping up profitability, Tesla will have to reinvest and reinvest efficiently, delivering
about $2.25 in revenues for every dollar of capital invested, much higher than than the
typical auto firm. To provide perspective, Tesla in year 10 will have to deliver BMW-like
revenues ($120 billion) with about a third of BMW's invested capital; with the estimated
sales to capital ratio, Tesla's invested capital in year 10 will be $64 billion, whereas BMW's
invested capital in 2018 was $185 billion).

4. Navigate its way through debt to safety: Finally, as it moves towards becoming a much
larger, more profitable firm, Tesla will also have to meet its commitments on current debt
and not add to the mix, at least for the near term. In terms of operating risk, Tesla will have
to face a cost of capital of 8.29%, in line with the typical auto firm.
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With these assumptions in place, the value that I get per share is $412, but as you can see from
the assumptions, it would be the equivalent of a Royal Flush in poker. Note also that in this
optimistic story, Tesla will have to have to raise $14 billion in fresh capital over the next few years
and will not become operating cash flow positive until 2025. I am sure that there are people who
will be unfazed by this story, especially if they are true believers in Elon Musk, but I am not one of
them.
 
The Musk Story for Tesla: A Fairy Tale?
With a story stock, it is imperative that you have a CEO who not only is able to get the market to
buy into a big story, but one who stays focused and disciplined. To me, there is no better example
of how to do this well than Amazon, where Jeff Bezos has been consistent in telling the same
story for the company, since its inception in 1997, and delivering on that story. Elon Musk is a
gifted story teller, but as the last few months have shown, focus and discipline are not his strong
points. 
 
If you are a Tesla investor, your primary concern should be that Musk, with his numerous and
often conflicting claims about the company, has muddled the Tesla story and perhaps put the
company at risk. If Musk is to be believed, and the company will turn the corner on profitability
soon and will not need to go back to capital markets in the near future, while also scaling up
production and revenues. While that would be wonderful, from a value perspective, it is
fantasy. Put bluntly, there is no chance that Tesla can deliver what it needs to, in terms of scaling
up revenues and improving profitability, to justify its market capitalization, without raising new
equity along the way. Either Musk knows this, and really does not mean what he says, in which
case he is being deceptive, or he does not, in which case he is delusional. Neither is a good
character quality in a CEO, especially one at a young company that needs investors on its side. 
 
The fact that Tesla's stock price has remained at elevated levels, and even risen, may lead some
to conclude that Musk's behavior has no consequences, but I believe it not only will, but it already
has  hurt the company. For instance, I think that Tesla has got a bum's rap for some of the
accidents that its cars have been in, either from malfunctioning auto-pilots or combustible cars.
However, Tesla's hand is weakened by Elon Musk not only acting as the spokesperson for the
company but by his responses, which are a mix of arrogance and victimhood (blaming the media,
short sellers and analysts) that sap whatever sympathy bystanders may have for the company.
 
My Tesla Story in June 2018
My story for Tesla is still an optimistic one, but it is much less so than the Royal Flush story that
delivered a value in excess of $400. I do think that Tesla will be able to grow revenues
substantially over the next decade and improve margins to rank among the more profitable auto
companies. I also think that Elon Musk will back track on his promise of not having to raise fresh
capital and that Tesla will invest billions into new plant and equipment, and do so more efficiently
than other auto companies, partly because it is not saddled with legacy investments. On the risk
front, I am comfortable with assuming that operating risk will stabilize over time, but I do think that
the debt burden will pose a danger to survival, at least for the next year or two. Pulling these
assumptions together, I revalued the firm at about $186/share.

In this story, Tesla's capital needs will be even higher than under the Royal Flush story, with
negative cash flows for the next eight years, and $22 billion in new capital over that period. That
may strike some as pessimistic, but notwithstanding all the talk about robots and technology, this
remains a capital intensive business. It is entirely possible that over the next few weeks, Tesla
might be able to get its production up to 5000 cars a week, using tents and spare parts, but that is
not a long term solution. There is no tent big enough to produce 30,000 cars a week, which would
be Tesla's target in my story, in year 10. 
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Bottom Line
There is no denying the fact that Elon Musk has been central to the Tesla story and that his vision
and charisma have been largely responsible for pushing the stock price to its current levels. That
said, we are at a point in Tesla's history where I think that the question can be raised as to
whether the negatives that Musk brings to the job are starting to catch up with, and perhaps
overwhelm the positives. Picking fights with equity research analysts and short sellers may get
the blood flowing for Tesla bulls, but they are distractions from what Tesla has to do right now.
Promising the market that the company will turn the corner on profitability and be cash flow
positive soon may signal Musk's faith in his own story, but they do more harm than good for the
company's long term value. I know that it is inconceivable for many investors to think of Tesla
without Elon Musk at its helm, but this is a company in clear need of checks and balances, either
from a strong management team or a powerful board of directors. Unfortunately, neither exists at
the company now, and if you are bullish on Tesla, that should scare you.
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Most stockmarket returns come from a tiny fraction

of shares

Facebook, Amazon, Apple, Netflix and Google (FAANG) have been the motor of the S&P

500

 Print edition | Finance and economics Jun 23rd 2018

IN his book about the use of language, “The King’s English”, Kingsley Amis

describes a tug-of-war. On one side are “berks”, careless and coarse, who would

destroy the language by polluting it. On the other side are priggish “wankers”, who

would destroy it by sterilisation.
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The battle lines look similar in investment.

The divide is not on points of grammar but

on attitudes towards a handful of modish

companies, known as FAANG. These stocks

(Facebook, Amazon, Apple, Netflix and

Google) have been the motor of the S&P 500

(see chart). All but Apple hit record highs

on June 20th. Fill your boots is the attitude

of coarse stockmarket berks. FAANG makes

more sense than stocks in dying industries.

For the prigs, the mania for FAANG stocks is as abhorrent as a split infinitive. The

high-minded investor stands apart from the herd.

In matters of grammar, the unsure often follow the sticklers. They at least have

rules. But they are often too rigid. Stockmarket sticklers can similarly lead others

astray. For most investors, it is often a mistake to shun individual stocks simply

because other people are keen on them.

A recent paper* by Hendrik Bessembinder of Arizona State University explains why.

Since 1926, most stockmarket returns in America have come from a tiny fraction of

shares. Just five stocks (Apple, ExxonMobil, Microsoft, GE and IBM) accounted for a

tenth of all the wealth created for shareholders between 1926 and 2016. The top 50

stocks account for two-fifths of the total. More than half the 25,000 or so stocks

listed in America in the past 90 years proved to be worse investments than Treasury

bills.
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The sway that FAANG stocks have held recently is not out of the ordinary. A new

report by analysts at Macquarie, a bank, find that the clout of leading stocks in the

S&P 500 has often been higher in the past. Mr Bessembinder’s results complement

the verdict of another strain of research, which says that most stock returns are

made on relatively few trading days. Just as it is important not to be out of the

market on those days, it is important not to omit key stocks from your portfolio.

Double or nothing

To understand why, it helps to think of investing as a game of chance. Imagine

there is an equal chance that a stock will rise or fall by 50% each year. A $100 stock

that goes up 50% in year one would be worth $150; if it falls by 50% in year two, it is

worth $75, less than when the game started. In contrast, a lucky stock that rises by

50% in two successive rounds is worth $225. After many rounds, most stocks lose

money. But a few stocks make a lot of it.

It would be foolish, though, to take this as cue to invest solely in FAANG. There is

no guarantee that today’s winners will still be winners tomorrow. Sticklers will

rightly point out that if you overpay for a stream of earnings, however good the

company is, you cannot hope to make money from investing. Are modish stocks a

trap, then? It might seem so. The “Nifty Fifty”, a group of popular (and thus

expensive) stocks in the late 1960s, fell hardest in the bear market of the 1970s.

Then again, many of them—GE, IBM, Johnson & Johnson, Coca Cola and so on—are

also on Mr Bessembinder’s list of the 50 biggest wealth creators. To have bought

and sold them at the right moments required deft timing.

Wise investors who do not know how to pick tomorrow’s winners, or how to time

markets, opt to hold a broad index of stocks passively. Even this approach has

drawbacks. Bull markets tend to narrow, says Robert Buckland, of Citigroup,

because of rising pressure on fund managers to buy the recent winners. “A bubble is

what I get fired for not owning,” one told Mr Buckland. The stockmarket index thus

tilts ever more heavily towards a few shares. And these may not turn out to be the

big winners in the long term.

The best defence is to diversify broadly across markets and assets as well as stocks.

That includes bonds and cash, of course. Another way to offset a concentration of a

certain kind of stock is to invest in equity markets outside America. The euro zone’s

indices, for instance, have a far lower weight in technology companies. You won’t

avoid a crash in modish stocks, should one occur. But at least you will be able to

survive it.

Such a middle-of-the-road approach might appear to lack personality. It is more

distinctive to be a stickler for convention or a flouter of it. Yet it is the right

approach—and it works for language, too. English survives and prospers because

most of its users are neither style sticklers nor utterly slapdash.

*“Do Stocks Outperform Treasury Bills?” Forthcoming, Journal of Financial Economics (2018)

This article appeared in the Finance and economics section of the print edition under the headline "The lucky

few"
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Sarandos, chief content officer at Netflix, is pretty
satisfied with the inroads that the company has
made in the country since its entry in early 2016.

Big Change:
The end of FiveYear Plans: All you need to know

Netflix believes in India and its story, puts record money on
local content

 
MUMBAI: Even as there are less than a million paid subscribers of Netflix in India, the top
honchos at the American overthetop (OTT) video service see great potential in the
market, which is why the company has made its highest investment in local original
production in India.  
 
“It is the fastest investment we have ever made and the largest investment we've made to
date in local original programming,” Ted Sarandos, chief content officer at Netflix, told ET.  
 
Sarandos, who is in India for the launch of Netflix’ first Indian original, Scared Games’, is
pretty satisfied with the inroads that the company has made in the country since its entry
in early 2016.  
 
“We were in Latin America for four years before we launched our first original programme.
Here, we announced the show less than two years back,” Sarandos said. “We are building
content which is not just popular in India but can be popular all over the world. That has
been our strategy globally and I think we're gonna do the same in India.”  
 
Since its launch, the American video streaming service has quickly ramped up its library in the country. It has also signed content deals
with a few production houses, and has announced seven originals in India.  
 
Simran Sethi, director  international originals at Netflix, said, “Since our launch we have ramped up bigger and faster (in India) than
anywhere else in the world. We've doubled our catalogue. Starting with ‘Lust Stories’ last month, we have a steady drumbeat of content
coming.”

 
 

On India as a market, Sarandos said the company is happy to see the hours of watching increase dramatically since it launched here.
“And that gives us the confidence to continue to invest at a high level. It’s not that we are happy. It's that the viewers are happy and
that's great,” he said.  
 
He said the most distinguishing feature of Netflix among OTT players is the thousands of engineers who make sure that the service
works every time a viewer push play. “It works across 1,600 different devices around the world, no matter what your internet speed is. It
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works when you push play — that is core to the brand promise,” he said.  
 
Netflix had launched the download feature keeping in mind Indian infrastructure, as the company felt the desire in India would be very
high. “It's turned out to be very successful for us all over the world,” Sarandos said.  
 
Netflix has 20 employees at its office in India and Sarandos expects this number to grow rapidly, and as the company is doing enough
projects in India, it will soon need a studio to support production.  
 
On talent from India, Sethi said Netflix is working not just with established stars and production houses like Phantom Films and Red
Chillies, but also with young content makers. “We have a diversity of content from a diverse range of producers and writers and
directors,” he said. “We are working with some young filmmakers also who have come in with amazing ideas. It's really about finding
storytellers who have passion and a vision and a hunger to make amazing content for the Indian audience,” Sethi said.  
 
Sarandos said Netflix has an ability to create global stars. “Look at Ursula (Corberó), who stars as the female lead in Spanish show ‘La
casa de papel’ (Money Heist)… she had a handful of social media followers and all in Spain just six months ago. And now because of
Netflix, she has millions and primarily outside of Spain. She's a global TV sensation because of Netflix. We think we'll be able to bring
the same to ‘Sacred Games’ as well in terms of awareness outside of India,” Sarandos said.  
 
Based on Vikram Chandra’s 2006 thriller novel of the same name, Scared Games is produced in partnership with Phantom Films. It
features Saif Ali Khan, Nawazuddin Siddiqui and Radhika Apte in key roles. The series will be available on Netflix from July 6.  
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