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RBI Monetary Policy - Stricter
ALM Norms likely for NBFCs
RBI said that it would look at measures to strengthen ALM at
NBFCs to prevent mismatches. We await details but this could
have negative implications for loan spreads and loan growth.
In Indian financials, we prefer the large liquid banks.

At its monetary policy meeting, RBI said that it would look at measures to

strengthen asset liability management (ALM) at NBFCs to prevent mismatches.

Through its press and analyst meet, RBI suggested that NBFCs should look to

fund long term assets (like infrastructure) with equity and long term liabilities, or

should moderate growth. High reliance on short term liabilities like commercial

paper (CPs) is not advisable when global and domestic liquidity is tightening.

It said that NBFCs play a critical role in meeting credit needs of the economy,

more so for the informal sector. The NBFC sector is overall quite strong and the

regulatory framework is robust. It highlighted that unlike banks, NBFCs do not

have any risk weightage advantages while computing capital adequacy (risk

weightage is 100% for all NBFCs while HFCs are at par with banks on home

loans, etc.).

On the IL&FS case, it said that the decision taken was timely and appropriate, and

it will engage with management if necessary. It said that isolated events should

not have systemwide implications.

Stricter ALM norms along with NBFCs conservatively carrying more liquidity

going forward could have implications for loan spreads and loan growth. NBFCs'

(including HFCs') reliance on commercial paper has been rising to a) stay

competitive in loan pricing vis-à-vis banks: Wholesale funding costs have risen

significantly over the past year (by 135-195bp across maturities) even as retail

funding costs (SBI one year deposit cost higher by 20bp) and hence bank lending

rates (SBI MCLR higher by 50bp) haven't risen much. b) Rising gap between long

term and short term yields: Over the past year, the gap between a one year AAA

bond yield and 3 month CP rate has increased by ~40bp to 60bp.

Quantifying the impact. Existing norms suggest not exceeding a 15% negative gap

in the one month bucket and up to the one year bucket (cumulative). Boards

have discretion and we understand that there is subjectivity involved in

computation of asset liability gaps as well. While we await details on final norms,

we note that every 1 percentage point shift in mix of borrowings from commercial

paper to long term non convertible debentures (NCDs) or bank borrowings could

increase cost of funding by 0.5 to 1 basis points, depending on the credit rating

profile. We will, however, need to wait and see how this evolves as most lenders

look to term out borrowings and / or slow down loan growth meaningfully.
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Implications Continued plus Key Charts

Assuming, NHB were to follow with similar changes, we expect higher risk to loan

growth and loan spreads at HFCs (especially those growing loan book annually by >30%).

HFCs have higher overlap with banks in target loan segments (home loans, loan against

properties) and hence have limited pricing power relative to other NBFCs in segments

like used vehicle finance (Shriram Transport) or rural finance (Mahindra Finance). HFCs

also relatively do more longer tenor loans than other NBFCs and need to exercise more

caution on ALM. Within our coverage, we notice more ALM mismatches at HFCs.

Within HFCs, HDFC is positioned better given a well matched ALM, access to and

significant share of deposits in funding, which it could ramp up, and also potentially

higher allocation of credit given AAA credit rating and a long track record, from lenders

(banks, mutual funds, etc.)

If liquidity to NBFCs and HFCs were to tighten significantly, those that have a higher

share of retail loans are positioned better. Retail loans being monthly amortized, cash

flows in ALM could be projected with more predictability. Wholesale loans typically see

a higher incidence of refinance.

Large liquid lenders are our preferred space in financials. Within non banks, HDFC is

one such large liquid lender and is positioned well with liquidity, a reasonable starting

point of loan growth and attractive valuations.

Other NBFC and HFC stocks will remain volatile in the near term but within this space,

our top preferred bucket includes stocks of vehicle financiers, STFC and MMFS. As with

other NBFCs, there could be downside risks to our earnings estimates due to events in

the wholesale funding markets of the past few weeks. Yet we believe that these vehicle

financiers are better positioned than other NBFCs, given improving fundamentals and

pricing power in their target segment, well matched asset-liability maturities (per March

2018 data), and reasonable starting points and expectations of loan growth (i.e., around

20%). Valuations are attractive with one year forward P/B for these stocks at around

one standard deviation below the five year mean. We see bigger risk to earnings at

NBFCs and HFCs whose loan books have been growing at over 35-40%.

NBFC loan growth has been strong in recent years.
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This has been helped by favourable liquidity conditions. Share of market borrowings

has been increasing along with an increase in share of short term borrowings.

Exhibit 1: NBFCs and HFCs have generated strong credit growth in
the last five years…
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Exhibit 2: …and their share in overall system credit has risen from
~17% (F13) to ~22% (F18)
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Exhibit 3: NBFCs incremental loan growth contribution to incremental system loan growth
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Wholesale borrowing conditions have turned difficult over the past year or so.

Exhibit 4: For NBFCs in our coverage, the share of market borrowings in overall borrowings has
also risen
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Exhibit 5: Annual trend in share of commercial paper borrowings for NBFCs / HFCs in MS
Coverage
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Exhibit 6: Borrowing mix as of June 2018 for NBFCs / HFCs in MS Coverage

Borrowing Mix as at June 18 HDFC LICHF IHFL PNBHF SHTF SCUF MMFS Bajaj Finance Edelweiss Aditya Birla
Finance IndoStar

Banks 11% 12% 32% 15% 21% 59% 30% 28% 36% 42% 38%

Market Borrowings 50% 83% 57% 49% 41% 24% 60% 52% 44% 58% 58%
~NCD 74% 44% 32% 29% 44% 34% 30% 36%
~CP 13% 7% 10% 15% 6% 16% 11% 23% 22%
~ECB 4% 2%
~Sub Debt 2% 6% 5% 5%
~CBLO & Others 2%

Deposits/Retail/HNI 26% 5% 17% 10% 17% 8% 13% 12%
NHB 1% 5%
Securitization/ Asset Specific 13% 11% 7% 22% 1% 7% 8%
Others 6% 0% 4%

Source: Company Data, Morgan Stanley Research. Note: Aditya Birla Finance is subsidiary of Aditya Birla Capital. For IHFL CP mix of 10% is as per
management commentary. For MMFS CPs includes Inter Corporate Deposits too, in FY18 CPs were 10% out of 12% of Commercial papers + Inter
Corporate Deposits.
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Pricing power has swung in favour of banks. HFCs most disadvantaged given high

overlap in target lending segments with banks.

Exhibit 7: Liquidity in the financial system has tightened significantly
over the past year
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Exhibit 8: 10-year government bond yields have moved up ~150bp
over the past year
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Exhibit 9: AAA corporate bond yields have moved 130-190bp higher
across tenors over the past year
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Exhibit 10: Net corporate bond issuances were negative for the first
time in five years in F1Q19 since the “taper tantrum”
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Exhibit 11: Wholesale Rates and Retail Rates Have Charted An
Opposite Course Since September*
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Exhibit 12: Pricing Power Has Swung in Favour of Banks
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Borrowing via short term instruments like commercial paper was providing some relief

but now as NBFCs and HFCs term out their borrowings, this will have implications for

loan spreads and net interest margins.

Negative gaps between maturing assets and liabilities seen more at HFCs.

Loan growth will have to moderate across NBFCs / HFCs. The higher the starting point

Exhibit 13: Home Loan Spreads Over AAA Bond Yields
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Exhibit 14: Loan Mix (FY18): HFCs Have Higher Exposure to “Bank”
Segments
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Exhibit 15: Gap between 1Y AAA Bond Yields and 3M CP rates has
expanded ...
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Exhibit 16: … so has the gap between 3Y AAA Bond Yields and 3M CP
rates
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Exhibit 17: Share of Liabilities Maturing in <1Y (as of March 2018)
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Exhibit 18: (Assets maturing up to one year minus liabilities maturing
up to 1Y) / Overall Borrowings
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of loan growth, the higher the downside risks to loan growth and earnings forecasts.

There has been no major build up in leverage in recent years. While HFCs have certain

risk weightage advantages, NBFCs have no risk weightage advantage. RBI highlighted the

latter as well in the press meeting.

Shriram Transport Finance (SRTR.NS, OW, PT: Rs1650)

Our price target of Rs1650 is our base-case scenario value. We derive it using a three-

phase residual income model – a five-year high-growth period, a 10-year maturity period,

followed by a terminal period. We use a cost of equity of 14.6%, assuming a beta of 1.25,

a risk-free rate of 7.75% and a market risk premium of 5.5%. We assume a terminal

growth rate of 6%, similar to that for other financials in our coverage.

Downside risks to our price target: Weaker-than-expected AUM growth; sharp rise in

NPLs; adverse regulatory changes crimping target segment meaningfully; sharp and

sustained increase in crude oil prices; weakening of domestic economy.

Mahindra and Mahindra Financial Services (MMFS.NS, OW, PT: Rs625)

Our price target of Rs625 is our base case scenario value, derived from a sum-of-the-

Exhibit 19: Loan growth (F1Q19) across NBFCs and HFCs in our coverage
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Exhibit 20: For most NBFCs in our coverage, leverage has come down in F2018 vs. F2015
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Introduction

Has the elephant started to run ….?

After the apparent brakes 
demonetisation and introduction of the 
Goods & Services Tax (GST) applied on 
the growth rate in the country, recent 
reports issued by the International 
Monetary Fund (IMF)1 suggest that 
India has stepped up the gas on its 
rate of development. Earlier in 2017, 
it overtook France to become the sixth 
largest economy in the world, measured 
in terms of GDP, and is expected to take 
over from the UK in 2018 to get onto 
the fifth position. This is particularly 
impressive considering the overall strain 
the global economy (except for the 
possible exception of the US), including 
China, is continuing to experience. 
If this upward trend continues, India’s 
GDP is expected to touch US$ 9.6 trillion 
by 2020.2

The latest indicators from various 
authorities continue to place India on 
a relatively high growth trajectory, as 
indicated below:

IMF3

Country/ Region Expected GDP growth rate (%)

2018 2019 2020 2021 2022 2023

India 7.355 7.785 7.916 8.084 8.149 8.198

China 6.558 6.408 6.252 6 5.7 5.53

United States 2.933 2.66 1.854 1.7 1.479 1.388

European Union 2.5 2.1 1.8 1.7 1.7 1.7

World Bank4

The Indian economy is classified in 
three sectors — Agriculture and allied 
segments, Industry and Services.5

The Agriculture sector includes 
Agriculture (agriculture proper and 
livestock), forestry and logging, and 
fishing and related activities.

Industry includes mining and quarrying, 
manufacturing (registered and 
unregistered), electricity, gas, water 
supply and construction.

The Services sector includes trade, 
hotels, transport, communication 
and services related to broadcasting, 
financial, real estate and professional 
services; public administration, and 
defense and other services.

The Services sector is the largest 
segment in India. The Gross Value 
Added (GVA) at current prices for  
the sector was estimated at INR 73.79 
lakh crore in 2016-17. It accounts for 
53.66% of total India’s GVA of  
INR 137.51 lakh crore. 

Country/ Region Expected GDP growth rate (%)

2018 2019 2020

India 7.3 7.5 7.5

China 6.4 6.3 6.2

United States 2.5 2.2 2

European Union 2.1 1.7 1.5

1 https://www.imf.org/en/Publications/CR/Issues/2018/08/06/India-2018-Article-IV-Consultation-Press-Release-Staff-Report-and-Statement-by-the-Executive-46155
2 https://www.forbes.com/sites/kenrapoza/2011/05/26/by-2020-china-no-1-us-no-2/#3971276a4aef
3 http://statisticstimes.com/economy/countries-by-projected-gdp-growth.php (International Monetary Fund World Economic Outlook (April-2018)
4 http://pubdocs.worldbank.org/en/393601515520396575/Global-Economic-Prospects-Jan-2018-statistical-appendix.pdf
5 According to the Ministry of Statistics and Programme Implementation | Sector-wise GDP growth of India | 21 March 2017
6 http://pib.nic.in/newsite/PrintRelease.aspx?relid=175501

With a GVA of INR 39.90 lakh crore, the 
Industry sector contributes 29.02% to 
the economy, while the Agriculture and 
allied segments share 17.32% with a 
GVA is around of INR 23.82 lakh crore.

At current prices, the Agriculture sector 
and allied segments, the Industry and 
the Services sectors account for 9.64%, 
8.32% and 11.87%, respectively, in their 
GVA growth rates. 

At current rates, India has registered 
the highest growth of 16.50% in Public 
Administration, Defence and other 
services segments, and the lowest at 
4.44% in mining and quarrying.

The following include some  
key developments over the past  
12 months, which have accounted for 
the resurgence in India’s growth rate:

FDI reforms6 

Foreign Direct Investment (FDI) is a 
major driver of economic growth and a 
source of non-debt finance for economic 
development in India. The Government 
has put in place an investor-friendly 
policy, under which FDI up to 100% is 
permitted in the automatic route in most 
sectors and activities. 

In the recent past, the Government has 
implemented reforms in its FDI policy 
in a number of segments including 
Defence, Construction Development, 
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Insurance, Pension, Other Financial 
Services, Asset Reconstruction 
Companies, Broadcasting, Civil Aviation, 
Pharmaceuticals, Trading, etc.  
Measures undertaken by it have 
resulted in increased FDI inflows into 
the country. During 2014-15, total FDI 
inflows into India amounted to  
US$ 45.15 billion as against US$ 36.05 
billion in 2013-14. In 2015-16,  
it received total FDI of US$ 55.46 billion. 
In the financial year 2016-17, total FDI  
of US$ 60.08 billion was received an  
all-time high.  

The following are some of the key 
amendments in the FDI policy during 
the past 12 months:

• 100% FDI under the automatic route 
for Single Brand Retail Trading

• 100% FDI under the automatic route 
in Construction Development

• Foreign airlines being allowed to 
invest in Air India up to 49% under 
the approval route 

• FIIs and FPIs being allowed to invest 
in power exchanges through the 
primary market

• Definition of ‘medical devices’ 
amended in the FDI Policy

Ease of doing business7 

India jumped a record 30 places to the 
100th spot in the World Bank’s Ease of 
Doing Business rankings in June 2017 
and aims to reach the top 50th position 
by 2022. This has been the outcome 
of various measures introduced by the 
Government to combine processes and 
procedures, and its introduction of a 
digital interface for most licenses  
and approvals. 

Universal health care8 

India has announced a budget of  
INR 52,800 crore for schemes and 
initiatives planned to address  
health-related problems holistically. 
Its initiatives are well-timed with the 
WHO’s initiative to strengthen efforts to 
make universal health coverage a reality.

The National Health Protection Scheme, 
a progressive programme, will cover 
over 10 crore poor and vulnerable 
families (around 50 crore beneficiaries), 
providing coverage of up to INR 5 
lakh per family per year for secondary 
and tertiary hospitalisation. Timely 
implementation of the scheme is of 
prime importance.

The other major initiative taken by the 
Government is putting in place Health 
and Wellness Centers and making these 
the foundation of India’s health system. 
INR 1200 crores has been allocated for 
this flagship programme. The 1.5 lakh 
centers will bring good and affordable 
health care facilities close to the homes 
of people, and provide comprehensive 
care for communicable diseases, and 
maternal and child health services. 
These government health centres 
will provide free essential drugs and 
diagnostic services. This, however, will 
require putting in place of proper health 
care infrastructure, both public and 
private, and adequately meet the needs 
of those covered by the scheme. 

Infrastructure9 

The Infrastructure sector has become 
the largest focus area of the Government 
of India. Under the Union Budget  
2018-19, US$ 92.22 billion was  
allocated to the sector. 

India needs investment of INR 50 trillion 
(US$ 777.73 billion) in infrastructure 
by 2022 to achieve sustainable 

development in the country. It is 
attracting the interest of international 
investors in the Infrastructure space. 
Some key investments in the sector  
are given below:

• In June 2018, the Asian Infrastructure 
Investment Bank (AIIB) announced 
a US$ 200 million investment in the 
National Investment & Infrastructure 
Fund (NIIF).

• Private equity and venture capital 
(PE and VC) investments in the 
Infrastructure sector reached  
US$ 3.3 billion with 25 deals during  
January-May 2018.

• India’s Infrastructure sector 
witnessed 91 M&A deals worth  
US$ 5.4 billion in 2017.

• In February 2018, the Government of 
India signed a loan agreement (worth 
US$ 345 million) with the New 
Development Bank (NDB) for the 
Rajasthan Water Sector Restructuring 
Project for desert areas.

• In January 2018, the National 
Investment and Infrastructure Fund 
(NIIF) partnered with UAE-based 
DP World to create a platform that 
will mobilise investments worth 
US$ 3 billion into ports, terminals, 
and the transportation and logistics 
businesses in India.

7 http://pib.nic.in/newsite/PrintRelease.aspx?relid=173116
8 http://www.searo.who.int/india/topics/universal_health_coverage/Path_to_UHC/en/
9 https://www.ibef.org/industry/infrastructure-sector-india.aspx
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Resolution of insolvency 

The Insolvency and Bankruptcy Code is 
considered one of the most important 
economic reforms in recent times. The 
Code provides flexibility to financial 
and operational creditors and enables 
them to initiate insolvency-resolution 
procedures against companies that 
have defaulted in making payment 
of INR 1 lakh or more to repay 
the legitimate dues of financial or 
operational creditors. The entire 
process is altogether different from that 
prescribed by the erstwhile legislation, 
the Sick Industrial Companies (Special 
Provisions) Act, 1985 (SICA).

The new law makes a commitment to 
deal swiftly with failing companies, 
removing the owners and blocking them 
from trying to buy back the businesses 
out of bankruptcy. Its architects have 
set a nine-month limit for completion of 
the entire process. This makes it one of 
the world’s fastest bankruptcy regimes 
on paper, and strikes a marked contrast 
with the sluggish pace of other Indian 
legal processes. This process enables  the  
emergence of new competitive firms and 
enables them to remain in business as 
long as they are competitive, but makes 
place for new entrants when they lose 
their competiveness. 

Up to 31 March 2018, 701 cases were 
admitted for resolution of issues by the 
National Company Law Tribunal. Among 
these, 22 cases have been approved for 
a resolution plan and liquidation has 
commenced in 87 cases. 

Recapitalisation of banks

The Government announced a major 
recapitalisation drive in October 
2017 by utilising three channels– the 
Budget, market borrowings and issue 
of recapitalisation bonds. According to 
the plan, a total of INR 2.11 lakh crores 
will be injected into public sector banks 
to enable them to meet their stressed 
asset-related problems at the earliest. 
The following are the three modes 
of mobilisation of funds under the 

recapitalisation effort:

• Budgetary allocations: The 
Government will buy INR 18,000 
crore worth of public sector  
bank shares.

• Market borrowings: PSBs will 
mobilise INR 58,000 crore through 
borrowings from the market.

• Recapitalisation bonds: The 
Government will issue Bank 
Recapitalisation Bonds worth INR 
1,35,000 crore, which will be used to 
buy additional shares in public sector 
banks.

The latest recapitalisation fund of 
INR 2.11 lakh crores is expected to 
rejuvenate the banking sector and help 
banks extend fresh credits as well as 
sort out the stressed asset problem 
to some extent. At the same time, 
recapitalisation is not indiscriminate and 
banks will have to commit themselves to 
implement performance improvement 
measures by signing a Memorandum of 
Understanding with the Government.

Digital governance

In Budget 2018, the Finance Minister 
announced a host of technology-driven 
projects in areas including budgeting, 
depositing of fees and penalties, among 
others. The Government will implement 
these e-Governance projects to make 
its functions more transparent and 
efficient, and ease citizens’ interactions 
with it. The following are some of the 
highlights of the initiative:

• Allocation for the Digital India 
Programme doubled to  
INR 3,073 crore

• Announcement of the launch of a 
mission on cyber physical systems 
to support the establishment of 
Centers of Excellence for research 
on training and skilling in robotics, 
Artificial Intelligence (AI), digital 
manufacturing, analysis of Big Data 
and quantum communication

• NITI Ayog to commence a national 
programme for research and 
development of AI

admin
Highlight
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• Department of Telecommunications 
to support setting up of an indigenous 
5G Test Bed at IIT Chennai

• Focus on eliminating the use of 
crypto-assets in illegitimate activities

• Exploration of the use of Block Chain 
technology to propel India to a  
digital economy

• e-Assessment of Income Tax to be 
initiated to modernise the age-old 
assessment procedure

The UN e-Government Survey 2018 
(July 2018) has ranked India at the 
96th position for its development and 
execution of Information Technology,  
up from 107 in 2016 and 118 in 2014 
a significant leap!

Macro economic review 

India’s GDP at current prices in Q1 2018-
19 was estimated at INR 44.33 lakh 
crore, against INR 38.97 lakh crore in 
Q1 2017-18, which indicates a growth 
rate of 13.8 percent. Its GVA at current 
prices in Q1 2018-19 was estimated at 
INR 41.02 lakh crore, against INR 36.34 
lakh crore in Q1, 2017-18, showing an 
increase of 12.9 percent. 

Growth rates in various sectors are as 
follows agriculture, forestry and fishing 
at 7 percent; mining and quarrying at  
18 percent; manufacturing at  
17.7 percent; electricity, gas, water 
supply and other utility services at  
13.2 percent; construction at  
13.8 percent; trade, hotels, transport 
and communication at 11.7 percent); 
financial, real estate and professional 
services at 12.1 percent, and Public 
Administration, defense and Other 
Services at 15.4 percent. 

Key takeaways

Despite global headwinds and the 
pressure placed by the upcoming 
General Elections (slated for early 2019) 
on policy development and continuity, 
India has the ability to continue on 
its robust and broad-based growth. 
Marrying investor-friendly policies with 
an apparatus of digital governance to 
put in place the right constituents to 
secure the benefits of various welfare 
schemes, it is on the path to creating a 
self-sustaining eco-system, which will 
encourage diversification of businesses 
and augment avenues for creation of 
capital and investment. 

The elephant has started to run ….
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The OECD’s Base Erosion and Profit 
Shifting (BEPS) recommendations 
have disrupted the way taxes are 
administered globally. ‘Transparency’ 
and ‘lower rates’ are the buzzwords that 
are resonating in the international tax 
environment. India has kept up with 
global trends by introducing sunset 
clauses in its complex exemption-related 
rules and deductions in its domestic tax 
laws. In line with these changes, it has 
reduced its Corporate Tax rate to 25%. 
The country’s tax administration is fast 
moving to the electronic platform and 
initiatives are being taken to simplify the 
compliance process for taxpayers to help 
them resolve the issues they face with 
minimum human interaction. 

India’s endeavour is to become one 
of the most attractive investment 
destinations in the world, and it 
understands very well that the need  
of the hour is to simplify its tax regime  
and reduce Corporate Tax rates in  
the country.

Income Tax is levied in India under 
the Income Tax Act, 1961 (the IT Act), 
enacted by the Central Government. 
Income Tax Rules, 1962 (IT Rules), 
which lay down the procedures to 
be followed in compliance with the 

provisions of the IT Act. These rules  
are administered by the Central Board 
of Direct Taxes (CBDT), which operates 
under the aegis of the Central  
Finance Ministry.

Tax year and tax return filing

The Indian tax year starts from  
1 April of a year and ends on 31 March 
of the subsequent one. The due dates for 
companies to file their return of income 
in India are set out below:

Non-resident taxpayers are required 
to file their tax returns in India, even 
in cases where taxes are withheld in it. 
However, in certain cases, exemptions 

are made for non-resident taxpayers 
regarding their compliance with this 
rule. Filing of a return of income in 
India is compulsory for all companies. 
Failure to do so may attract monetary 
fines of up to INR 10,000, in addition to 
imprisonment, which may extend up to 
seven years.

All resident companies are mandatorily 
required to obtain a Permanent Account 
Number (PAN) in India. Non-resident 
taxpayers need to obtain a PAN if their 
income is taxable in the country. This 
rule also applies to directors, partners, 
founders, office bearers or any other 
person competent to act on their behalf.

Residential status of a company

A company is considered to be a 
resident of India if it is incorporated in 
the country or if its place of effective 
management (PoEM) is in it. The 
term PoEM denotes a place where key 
management and commercial decisions 
that are necessary for the conduct of 
the business of an entity as a whole are 
taken in substance. If the PoEM of a 
company is in India, its global income 
will be subject to tax in the country. 
The CBDT has issued guidelines on 
determination of a foreign company’s 
PoEM and its taxation.

Corporate Tax

Nature of company Deadline to file 
return of income

Companies that are 
required to submit 
an accountant’s 
report with 
respect to their 
international or 
specified domestic 
transactions

30 November of the 
subsequent tax year

Other companies 30 November of the 
subsequent tax year
30 September of the 
subsequent tax year
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Residential status of other forms  
of corporate entities

Various forms of corporate entities 
are permitted and operate in India. 
These include partnership firms and 
limited liability partnerships (LLPs), 
which comprise alternative entities 
that can avail of the benefits of limited 
liability. A corporate entity, other than 
a company, is considered to be resident 
in India if any portion of its control and 
management of affairs is located in the 
country during the tax year.

Scope of taxable income for  
a company

A company that is resident in India is 
taxed on its global income. One that is 
resident outside India is taxed in it in 
respect of any income that:

• Accrues or arises in India
• Is received or deemed to have been 

received in the country
• Accrues to the non-resident company 

from an asset or source of income 
in India (salary, interest, royalties 
or fees for technical services), a 
‘business connection’ in the country 
or transfer of a capital asset in it

The term ‘business connection’ is 
used in the IT Act instead of the word 
‘permanent establishment’ (PE), used in 
tax treaties, to tax profits from business. 
The term is considered wider in its scope 
than PE. It has been recently amended 
to include business activity conducted by 
agents on behalf of non-residents who 
habitually conclude or have a principal 
role in conclusion of contracts in India. 
Accordingly, the income reasonably 
attributable to such activity is to be 
taxed in India.

The concept of a significant economic 
presence (SEP) has also been recently 
introduced under the term ‘business 
connection’. SEP has been defined to 
include a transaction involving goods, 
services or property, and includes 

provision for downloading of data or 
software that is conducted via digital 
means by non-residents in India, subject 
to monetary limits yet to be prescribed. 
It also includes systematic and 
continuous soliciting of business-related 
activities or interaction with the number 
of users prescribed in India through 
digital means. 

Corporate Tax rates

Broadly, the Corporate Tax rate for 
entities ranges from 25% to 40%.

Status of entity Rates in force Conditions

Domestic company 25%* Total turnover/Gross receipts in financial 
year (2016-17) not exceeding INR 2.5 billion 

30% All other companies 

Foreign company 40% All foreign companies

Partnership firm/LLP 30% All firms and LLPs

* Furthermore, domestic companies set up after 1 March 2016 that are engaged in manufacturing products 
and are not claiming certain specified deductions in computation of their taxable profits are taxable at 25%, 
subject to their fulfilling certain specified conditions.

The rates mentioned above are exclusive 
of surcharge, which is levied on the basis 
of the quantum of taxable income and 
cess levied on the tax amount (inclusive 
of the surcharge). Surcharge rates 
range from 0% to 12% for domestic 
companies, partnership firms and LLPs 
and 0% to 5% for foreign enterprises. 
The cess rate is 4% for all entities. 

Minimum Alternate Tax (MAT)

MAT is levied at 18.5% (plus applicable 
surcharge and cess) on the adjusted 
book profits of companies if the tax 
payable by these under normal tax 
provisions is less than 18.5% of their 
adjusted book profits. Credit for MAT  
is allowed against a tax liability  
that may arise in the subsequent  
15 years computed under the provisions 
of the IT Act. MAT provisions are not 
applicable on the Indian PEs of  
foreign companies.

Alternate Minimum Tax (AMT) 

AMT is levied on entities (other than 
companies) at 18.5% on their adjusted 
total income (computed according to 

Income Tax provisions) if the AMT 
liability exceeds the tax payable under 
normal Income Tax provisions. Credit 
for AMT is allowed against a tax liability 
that may arise in the subsequent  
15 years under the provisions of the IT 
Act. AMT is applicable in cases where 
taxpayers are obtaining certain specified 
deductions under IT Act.

Dividend Distribution Tax (DDT)

Indian companies that distribute or 
declare dividends are required to 
pay DDT at the rate of 15% (effective 
rate 20.56%). This tax is payable on 
declaration, distribution or payment, 
whichever is earlier, and is in addition  
to the Corporate Tax payable on 
business profits.

DDT provisions are not applicable for 
an LLP. An Indian company has the 
option to pay tax at the rate of 15% for a 
dividend payable by its foreign associate 
enterprise if the former holds more than 
26% the shares of the latter.
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Buyback of shares

An additional tax of 20% is payable 
by an unlisted company for buying 
back shares from its shareholders. This 
tax is payable by the company on the 
difference between the amount paid for 
the buyback and the issue price of the 
shares. The buyback amount received  
is exempt from tax in the hands of  
the recipient. 

Patent Box regime

In order to encourage indigenous 
Research & Development (R&D) and 
make India a global R&D hub, a 10% 
tax is applicable on resident patentees’ 
income from royalty for patents they 
have developed and registered in India. 
Under this regime, no expenditure or 
allowance is allowed for computation  
of taxable income. 

Key Corporate Tax-related 
considerations

Computation of income

A company’s taxable income is divided 
into the following categories or heads  
of income: 

• Income from profits and gains  
of business or profession

• Income from house property
• Income from capital gains 
• Income from other sources

Income from profits and gains  
of business or profession

Tax audit of books of account

Taxpayers conducting a business or 
profession are required to have their 
books of account audited for Income 
Tax-related purposes if the total sales, 
turnover or gross receipts from their 
business exceed INR 10 million.

Income Computation and Disclosure 
Standards (ICDS)

Taxpayers that use the mercantile 
system of accounting are required 
to follow the ICDS for computation 
of income chargeable under the 

head ‘profits and gains of business or 
profession’ and ‘income from  
other sources’.

Depreciation

Taxpayers are allowed depreciation 
on the written down value (WDV) of 
assets. Rates of depreciation generally 
range from 10% to 40%. In the case of 
a taxpayer engaged in manufacturing 
or production, incentive by way of 
additional depreciation at the rate of 
20% is provided on the value of the new 
plant and machinery in the year of their 
installation. This rate may increase to 
35% if certain additional conditions  
are satisfied.

Presumptive taxation regime for  
non-residents

The provisions of the IT Act provides 
for presumptive taxation in the case of 
certain non-resident taxpayers. In such 
cases, taxable income is determined on 
the basis of a certain percentage of their 
total gross receipts. This is expected 
to reduce areas of uncertainty and 
compliance-related requirements.

Activity Benefits*

All taxpayers, whose total sales, turnover or 
gross receipts exceed INR 10 million 

Additional deduction of 30% of the cost 
incurred on a new employee

Scientific R&D Weighted deduction of 150% of the 
expenditure 

Units set up in SEZs 100% tax holiday for 5 years and 50% for 
the next 10 years out of profits derived from 
actual export of goods and services

Deduction for specified business categories 
such as cold chain facilities; warehousing 
facilities for storage of agricultural produce, 
cross-country natural gas oil or distribution, 
infrastructure facilities, etc.

100% deduction on capital expenditure 

Business of processing, preservation and 
packaging of fruits or vegetables or meat and 
meat products or poultry or marine and dairy 
products; handling, storage and transportation 
of food grains 

100% tax holiday for the first five years and 
a deduction of 30% (25% if the assessee 
is not a company) of profits for the 
subsequent five years

Expenditure on skill development project Weighted deduction of 150% on 
expenditure incurred on a notified skill 
development project by a company

Start-up businesses engaged in innovation, 
development, deployment or improvement of 
products or processes or services or a scalable 
business model with a high potential for 
employment generation or wealth creation 

100% deduction for profits and gains for 
three consecutive years out of seven years, 
starting from the year the start-up was 
incorporated

* Subject to specified conditions

Some tax deductions and incentives available to taxpayers
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Particulars Shipping Aircraft Oil and gas services Turnkey power projects

Applicability Shipping operations Aircraft operations Specified business activity relating 
to prospecting for, or extraction or 
production of mineral oils

Specified business activity in 
relation to approved turnkey 
power projects 

Presumptive rate 7.5% of gross receipts 
from carriage of 
passengers, livestock, 
mail or goods

5% of gross receipts 
from carriage of 
passengers, livestock, 
mail or goods

10% of gross receipts from such 
business

10% of gross receipts from 
such business

Option of showing 
income that is 
lower than the 
presumptive rate 

Not available Not available Available, provided taxpayer 
maintains books of account and 
gets these audited

Available, provided taxpayer 
maintains books of account 
and gets these audited

S. No. Type of asset Holding period Classification of gains

1 Capital assets other than 
those specified in S. Nos. 
2, 3 and 4 and below

More than 36 months Long-term capital gains

Less than 36 months Short-term capital gains

2 Listed securities, units of 
Unit Trust of India, units 
of equity-oriented mutual 
funds and zero-coupon 
bonds

More than 12 months Long-term capital gains

Less than 12 months Short-term capital gains

3 Unlisted securities More than 24 months Long-term capital gains

Less than 24 months Short-term capital gains

4 Immovable properties More than 24 months Long-term capital gains

Less than 24 months Short-term capital gains

The provisions of Minimum Alternate 
Tax (discussed above) are not applicable 
in computation of taxable income on a 
presumptive basis of such taxpayers.

Losses incurred from business

Losses from business are classified 
into business losses and unabsorbed 
depreciation. Business losses for a 
particular tax year can be set off against 
income taxable under other heads of 
income (except salary) earned during 
the same tax year and can be carried 
forward for eight subsequent tax years, 
to be set off against the business income 
earned in those years. Unabsorbed 
depreciation can be carried forward 
indefinitely and can be set off against 
taxable income of the subsequent 
years. In the case of reconstitution of 
business of closely held entities, 51% 
of the beneficial shareholding has to be 
maintained in order to carry forward 
losses. There are no provisions under  
the IT Act for carrying losses back to  
earlier years.

Income from house property

Rental income earned from the use of 
buildings for residential or business 
purposes is taxable in India under this 
head. However, there is no deduction of 
expenses from rental income except for 
the following:

• Standard deduction of 30% of  
rental income

• Deduction of interest paid on loan 
taken for such property (as specified 
in the IT Act)

Income from capital gains

Income earned from transfer of capital 
assets is taxed under the head ‘capital 
gains’. Capital assets are defined as 
any property, whether connected to 
a business or a profession as well as 
securities held by Foreign Institutional 
Investors (FIIs), according to the 
securities regulations applicable in 
India. However, a capital asset does not 
include certain personal effects held by 
taxpayers for their personal use.
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There is a variation in the tax rates 
applicable on short-term and long-term 
capital gains. Long-term capital gains 
are generally taxed at lower rates.

The IT Act provides for certain situations 
where tax on capital gains is not levied 
if the consideration amount or capital 
gains is reinvested in specified assets. 
Furthermore, certain transactions 
are not considered as ‘transfers’, and 
accordingly, do not give rise to capital 
gains (subject to satisfaction  
of prescribed conditions).

Indirect transfer of shares

Under the IT Act, the shares of  
non-resident entities are deemed to  
be situated in India if they substantially 
derive their value, whether directly or 
indirectly, from assets located in India. 
Accordingly, transfer of such shares  
(i.e., of a non-resident entity) is 
considered as transfer of a capital  
asset situated in India. The provisions  
of indirect transfers are subject to 
certain prescribed conditions. There 
are some jurisdictions that provide 
exemption from taxability of indirect 
transfer of shares by virtue of tax treaty 
provisions. A recent trend noticed in 
the Indian judiciary is that it gauges 
substance and ownership requirements 
for meeting the eligible criteria given in 
the tax treaties mentioned above.

Income from other sources

Income not covered under any of  
the specific heads of income is liable to 
tax as under the head of ‘income from 
other sources’. While computing taxable 
income from other sources, expenditure 
incurred wholly and exclusively for 
earning such income is allowed  
as a deduction.

Gift Tax

There is no Gift Tax liability in India. 
However, there are provisions for 
taxability of gifts in the hands of 
recipients under the provisions of 
Income-tax laws. The applicable law 
provides that receipt of money or 
property, including shares, by taxpayers 
without consideration or for inadequate 
consideration in excess of INR 50,000 
will be chargeable to tax in the hands  
of the recipients under the head  
‘Other sources’.

Premium on allotment of shares

Privately held companies are required 
to pay tax at normal rates on amounts 
received for issue of shares if these 
amounts are received from Indian 
residents and are in excess of the fair 
market value (FMV) of the shares.

Dividends paid by Indian companies

Dividends received from Indian 
companies that are subject to DDT are 
not taxable in the hands of recipients. 
However, in the case of individuals, 
Hindu Undivided Families (HUFs) or 
firms’ residents in India, tax is levied at 
the rate of 10% on dividends received in 
excess of INR 1 million during a tax year.

Other Corporate Tax-related 
considerations

Withholding Tax (WT) provisions

Both resident and non-resident 
taxpayers making specified payments 
are obliged to withhold taxes according 
to the relevant provisions of the IT Act. 
Withholding Tax rates range from 0% to 
40%, and in the case of payments made 
to non-residents, are increased by an 
additional surcharge, cess, etc., subject 
to benefits available under various  
tax treaties. 

General Anti-Avoidance Rule (GAAR)

GAAR provisions empower the Tax 
Department to declare an ‘arrangement’ 
entered by a taxpayer to be an 
Impermissible Avoidance Arrangement 
(IAA). The consequences include denial 
of the tax benefit either under the 
provisions of the IT Act or the applicable 
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tax treaty. The provisions can be invoked 
for any step in or part of an arrangement 
entered, and the arrangement or step 
may be declared an IAA. However, 
these provisions only apply if the main 
purpose of the arrangement or step is 
to obtain a tax benefit. The provisions 
of GAAR will not apply if the tax benefit 
from an arrangement in a relevant tax 
year does not exceed INR 30 million. 
Furthermore, GAAR does not apply on 
investments made up to 31 March 2017.

Other considerations for 
taxation of non-residents 

Multilateral Instrument (MLI)

The MLI seeks to help governments  
close the gaps in their existing bilateral 
tax treaties with a view to eliminate 
double taxation and counter treaty 
abuse, and improve dispute resolution 
mechanisms. India is among the 68 
countries that signed the MLI on  
7 June 2017. It has published a 
provisional list of notifications and  
listed 93 tax treaties, which it intends 
should be covered by the MLI.

Equalisation Levy – digital economy 
(e-Commerce transactions)

An Equalisation Levy of 6% is applicable 
in India in line with BEPS Action Plan 1 
(Digital Economy). As of now, the levy 
is applicable on payment made by a 
resident or the Indian PE of a resident 
to a non-resident providing specified 
services. A ‘specified service’ has been 
defined as an online advertisement, or 
provision for digital advertising space 
or any other facility or service, for the 
purpose of online advertisement and 
also includes any other service notified 
by the Central Government. 

Tax Residency Certificate (TRC)

To avail of the benefits of the applicable 
tax treaty, non-residents need to 
provide a copy of the TRC issued by the 
revenue authorities of their countries 
of residence as well as other prescribed 
documents. Concessional tax rates 
applicable under certain DTAAs India 
has signed with various countries are 
provided in Annexure 1.

Foreign Tax Credit (FTC)

The Indian Government has entered a 
DTAA with several countries to avoid 
the hardship of double taxation on 
taxpayers earning income that is taxable 
in multiple countries. The CBDT has 
specified rules and procedures by which 
an Indian resident can obtain the benefit 
of the taxes paid by it a foreign country.

Recent renegotiation of DTAA 

India has recently entered a DTAA with 
Hong Kong to improve transparency 
in tax-related matters and to curb tax 
evasion or avoidance. The DTAA is yet 
to be notified and will come into force 
after the completion of the procedures 
prescribed under the respective laws of 
both the countries. 

Thin capitalisation 

Deduction for interest payments by the 
Indian PEs or Associated Enterprises of 
foreign companies are, under certain 
cases, restricted to 30% of their earnings 
before Interest, Taxes, Depreciation and 
Amortisation (EBITDA). Excess interest 
that is disallowed in a year is eligible 
for being carried forward up to eight 
consecutive years.

Tax litigation in India

Contentious tax issues

Determination of PE

The Supreme Court of India, the 
country’s highest judicial forum, has 
recently pronounced some rulings that 
have enunciated various key principles 
for determination of PE in India. In one 
of the rulings, the Supreme Court held 

that a fixed place PE can be constituted 
in India even when the duration of its 
presence is less than six months. This 
would, of course, depend on the nature 
of the business it conducts in India.

Royalty from software 

There is considerable litigation in 
India regarding characterisation of 
amounts received for supply of software 
(including off-the-shelf software). 
Indian High have taken divergent 
views on the issue of whether such 
consideration should be construed as 
royalty, and consequently, be taxable 
in India. The matter is now pending 
before the Supreme Court for final 
adjudication.

Offshore supply

Taxability of offshore supply is a vexing 
tax issue in India and assumes greater 
proportions when some onshore 
activities are also carried out in the 
country consequent to offshore supplies. 
Indian revenue authorities generally 
endeavour to attribute some portion of 
offshore supplies to India, and therefore, 
seek to bring consequent profits within 
India’s tax net.

Virtual presence/Digital economy

Today, multinational organisations are 
not confined by geographical boundaries 
to conduct their business operations. 
Sale of goods and services and payments 
are made digitally through servers based 
in foreign countries. Indian revenue 
authorities have taken an aggressive 
stand in capturing online transactions 
within the ambit of tax. 
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Appeal mechanism

The tax appellate mechanism in India can be split into the following four levels:

Alternate Dispute Resolution 
Mechanisms

Authority of Advance Rulings (AAR)

The AAR is an alternate dispute 
resolution forum that provides an 
opportunity to non-residents and certain 
residents to obtain upfront certainty 
with respect to tax liabilities arising 
from transactions undertaken by them. 
An order of the AAR is binding on both, 
the applicant and the Revenue, and 
can only be challenged under a writ 
jurisdiction before the jurisdictional 
High Court. 

Income-tax Settlement Commission 
(ITSC)

The ITSC is another alternate dispute 
resolution forum that is available to 
both residents and non-residents for 
resolution of their tax-related disputes 
only once. In order to file an application 
before the ITSC, taxpayers need to 
provide a full and true disclosure of 
income they have not disclosed earlier 
and pay tax amounting to INR 1 million 
in advance. The ITSC has to dispose of 
proceedings within 18 months of an 
application and has the power to grant 
immunity from penalty and prosecution. 
An order of the ITSC is binding on 
both the applicant and the Revenue 
and can only be challenged under writ 
jurisdiction before a jurisdictional  
High Court.

Appellate authority Nature of appeal

Commissioner of Income-tax (Appeals) (CIT (A)) First level of appeal: Taxpayers can approach the CIT(A) against audit orders passed by 
lower authorities (tax officers).

Dispute Resolution Panel (DRP) Alternate to filing an appeal with the CIT(A): This option can be availed by non-resident 
taxpayers and specified domestic taxpayers who can file objections with the DRP against 
‘draft audit orders’ passed by Tax officers. The DRP, unlike the CIT(A) is required to issue 
directions within a prescribed time. 

Income Tax Appellate Tribunal (ITAT) Second level of appeal: Taxpayers or the Revenue can approach the ITAT against an order 
of the CIT (A) or a final order passed in pursuance to the DRP’s directions. The ITAT is the 
final fact-finding authority in India.

Jurisdictional High Court (HC) Third level of appeal: Taxpayers or the Revenue can approach the jurisdictional HC 
against an order of the ITAT, provided the matter pertains to a substantial question of law. 

Supreme Court (SC) Last level of appeal: Taxpayers or the Revenue can approach the SC against an order of a 
jurisdictional HC. The SC’s order is binding on both the taxpayer and the Revenue.
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Annexure 1

Tax rates under tax treaties India has entered with various jurisdictions

Recipient Withholding Tax (%)

Dividend (1) Interest Royalty (12) Fee for technical services (12)

Albania 10 10 10 10

Armenia 10 10 10 10

Australia 15 15 10 (refer to Note 2)/15 in 
other cases 

10 (refer to Note 2)/15 in other cases 

Austria 10 10 10 10

Bangladesh 10 (refer to Note 3)/15 in 
other cases

10 10 No specific provision 
(refer to Note 5)

Belarus 10 (refer to Note 9)/15 10 15 15

Belgium 15 10 (refer Note 11)/15 10 10

Bhutan 10 10 10 10

Botswana 7.5 (refer to Note 9)/10 10 10 10

Brazil 15 15 25 (refer to Note 15)/15 No specific provision 
(refer to Note 5)

Bulgaria 15 15 15 (refer to Note 7)/20 20

Canada 15 (refer to Note 3)/25 15 10 (refer to Note 2)/15 10 (refer to Note 2)/15

China (People’s 
Republic of 
China)

10 10 10 10

Chinese Taipei 
(Taiwan)

12.5 10 10 10

Colombia 5 10 10 10

Croatia 5 (refer to Note 3)/15 10 10 10

Cyprus 10 10 10 10

Czech Republic 10 10 10 10

Denmark 15 (refer to Note 9)/25 10 (refer to Note 11)/15 20 20

Estonia 10 10 10 10

Ethiopia 7.5 10 10 10

Fiji 5 10 10 10

Finland 10 10 10 10

France 10 (refer to Note 6) 10 (refer to Note 6) 10 (refer to Note 6) 10 (refer to Note 6)

Georgia 10 10 10 10

Germany 10 10 10 10

Greece (refer to Note 14) (refer to Note 14) (refer to Note 14) No specific provision (refer to Note 5)

Hungary 10 (refer to Note 6) 10 (refer to Note 6) 10 (refer to Note 6) 10 (refer to Note 6)

Iceland 10 10 10 10

Indonesia 10 /15 10 15 No specific provision (refer to Note 5)

Ireland 10 10 10 10

Israel 10 10 10 10

Italy 15 (refer to Note 3)/25 15 20 20

Japan 10 10 10 10

Jordan 10 10 20 20
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Recipient Withholding Tax (%)

Dividend (1) Interest Royalty (12) Fee for technical services (12)

Kazakhstan 10 10 10 10

Kenya 15 15 20 17.5

Korea 15 10 10 10

Kuwait 10 10 10 10

Kyrgyz Republic 10 10 15 15

Latvia 10 10 10 10

Libya (refer Note 14) (refer to Note 14) (refer to Note 14) No specific provision (refer to Note 5)

Lithuania 5 (refer to Note 3)/15 10 10 10

Luxembourg 10 10 10 10

Macedonia 10 10 10 10

Malaysia 5 10 10 10

Malta 10 10 10 10

Mauritius 5 (refer to Note 3)/15 7.5 (refer to Note 14) 15 10

Mexico 10 10 10 10

Mongolia 15 15 15 15

Montenegro 5 (refer to Note 9)/15 10 10 10

Morocco 10 10 10 10

Mozambique 7.5 10 10 No specific provision (refer to Note 5)

Myanmar 5 10 10 No specific provision (refer Note 5)

Namibia 10 10 10 10

Nepal 5 (refer to Note 3)/10 10 15 No specific provision(refer to Note 5)

Netherlands 10 (refer to Note 6) 10 (refer to Note 6) 10 (refer to Note 6) 10 (refer to Note 6)

New Zealand 15 10 10 10

Norway 10 10 10 10

Oman 10 (refer to Note 3)/12.5 10 15 15

Philippines 15 (refer to Note 3)/20 10 (refer to Note 13)/15 15 No specific provision(refer to Note 5)

Poland 10 10 15 15

Portugal 10 (refer to Note 9)/15 10 10 10

Qatar 5 (refer to Note 3)/10 10 10 10

Romania 10 10 10 10

Russian Feder-
ation

10 10 10 10

Saudi Arabia 5 10 10 No specific provision (refer to Note 5)

Serbia 5 (refer to Note 9)/15 10 10 10

Singapore 10 (refer to Note 9)/15 10 (refer to Note 11)/15 10 10

Slovenia 5 (refer to Note 3)/15 10 10 10

South Africa 10 10 10 10

Spain 15 15 10 (refer to Note 6)/20 20 (refer to Note 6)

Sri Lanka 7.5 10 10 10 (refer to Note 6)
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Recipient Withholding Tax (%)

Dividend (1) Interest Royalty (12) Fee for technical services (12)

Sweden 10 (refer to Note 6) 10 (refer to Note 6) 10 (refer to Note 6) 10 (refer to Note 6)

Switzerland 10 10 10 10

Syria 5 (refer to Note 3)/10 10 10 No specific provision (refer to Note 5)

Taipei 12.5 10 10 10

Tajikistan 5 (refer to note 9)/10 10 10 No specific provision (refer to Note 5)

Tanzania 5 (refer to note 9)/10 10 10 No specific provision (refer to Note 5)

Thailand 15/20 10/25 15 No specific provision (refer to Note 5)

Trinidad &  
Tobago

10 10 10 10

Turkey 15 10 (refer to Note 11)/15 15 15

Turkmenistan 10 10 10 10

Uganda 10 10 10 10

Ukraine 10 (refer to Note 9)/15 10 10 10

United Arab 
Emirates

10 5 (refer to Note 11)/12.5 10 No specific provision (refer Note to 5)

United Arab  
Republic (Egypt)

(refer to Note 14) (refer to Note 14) (refer to Note 14) No specific provision (refer to Note 5)

United Kingdom 15 (refer to note 16)/10 10 (refer to Note 13)/15 10 (refer to Note 2)/15 10 (refer to Note 2)/15

United States 15 (refer to Note 3)/25 10 (refer to Note 11)/15 10 (refer to Note 2)/15 10 (refer to Note 2)/15

Uruguay 5 10 10 10

Uzbekistan 10 10 10 10

Vietnam 10 10 10 10

Zambia 5 (refer Note to 10)/15 10 10 10

Notes

• Treaty tax rates for dividends are 
not relevant, since under current tax 
legislation in India, most dividend 
income from Indian companies, which 
is subject to DDT, is exempt from 
Income Tax in the hands of a recipient.

• Equipment rental and ancillary services 
are liable to 10% tax: 

• For cases in the first five years: 15% 
if the Government or a specified 
organisation is the payer and 20% 
for other payers 

• For subsequent years: 15% in 
all cases (income of government 
organisations being exempt from 
taxation in the country of source) 

• If at least 10% of the capital is owned 
by a beneficial owner (company) of  
the company paying the dividend  
or interest

• If at least 20% of the capital is owned 
by the beneficial owner (company)  
of the company paying dividend  
or interest

• In the absence of a specific provision, 
the possibility of these being treated as 
business profit or independent personal 
services, whichever is applicable, under 
the respective treaties 

• The ‘most favoured nation’ clause 
being applicable and the protocol to 
the treaty limiting the scope and rate 
of taxation to that specified in similar 
articles in treaties signed by India with 
an OECD or another country 

• If royalty relates to copyright of 
literary, artistic, or scientific work other 
than cinematograph films, or films 
or tapes used in radio or television 
broadcasting 

• If the company paying the dividend is 
engaged in an industrial undertaking 

• If at least 25% of the capital is owned 
by the beneficial owner (company) of 
the company paying the dividend 

• If at least 25% of the capital is owned 
by the company during at least six 
months before the date of payment 

• If the dividend is paid on a loan 
granted by a bank or financial 
institution

• Applicable domestic law rate on 
royalty and fees for technical services 
at 10.558% (including surcharge and 
cess), with the taxpayer having the 
option to apply either the treaty rate 
or the domestic law rate, whichever is 
beneficial 

• If interest is received by a financial 
institution

• Taxable in the country of source 
according to domestic tax rates

• If royalty payments arise from the use 
of or the right to use trademarks

• Subject to applicable conditions
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Indirect Taxes 

The Goods and Services Tax (GST), 
considered the biggest ever tax reform in 
Independent India, was implemented on 
1 July 2017 and received overwhelming 
support from industry. The GST has 
brought in many changes in tax- and 
compliance-related implications for 
various businesses because of which 
the acclimatisation phase during the 
rollover to the new regime was relatively 
long. However, the GST also afforded 
India Inc. a real opportunity to simplify 
and create value for key business 
processes, including procurement, 
manufacturing, distribution, logistics, 
and so on.

The year 2017 will forever be etched 
in Indian history as one that saw the 
implementation of the most important 
and far-reaching economic reform since 
Independence—the GST. The reform 
that took more than a decade of intense 
debate before it was finally implemented 
with effect from 1 July 2017, subsumed 
almost all Indirect Taxes at the Central 
and state levels.

India has a federal structure under 
which the authority to impose taxes has 
been distributed between the Central 
and state governments. This has made 
the Indian taxation system one of the 
most complex in the world. 

The erstwhile Indirect Tax regime, 
which was applicable till 30 June 2017, 
had several shortcomings including 
the following, which resulted in an 
inefficient production and consumption 
structure, and thereby hindered 
economic growth:

• Tax cascading

• Divergent state-specific  
compliance-related requirements

• The need for interaction with 
multiple tax authorities at the Central 
and state levels

• No cross-utilisation of credits, inter 
se goods and services imposed at 
the state level and the Central level, 
respectively 

• Input Tax Credit (ITC) of certain 
taxes or duties such as CST, Octroi or 
Local Body Tax not being creditable.

The Government has implemented the 
GST with effect from 1 July 2017 to 
address and eliminate the shortcomings 
mentioned above. It has opted for a 
dual GST model that is in line with the 
Canadian GST. By adopting this model, 
the Central and state governments have 
been empowered to levy the GST on 
supply of goods and services. The GST is 

a consumption-based tax. Consequently, 
revenue for a transaction accrues, 
based on rules in the consumption or 
destination state, unlike under the past 
Indirect Tax regime, wherein revenue 
only accrued to the supplying state.

The following are some of the key 
concepts of the GST, which companies 
looking at investing in India should take 
into consideration: 

A. Taxes applicable under the GST 
include the following:

Tax type Levied on Levied by

Central Goods and Services 
Tax (CGST)

Intra-state (within the state) 
supply of goods and services 

Central Government

State Goods and Services 
Tax (SGST)*

Intra-state (within the state) 
supply of goods and services

State governments

Union Territory Goods and 
Services Tax (UTGST)*

Supply of goods and services 
in a Union Territory

Central Government

Integrated Goods and Ser-
vices Tax (IGST)

• Inter-state supply of 
goods and services

• Import of goods and 
services

• Supplies to units and 
developers of Special 
Economic Zones (SEZs)

Central Government

* Levy of SCGST and UTGST is mutually exclusive.

₹
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B. Registration under the GST:  
A supplier of goods and/or services 
is required to obtain GST registration 
in every state from which it 
supplies goods and/or services.GST 
registration is not required if the 
turnover of a supplier on a  
pan-India basis is less than the 
mandated threshold limit of  
INR 20 lakh in a financial year (in 
the case of the North Eastern states, 
the lower threshold of INR 10 lakhs). 
Furthermore, a supplier that only 
supplies GST-exempt goods and/or 
services is not required to obtain  
GST registration.

C. Rates under the GST schedule:  
The following are the GST rate slabs 
for goods and services:

• 0%
• 5%
• 12%
• 18%
• 28%

Essential items have been included in 
the 0% tax slab, most goods and services 
in the 18% bracket, and specified luxury 
goods or services and ‘sin’ goods in the 
28% slab. 

In addition, identified luxury goods and 
services are also liable to Compensation 
Cess. The rate of Compensation Cess 
varies from 1% to 15%. It is even higher 
for tobacco and tobacco products. 
However, while this Cess has been called 
a ‘cess’ (which should apply to the tax 
element), in reality it is levied on the 
base value of goods and services.

D. Liability to pay GST: Generally, a 
supplier of goods or services bears 
the liability to pay GST. However, 
the recipient is liable to pay tax for 
certain types of transactions (such 
as sponsorship services or import of 
services). This method of collecting 
GST is commonly referred to as a 
‘reverse charge mechanism’

E. Compliance-related requirements: 
The GST law prescribes stringent 
compliance-related requirements. 

A supplier of goods and services is 
required to file multiple returns for 
each registration within a month 
on a state-wise basis. Deliberations 
on substantial simplification of the 
return filing process under GST laws 
are currently ongoing.

F. Composition Scheme for small 
taxpayers: To ease the compliance 
burden, small taxpayers with an 
aggregate turnover of up to  
INR 150 lakhs have been given  
the option to opt for the  
Composition Scheme. 

Under this scheme, suppliers can pay 
tax at a specified percentage of their 
turnover during the year without 
claiming benefit of ITC on their 
procurement. Such suppliers cannot 
recover taxes separately from buyers  
on their invoices. Consequently, buyers 
are not eligible for claiming ITC on 
the tax paid by suppliers under the 
Composition Scheme.

A supplier with interstate supplies of 
goods or a service provider is not eligible 
for the Composition Scheme and cannot 
opt for it. And while a regular taxpayer 
has to pay taxes on a monthly basis, a 
Composition supplier is required to file 
returns and pay taxes on a quarterly 
basis. Moreover, it does not need to 
maintain detailed transaction-wise 
accounts and records, unlike a  
regular taxpayer.

G. Input Tax Credit (ITC): The GST 
seeks to provide a seamless flow of 
credit across goods and services as 
against the erstwhile Indirect Tax 
regime wherein cross utilisation of 
VAT paid on goods was not allowed 
against the Output Service Tax or 
Excise Duty liability, or vice-versa. 
Taxpayers are permitted to avail ITC 
of the GST if have made payment on 
their procurement during the course 
of or in furtherance of their business 
to provide taxable supplies. ITC can 
also be utilised to pay for output  
GST liability. 

ITC is currently not allowed for certain 
procurements such as rent-a-cab 
services, outdoor catering services and 
expenses for personal consumption. 
However, under imminent amendments 
in the ITC provisions, these restrictions 
are expected to be significantly relaxed. 
Moreover, a noteworthy departure from 
the erstwhile Excise and Service Lax 
laws is that under the GST a supplier’s 
eligibility to claim ITC is subject to the 
vendor’s compliance. 

H. Import of goods into India:  
Import of goods into India continues 
to be governed by Customs law.  
Such imports attract Basic Customs 
Duty (BCD), Customs Cess, IGST  
and Compensation Cess  
(if applicable). BCD and Customs 
Cess paid at the time of import 

Composition Scheme – applicable GST rates

Type of business CGST SGST Total

Manufacturer (other than those specifically 
notified by the Government, e.g., ice-cream, 
pan masala and tobacco products)

0.50% 0.50% 1%

Trader of goods 0.50% 0.50% 1%

Restaurant not serving alcohol 2.50% 2.50% 5%

Tax rate prescribed under the Composition Scheme:
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of goods is non-creditable and is 
therefore a cost. However, ITC of 
IGST will be available for adjustment 
against output GST liability. ITC of 
Compensation Cess is only available 
for utilisation against an output 
Compensation Cess liability.

I. Exports and supplies to Special 
Economic Zones (SEZs): Export 
of goods or services and supplies to 
SEZs have been categorised as  
zero-rated supplies. A supplier 
providing such supplies is eligible  
for either:

• Supply goods or services under 
a bond or Letter of Undertaking 
without payment of tax

• Supply of goods or services by 
paying tax and thereafter claiming 
a rebate for it

J. Transactions between related 
persons: Generally, only supplies 
made for a consideration are liable 
to the GST. However, in the case of 
transactions between related parties 
and their locations in different 
states, even supplies made without 
consideration attract this tax. 

The GST, as described by our Hon’ble 
Prime Minister Mr. Narendra Modi, 
a “good and simple tax”, has recently 
completed its first year. It marks the 
fundamental resetting of the Indian 
economy and redefines the way business 
is done in India (with increased 
formalisation), expands the market for 
goods and services (replacing many 
small and fractured markets with a 
single common one) and has totally 
overhauled the Indirect Tax regime in 
the country. 

The Government and industry had great 
hopes that the GST will be instrumental 
in reducing economic distortion and 
give the necessary boost to India’s 
economic growth.

According to the latest numbers, 
growth picked up significantly in the 
last quarter (January-March 2018). 
Recent statistics indicate that our GDP 
growth rate increased by 0.7 percentage 
points during each successive quarter of 
2017-18. Manufacturing, a sector that 
was expected to be adversely affected by 
the GST, grew by close to double-digits 
at 9.9%, while investment, as reflected 
in the formation of gross fixed capital, 
grew at 14.4% in the last quarter. 
Reports from financial institutions 
indicate that India’s GDP is likely to 
grow to around 7-7.5% in 2018-19. 

The Government’s revenue collection for 
March 2018 crossed the INR 1 lakh crore 
mark for the first time in April 2018. 
This made Budget-related estimates for 
FY 2018-19 even more ambitious. 

A favourable policy framework, 
including liberalisation of FDI in various 
sectors and launch of major national 
development programmes, including 
‘Make in India’ and ‘Digital India’, has 
ensured significant inflow of foreign 
capital into India 

Improved governance, favourable 
conditions for conducting business, 
transparency in government procedures 
and responsive policy-making, with 
an immediate focus on effective 
implementation of the Government’s 
reforms, are expected to make India 
a preferred destination for foreign 
investment and set it on a growth 
trajectory that promises all-round 
development, economic welfare and 
strong macroeconomic indicators. 
The GST as a radical reform is acting 
as an enabler to vitalise the business 
environment in India and greatly 
enhance its stature around the world.
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Ease of doing business and creating a 
conducive regulatory environment have 
been two pillars of the Government’s 
reforms agenda. Consistent efforts have 
been made by it to simplify compliance-
related requirements, liberalise rules 
pertaining to investments and enhance 
accountability. Some of the key reforms 
in this regard include:

• Reporting of foreign investments 
by Indian entities has been 
simplified and consolidated under 
a single form by the RBI.

• FDI for investing companies 
registered as Non-Banking 
Financial Companies (NBFCs) 
has been allowed under the 100% 
automatic route.

• Under the automatic route, 100% 
FDI has been allowed for real 
estate broking services.

• Under the automatic route, 100% 
FDI has been allowed in single 
brand product retail trading, 
subject to sourcing norms and 
certain conditions.

• Clarification has been provided 
on 100% FDI being permitted for 
medical devices.

• Permission on capitalisation 
of Indian companies’ payables 
into equity shares without the 
Government’s approval in the 
automatic route sectors. 

• Restrictions have been removed on 
primary market trading by FII or 
FPI in power exchanges.

Regulatory

• Enforcement measures by Reserve 
Bank of India on non-compliances 
have increased with stricter 
penalty proceedings

• Corporates have enhanced 
accountability in terms of better 
corporate governance. Shell, 
inactive and defaulting companies 
are being constantly scrutinised 

• Director KYC confirmation drive 
has been initiated by the Ministry 
of Corporate Affairs

• Corporate Social Responsibility 
compliance by companies is under 
stricter vigilance

• Shareholders are now required 
to declare significant beneficial 
ownership to ensure proper 
accountability

Ease of Doing Business (EoDB)

The Government had formulated an 
output-outcome framework to work 
towards improving India’s position on 
the World Bank’s Doing Business Survey 
rankings, and has led to India moving 
up to 100 in its ranking from 130 last 
year. This has been a result of consistent 
efforts made by the Government, 
which has a clear point-wise agenda to 
achieve an improvement on each of the 
parameters for enhancing ease of doing 
business in India. 

With its overall objective of making  
it easier to do business in the country, 
the Government is also empowering 
states to formulate policies relating to 
investment and incentives or subsidies 
in order to attract investments. 
It has also put in place a mechanism 
for competitive ranking of the states 
on ease of doing business and has 
provided them with a clearly set out 
agenda for improvement on various 
aspects, including developing a single 
window clearance process for licensing, 
approvals and the registrations, and 
doing away with archaic laws. The states 
will be competitively ranked index on an 
annual basis going forward. 

Foreign investment

Entry options

A foreign entity setting up operations 
in India can either operate as an Indian 
company (by creating a separate legal 
entity in the country) or as a foreign 
entity with an office in India.

Operating as an Indian entity 

Wholly owned subsidiary

A foreign company can set up a wholly 
owned subsidiary in India to engage in 
business activities permitted under the 
country’s FDI policy. Such a subsidiary 
is treated as a separate legal entity and 
requires at least two shareholders (in 
the case of a private limited company) 
and seven shareholders (in the case of a 
public limited organisation). In addition, 
two directors are required, with one of 
them being an Indian resident. 

Limited Liability Partnership (LLP)

In India, an LLP is structured as a 
hybrid entity, with the advantages of 
a company (since it is a separate legal 
entity with ‘perpetual succession’), and 
at the same time enjoys the benefits of 
organisational flexibility associated with 
a partnership structure. At least two 
designated partners are required,  
of which one needs to be an  
Indian resident.

No tax is levied on distribution of profits 
as dividends to partners, unlike in the 
case of a company for which Dividend 
Distribution Tax (DDT) is applicable on 
repatriation of dividends.

Foreign investment in LLPs is permitted 
in sectors where 100% FDI is permitted 
under the automatic route without any 
performance-linked conditions. 

Joint Venture (JV) with Indian 
partners (equity participation)

Although a wholly owned subsidiary 
is generally the preferred option 
in view of the associated brands 
and technologies involved, foreign 
companies also have the option of 
conducting their operations in India by 
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forming strategic alliances with their 
Indian partners. Typically, such foreign 
entities identify partners engaged in the 
same area of activity or those that can 
add synergies to their strategic plans 
in India. Sometimes, formation of JVs 
is necessitated due to restrictions on 
foreign ownership in selected sectors 
under the FDI policy, e.g., the Insurance 
and Multi-brand Retail Trade segments.

Operating as a foreign entity

A foreign entity can set up an office 
in India in the form of a liaison office 
(LO), a branch office (BO) or a project 
office (PO), based on the nature of 
activities it proposes to engage in and 
its commercial objective. This can be 
done by submitting an application to an 
Authorised Dealer (AD) bank. However, 
the approval of the RBI is required under 
the following circumstances:

• The applicant is a citizen of or  
is registered or incorporated  
in Pakistan.

• The applicant is a citizen of or 
is registered or incorporated in 
Bangladesh, Sri Lanka, Afghanistan, 
Iran, China, Hong Kong or Macau and 
the application is for opening a BO, 
LO or PO in Jammu and Kashmir, the 
North East region or the Andaman 
and Nicobar Islands.

• The principal business of the 
applicant is concentrated in four 
sectors—Defence, Telecom, Private 
Security, and Information and 
Broadcasting. (However, it does not 
need separate approval from the 
Government to set up a PO pursuant 
to a contract awarded by the Ministry 
of Defence, Service Headquarters or 
Defence Public Sector Undertakings.)

• The applicant is a Non-Government 
Organisation (NGO), Non-Profit 
Organisation, or an entity, agency or 
department of a foreign government.

Once an office has been set up, it needs 
to be registered with the Registrar  
of Companies. 

Each type of office can be established for 
the specific objectives mentioned below.

LOs

Setting up an LO or representative 
office is a common practice among 
foreign companies or entities seeking 
to enter the Indian market. The role of 
LOs is limited to collecting information 
about the market and providing 
data pertaining to the company and 
its products to prospective Indian 
customers. An LO is only allowed to 
undertake liaison activities in India, and 
therefore, cannot earn any income in the 
country.

BOs

Compared to an LO, a BO can be set up 
and engage in a wide range of activities, 
including revenue-generation, in India. 
Foreign entities can set up branch  
offices in the country to conduct the 
following activities: 

• Export and import goods 
• Provide professional or consultancy 

services
• Participate in research in which their 

parent companies are engaged
• Promote technical or financial 

collaboration between Indian 
companies and their parent 
organisations

• Represent their parent companies 
in India and act as their buying or 
selling agents in the country

• Offer IT and software development 
services in India

• Provide technical support for 
products supplied by their parent or 
group companies

• Represent foreign airlines or shipping 
companies

Project offices

Foreign companies planning to execute 
specific projects in India have the 
option of setting up project and site 
offices. Such project offices (POs) can 
be operational during the tenure of a 
project. Where the criteria prescribed 
are not met, approval is required from 
the RBI to set up a PO.

Foreign investment in India

Currently, FDI is permitted in all sectors 
except in the following:

• Lottery business, including 
government or private lotteries or 
online lotteries

• Gambling and betting, including  
in casinos 

• Chit funds and ‘Nidhi’ companies 

• Trading in Transferable Development 
Rights (TDRs) 

• Real Estate business or construction 
of farmhouses

• Manufacture of cigars, cheroots, 
cigarillos and cigarettes, and tobacco 
or tobacco substitutes

• Activities and sectors not open to 
private sector investment, e.g., atomic 
energy and railway operations (other 
than those specifically permitted)

• Collaboration on foreign technology 
in any form, including licensing of 
franchises, trademark, brand names, 
management contracts for lotteries, 
and gambling and betting activities

TAX
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India’s FDI policy covers 27 sectors 
and activities with sectoral caps 
or conditions for receiving foreign 
investment. Insurance, Construction 
and Development, Retail, Telecom and 
Media are some of these sectors.

Foreign investment is allowed in India 
via the following routes: 

• Automatic route: Prior approval is 
not required from the Government to 
receive foreign investment

• Approval route: This requires the 
Government’s approval for receiving 
foreign investment. 

Foreign investment-related proposals 
under the government approval route 
(involving a total inflow of foreign 
equity of more than INR 50 billion) 
need to be placed before the Cabinet 
Committee on Economic Affairs 
(CCEA) of the Government for further 
consideration. 

Computation of foreign investment

From the perspective of the FDI policy, 
investments made directly by a  
non-resident entity in an Indian 
company are considered for foreign 
investment limits or sectoral caps, 

along with any investment made by a 
resident Indian entity (the majority of 
such entities being owned or controlled 
by non-residents). 

Any downstream investments made 
by an Indian company (owned or 
controlled by non-residents either 
under the FDI route or the portfolio 
investment route) also need to comply 
with sectoral caps and conditions. 
Details of downstream investments 
made by foreign-owned and controlled 
companies have to be intimated to 
the DIPP or Secretariat for Industrial 
Assistance (SIA).

Any portfolio investment made by a 
Securities and Exchange Board of India 
(SEBI)-registered Foreign Portfolio 
Investor (FPI), known as a Registered 
Foreign Portfolio Investor (RFPI), is also 
regarded as a ‘foreign’ investment. Such 
investments are subject to individual 
and aggregate investment limits of 
10% and 24%, respectively (and the 
aggregate limit can be increased up 
to the sectoral cap with a board and 
special resolution). The individual 
and aggregate limit for NRIs investing 
under the Portfolio Investment Scheme 
is capped at 5% and 10%, respectively 

(and the aggregate limit for them can 
be increased to 24% with a board and 
special resolution). 

In addition, RFPIs are eligible to invest 
in government securities and corporate 
debt from time to time, subject to limits 
specified by RBI and SEBI.

Valuation-related norms

Issue of shares to non-residents or 
transfer of shares by residents to  
non-residents, and vice versa, is subject 
to valuation-related guidelines, based 
on which there needs to be a fair 
valuation of shares. This valuation is 
done in accordance with internationally 
accepted pricing methodologies on an 
arm’s length basis—duly certified by 
a chartered accountant (CA) or SEBI-
registered merchant banker in the case 
of unlisted companies. However, if 
shares are listed, the consideration price 
cannot be less than that arrived at in 
accordance with SEBI’s guidelines.

When non-residents (including NRIs) 
make investments in Indian companies 
by subscribing to the Memorandum of 
Association, such investments may be 
made without the need for a valuation.
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Funding options in India 

A foreign company setting up an Indian 
entity (subsidiary or JV) can fund it 
through the following options: 

Equity capital

Equity shares constitute the common 
stock of a company. Equity capital 
comprises securities representing equity 
ownership in an enterprise. It provides 
voting rights to and entitles the holder 
to a share in its success via dividends or 
capital appreciation, or both. 

Issue of equity shares by an Indian 
company to a foreign resident needs to 
comply with the sectoral caps detailed in 
the Government’s FDI policy.

Fully and compulsorily convertible 
preference shares and debentures

Indian companies can also receive 
foreign investments through issue of 
fully and compulsorily convertible 
preference shares and debentures. The 
conversion formula or price for issue of 
equity shares, based on their conversion 
needs, needs to be determined in 
advance at the time they are issued. 

Optionality clauses are allowed in fully 
and compulsorily convertible preference 
shares, debentures and equity shares 
under the FDI scheme in the following 
circumstances: 

• There is a minimum lock-in period of 
one year.

• This period is effective from the date 
the capital instruments are allotted.

• After the lock-in period, and subject 
to the provisions of the FDI policy, 
non-resident investors exercising 
their option or right are allowed to 
exit without any assured returns, 
in accordance with pricing- and 
valuation-related guidelines issued  
by the RBI from time to time. 

External Commercial Borrowings 
(ECBs)

ECBs are commercial loans and include 
bank loans, buyers’ credit, suppliers’ 
credit, securitised instruments (e.g., 
floating rate notes and fixed rate bonds), 
FCCBs, FCEBs or a financial lease from 
non-resident lenders in any freely 
convertible foreign currency or Indian 
rupees. However, the ECB framework is 
not applicable for investments in Non-
convertible Debentures (NCDs) made by 
RFPIs in India. 

ECBs can either be availed of under 
the automatic route or the approval 
route. Under the approval route, prior 
permission of the RBI is required to 
raise ECBs. Under either route, it is 
mandatory to periodically provide 
post-facto intimation to the RBI, as 
prescribed under the Foreign Exchange 
Management Act (FEMA), 1999. 

The framework for raising loans through 
ECBs (hereinafter referred to as the ECB 
Framework) comprises the following 
three tracks: 

• Track I: Medium-term foreign 
currency-denominated ECBs with  
a minimum average maturity of  
3 to 5 years

• Track II: Long-term foreign  
currency-denominated ECBs with  
a minimum average maturity of  
10 years

• Track III: Indian rupee (INR 
)-denominated ECBs with a minimum 
average maturity of 3 to 5 years

ECB guidelines prescribe an  
‘all-in-cost’ ceiling for raising funds 
through ECBs. This includes the rate  
of interest, other fees, expenses, charges 
and guarantee fees (whether paid 
in foreign currency or INR ), but not 
commitment fees, pre-payment fees or 
charges and Withholding Tax payable 
in Indian rupees. In the case of fixed 
rate loans, the swap cost and the spread 
should be equal to the floating rate in 
addition to the applicable spread. The 
all-in-cost ceiling depends on the track 
under which ECBs have been raised, 
and is prescribed through a spread over 
the benchmark, i.e., 450 basis points 
per annum over a six-month London 
Interbank Offered Rate (LIBOR) or 
applicable benchmark for the  
particular currency.

Borrowers eligible for ECBs 
include companies operating in 
the manufacturing and software 
development sector, shipping and 
airline companies, core investment 
companies, enterprises in the 
infrastructure sector and organisations 
engaged in the miscellaneous services 
sector. The list is separate for each of 
the tracks mentioned above. The RBI 
has prescribed the limits up to which 
ECBs can be availed and its approval is 
required to raise funds beyond  
these limits.
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The purpose for which ECBs can be 
utilised depends on the track under 
which they have been obtained. Some 
permitted end uses include import 
or local sourcing of capital goods for 
general corporate purposes, etc. The 
negative list for all tracks, as stated 
above, include the following: 

• Investment in real estate or purchase 
of land except when used for 
affordable housing (as prescribed), 
construction and development 
of SEZs and industrial parks or 
integrated townships 

• Investment in capital markets 
• Investment in equities

ECBs can be raised for the following 
purposes by eligible entities from 
permitted lenders under Track II or 
from a group company /foreign equity 
holders of eligible entities under  
Track I & III: 

• Working capital purposes 
• General corporate purpose
• Repayment of rupee loans 

Furthermore, ECBs raised under any of 
the tracks cannot be used for on-lending 
for any of the negative list items  
given above. 

Non-convertible, optionally convertible 
or partially convertible preference 
shares and debentures issued on or 
after 1 May 2007 are considered as 
debt, and all the norms applicable to 
ECBs in relation to eligible borrowers, 
recognised lenders, amounts, maturity, 
end-use stipulations, etc., are applicable 
in such cases.

Rupee-denominated bonds  
(Masala Bonds)

In addition to the tracks (mentioned 
above) for raising ECBs, any corporate 
or body corporate, as well as REITs and 
InvITs, can issue rupee-denominated 
bonds with the prior approval of the 
RBI, with a minimum maturity period 
of three years for Masala Bonds raised 
up to US$ 50 million (equivalent Indian 
rupee) per financial year and for above 
US$ 50 million (equivalent Indian 
rupee) five years for any investor from 
a Financial Action Task Force (FATF)-
compliant jurisdiction. However, 
recognised investors should not be 
related parties (of borrowers) according 
to Ind AS 24. 

The all-in-cost ceiling for the bonds is 
300 basis points over the prevailing  
yield of the Government of India’s 
securities of corresponding maturity. 
End use-related restrictions in the case 
of these bonds are generally aligned 
with those pertaining to ECBs.

Investment by FPIs in corporate  
debt securities

FPIs can make investment under the 
corporate bond route, including in 
unlisted corporate debt securities in the 
form of NCDs or bonds issued by public 
or private companies. 

Investment by a FPI with a maturity of 
below one year should not exceed 20% 
of its total investment. This norn should 
be complied with on a continuous basis, 
subject to an end-use restriction on 
investment in the real estate business, 
capital market and purchase of land. 
The RBI has also imposed concentration 
limits for FPIs and their related entities 
on investment in debt securities such as 
G-secs, State Development Loans and 
corporate bonds.

Significant exchange control-
related regulations

Foreign exchange transactions are 
regulated by FEMA, under which foreign 
exchange transactions are divided 
into two broad categories—current 
account transactions and capital account 
transactions.

Transactions that alter the foreign 
assets or liabilities, including contingent 
liabilities, of a person resident in India 
or the assets or liabilities of a person 
in India who is resident outside the 
country, including transactions referred 
to under Section 6(2) and 6(3) of 
FEMA, are classified as capital account 
transactions. Transactions other than 
these are classified as current account 
transactions.

The Indian rupee is fully convertible for 
current account transactions, subject 
to a negative list of transactions, which 
are either prohibited or which require 
the prior approval of the Central 
Government or the RBI.



Destination India 2018    25

Current account transactions

The RBI has delegated its powers to 
AD banks (entities authorised by the 
RBI) in relation to monitoring of or 
granting permission for remittances 
under the current account window. All 
current account transactions are usually 
permitted unless they are specifically 
prohibited or restricted. 

According to the Current Account 
Transaction (CAT) Rules, withdrawal of 
foreign exchange is prohibited for the 
following purposes:

• Remittance from lottery winnings
• Remittance of income from racing, 

riding, etc., or any other hobby
• Remittance for purchase of lottery 

tickets, banned or prescribed 
magazines, football pools, 
sweepstakes, etc.

• Payment of commission on exports 
for equity investments in the JVs or 
wholly owned overseas subsidiaries 
of Indian companies

• Remittance of dividend by a company 
for which the requirement of 
‘dividend balancing’ is applicable

• Payment of commissions on exports 
under the ‘rupee state credit’ route, 
except for commissions of up to 10% 
of the invoice value of export of tea 
and tobacco

• Payment for the ‘call back services’  
of telephones

• Remittance of the interest income of 
funds held in a non-resident special 
rupee (account) scheme 

CAT Rules also specify transactions for 
which withdrawal of foreign exchange is 
only permitted with the prior approval 
of the Central Government. However, 
the Government’s approval is not 
required if payment is made from funds 
held in the Resident Foreign Currency 
Account of the remitter. 

Resident individuals can avail of 
the foreign exchange facility for 
the purposes mentioned in Para 1 
of Schedule III of the FEM (CAT) 
Amendment Rules, 2015, dated 26 May 
2015 (within a limit of US$ 250,000), 
as prescribed under the Liberalized 
Remittance Scheme (LRS). 

Current account transactions entered 
by residents other than individuals, 
undertaken in the normal course of 
business, are freely permitted, except in 
the following cases of remittances being 
made by corporate organisations:

• Remittances towards consultancy 
services procured from outside India 
for infrastructure projects of up to 
US$ 1,00,00,000 per project and of 
up to US$ 10,00,000 per project for 
other projects 

• Pre-incorporation expenses of up to 
5% of investment brought in or  
US$ 1,00,000, whichever is higher

• Donations of a maximum of  
US$ 50,00,000 for a specified 
purpose or up to 1% of forex earning 
in the preceding three financial years

• Commission per transaction to  
agents abroad for sale of residential 
flats or commercial plots of up to  
US$ 25,000 or 5% of inward 
remittance, whichever is higher

Any remittance in excess of  
US$ 250,000 and the limits given  
above for the specified purposes 
mentioned will require the prior 
approval of the RBI.

Capital account transactions

The general principle for capital  
account transactions is that these 
are restricted unless specifically or 
generally permitted by the RBI, which 
has prescribed a number of permitted 
capital account transactions for 
individuals resident in or outside India. 
These include the following:

• Investment made in foreign securities 
by a person resident in India 

• Investment made in India by a person 
resident outside the country

• Borrowing or lending in foreign 
exchange

• Deposits between persons resident 
in India and persons resident outside 
the country

• Export or import of currency
• Transfer or acquisition of immovable 

property in or outside India

TAX
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Under LRS, resident individuals can 
remit up to US$ 2, 50,000 per financial 
year for any permitted capital account 
transactions. The permissible capital 
account transactions of an individual 
under LRS include:

• Opening of a foreign currency 
account outside India

• Purchase of property outside  
the country

• Making investments in foreign 
countries

• Setting up wholly owned subsidiaries 
and JVs outside India 

• Giving loans, including in Indian 
rupees, to NRI relatives

With respect to overseas investments  
in a JV or wholly owned subsidiary,  
the limit for a financial commitment is 
up to 400% of the net worth of an  
Indian entity as on its last audited 
balance sheet date. However, any 
financial commitment exceeding  
US$ 1 billion (or its equivalent) in a 
financial year requires the prior  
approval of the RBI, even when the  
total financial commitment of the Indian 
entity is within the eligible limit under 
the automatic route (i.e., within 400%  
of its net worth according to its last  
audited balance sheet).

In order to set up offices abroad, 
AD banks are permitted to allow 
remittances by Indian entities towards 
initial expenses of such offices. The 
limit set is 15% of their average annual 
sales, income or turnover during the 
previous two financial years or up to 
25% of their net worth, whichever is 
higher. Remittances of up to 10% of an 
entity’s average annual sales, income or 
turnover are allowed for the recurring 
expenses it has incurred on its normal 
business operations during the previous 
two financial years.

Repatriation of capital

Foreign capital invested in India is 
usually repatriable, along with capital 
appreciation, after payment of taxes 
due, provided the investment was 
originally made on a repatriation basis.

Acquisition of immovable 
property in India

Foreign nationals of non-Indian origin, 
who are resident outside India, are not 
permitted to acquire any immovable 
property in the country unless this is 
by way of inheritance. However, they 
can acquire or transfer immovable 
property in India on a lease, which does 
not exceed five years, without the prior 
permission of the RBI.

Foreign companies that have been 
permitted to open branches or POs 
in India are only allowed to acquire 
immovable property in the country  
that is necessary for or incidental 
to their carrying out such activities. 
Foreign enterprises that have been 
permitted to open LOs in India can only 
acquire property by way of a lease (that 
does not exceed five years) to conduct 
their business in the country

Royalties and fees for technical 
know-how

Indian companies can make payments 
against lump sum technology fees and 
royalties without being subject to any 
restrictions under the automatic route.
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Global Mobility International 
assignments to India

Taxation of foreign individuals coming 
to work in India depends on their 
residential status during the relevant tax 
year, which in turn takes into account 
the number of days they were physically 
present in the country. The tax year 
extends from 1 April of any year to  
31 March of the following year.

Under domestic tax law, individuals  
are considered to be tax residents 
in India if either of the following 
conditions is satisfied:

• They have been present in India  
for 182 days or more in the  
relevant tax year (referred to as  
the ‘182 days rule’).

• They have been present in India for 
60 days or more during the relevant 
tax year, and for 365 days or more  
in the preceding four tax years  
(referred to as the ‘60 days rule’).

However, only the 182 days rule is 
applicable in a situation where a citizen 
of India leaves the country as a member 
of the crew of an Indian ship or for the 
purpose of employment outside India,  
or is an Indian citizen or person of 
Indian origin living outside India and  
on a visit to the country.

If individuals satisfy neither of the 
conditions above, they qualify as  
non-residents (NRs) for the particular 
tax year.

Resident individuals are treated as 
Residents but Not Ordinarily Residents 
(RNOR) of India if they satisfy either  
of the following conditions:

• They are NRs for 9 of the 10 tax years 
preceding the relevant tax year.

• They were physically present in 
India for 729 days (or less) during 
the seven tax years preceding the 
relevant tax year.

If individuals do not satisfy both the 
conditions listed above, they qualify as 
Resident and Ordinarily Resident (ROR) 
for that specific tax year.

In determining the physical presence 
of individuals in India, it is not 
essential that their stay in the country 
is continuous or at the same place. 
Furthermore, their date of arrival in 
India and date of departure from it are 
both to be included for determining 
their period of stay in the country. 
However, the purpose of their stay in 
India is irrelevant, and even if it is for 
a visit to their families or tourism, it is 
counted for determining their residency. 
If individuals qualify as tax residents of 
India as well as of their home countries, 
the conditions prescribed under the  
tie-breaker test of the relevant DTAA 
need to be referred to shift the residency 
to either of the two countries.

Scope of taxation

Under Indian tax laws, the scope of 
taxation for each category is as follows:

• ROR: The global income of 
individuals is liable to tax in India, 
i.e., income received or deemed to be 
received in India; accruing, arising or 
deemed to accrue arise in the country 
and accruing or arising outside India.

• RNOR: Income received in India; 
accruing, arising or deemed to accrue 

or arise in the country, derived 
from business controlled from India 
or from a profession set up in the 
country is liable to tax in it.

• NR: Income received in India or 
accruing, arising or deemed to accrue 
or arise in India is liable to tax in  
the country.

Taxation of employment-
generated income

Employment-generated income for 
services rendered in India is taxable  
in India, irrespective of where it  
is received.

Taxable income includes all kinds of 
payment received, either in cash or 
kind, from the office of employment. 
Apart from sources such as fees, bonuses 
and commissions, some of the most 
common modes of remuneration include 
allowances, reimbursement of personal 
expenses, payment of education and 
the perquisites or benefits provided 
by employers, either free of cost or at 
concessional rates. All such payments 
are to be included, whether paid directly 
to employees or by employers on the 
former’s behalf.

Housing-related benefits provided by 
employers are generally taxed at 15% of 
their salaries or on the actual rent paid 
for accommodation, whichever is less. 
Hotel accommodation is taxable at 24% 
of the salary or the actual amount paid, 
whichever is less. The cost of meals and 
laundry expenses is fully taxable.
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The value of any specified security, 
or sweat equity shares allotted or 
transferred directly or indirectly by 
employers or former employers, free 
of cost or at a concessional rate, and 
the contribution of employers to an 
approved superannuation fund, if this 
exceeds INR 150, 000, are taxable as 
perquisites in the hands of employees. 
Car and driver facilities provided 
by employers are also taxable as 
perquisites, although at a  
concessional value.

There are several issues relating to 
taxation of employment-generated 
income, which depend on the facts and 
circumstances of each case as well as on 
the tax authorities’ views. Therefore, it 
is advisable to seek professional advice 
on a remuneration package as a whole, 
for appropriate tax cost estimation.

Withholding Tax

With respect to employment-generated 
income, employers are required 
to withhold tax on earnings from 
employees’ salaries at applicable rates, 
and pay this into the Government’s 
treasury within seven days from the end 
of the month during which the salaries 
were paid (except for March when the 
timeline is extended up to 30 April). 
This is applicable even if employers are 
not resident in India.

DTAA

In situations where individuals are 
treated as tax residents of other 
countries, they may qualify for relief 
under Indian Tax law under the DTAA 
signed between the countries and 
India. For most agreements currently 
in force, various tests are conducted to 
determine the actual residential status 
of individuals.

Many agreements include clauses that 
exempt residents of specific countries 
from tax on employment-generated 
income earned in India if they have been 
residing in the country for less than 183 
days in the given tax year, and if other 
conditions relating to salary chargeback 
and payment of salaries by NRs, etc., are 
satisfied (short-stay exemption).

However, to avail of the benefits of a 
treaty, individuals are required to obtain 
a TRC from their home countries’ tax 
authorities, certifying that they are 
tax residents of the countries. ‘Short 
stay exemption’ can be availed under 
domestic tax law by foreign nationals 
from countries with which India does 
not have a treaty in force, provided their 
stay in India during that particular tax 
year does not exceed 90 days and they 
meet certain other conditions.

It is important to note that appropriate 
advice should be taken with respect 
to specific facts before adopting such 
positions.

Tax rates

Taxes are levied at progressive rates in 
India. The rates applicable for tax year 
2018-19 are as follows:

The basic exemption limit for resident 
individuals above 60 years but less 
than 80 years of age at any time during 
the tax year is INR 3, 00,000 and for 

resident individuals who are 80 years of 
age or more, it is INR 5, 00,000.

A surcharge of 10% is to be levied where 
the total income of individuals exceeds 
INR 5 million, but does not exceed INR 
10 million. Where the total income of 
individuals exceeds INR 10 million, 
the rate of surcharge will be 15%. In 
addition to this, a health and education 
cess at the rate of 4% of the tax and 
surcharge (if applicable) will be levied 
to compute the final tax liability  
of individuals.

The maximum marginal tax rate for 
individuals with an income of up to  
INR 0.5 million is 31.2%. It is 34.32%  
for those with a total income of  
above 0.5 million, but not more than  
10 million, and 35.88% for those with  
a total income of more than 10 million.

A tax rebate of up to INR 2,500 is offered 
to resident individuals earning an 
income of up to INR 0.35 million.

Tax registration

Individuals are required to apply for and 
obtain their tax registration number, 
known as a Permanent Account Number 
(PAN). A PAN is needed to file tax 
returns and has to be reported in tax 
withholding returns and withholding 
certificates issued to individuals.

Filing of tax returns 

At the end of every tax year, a personal 
tax return needs to be filed with the 
Income Tax authorities in the prescribed 
format. The due date for salaried 
individuals filing returns is typically  
31 July of the year immediately 
following the relevant tax year  
(a different date may apply for 
individuals who have business or 
professional income). The tax return  
can be filed after the due date also but 
with monetary implications. A fee of  
INR 5,000 is levied where the tax return 
is filed after the due date, but by  
31 December of the relevant assessment 
year, and a fee of INR 10,000 if filed 
after 31 December. This fee is capped at 
INR 1,000 for taxpayers earning a total 
income of up to INR 0.5 million. It is 

Taxable income (INR ) Tax rate

Up to INR 250,000 NIL 

INR 2,50,001 to INR 5,00,000 5% 

INR 5,00,001 to INR 10,00,000 20% 

Above 10,00,000 30% 
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mandatory for individuals to file returns 
electronically if their total income 
exceeds INR 5,00,000, if they qualify 
as RORs and own foreign assets or they 
have signing authority for any of their 
accounts located outside India. 

There are detailed disclosure-related 
requirements in the return form for 
RORs in relation to their foreign 
accounts and assets. Non-disclosure 
or inaccurate disclosure can result in 
severe penalties, including prosecution 
under the Black Money Act (introduced 
on 1 July 2015). Furthermore, the 
Income-tax Return Form requires 
individuals with total income exceeding 
INR 5 million to report details of their 
assets and their corresponding liability 
at the end of their year in India. This 
includes assets such as immovable 
and movable property; cash in hand; 
other tax assets; jewellery; bullion; 
archaeological collections; drawings, 
paintings, sculptures or any works of 
art; vehicles, yachts, boats and aircraft; 
financial assets such as bank, shares and 
securities; insurance policies; loans and 
advances given or interest held in the 
assets of a firm or association of persons 
or members.

Other matters 

Visa

Foreign nationals wanting to come 
to India need to have valid passports 
and visas. Visas are issued by Indian 
Consulates or High Commissions in 
their home countries. The type of visa 
required to be obtained depends on 
the purpose and duration of their visit. 
Foreign nationals are not permitted to 
take up employment in India unless they 
hold valid employment visas, which 
are issued to highly skilled individuals 
or professionals, provided they earn a 
salary exceeding the prescribed limit. 
Such a visa is generally issued for a 
period of one to two years and can 
be subsequently extended in India. 
Foreign nationals coming to India to 
attend business meetings or set up 
Joint Ventures (JVs) require business 
visas, which cannot be converted into 
employment visas in the country.

Registration with Foreigners’ Regional 
Registration Officers

Foreign nationals visiting India, who 
either have valid employment visas or 
intend to reside in the country for more 

than 180 days, must register themselves 
with Foreigners’ Regional Registration 
Officers (FRROs) within 14 days of their 
arrival in India. FRRO issues residential 
permits to such foreign nationals 
on their submitting the prescribed 
documents.

Payment of salaries outside India

Current exchange control regulations 
permit foreign nationals, who are 
employees of foreign companies and are 
on secondment or deputation to their 
offices, branches, subsidiaries, JVs or 
group companies in India, to open, hold 
and maintain foreign currency accounts 
with banks outside the country. Such 
foreign nationals can remit their salaries 
to their bank accounts outside India, 
provided tax on their salaries has been 
duly paid in India. 

Social security in India

Foreign nationals holding the passports 
of foreign countries are mandatorily 
required to contribute to Indian social 
security schemes, provided they are 
working for establishments to which 
Indian social security laws apply. 
However, if such foreign nationals 
belong to countries with which India 
has a Social Security Agreement (SSA) 
and they contribute to the social security 
schemes in their home countries, they 
are exempt from contributing to Indian 
social security schemes, provided they 
obtain a Certificate of Coverage (COC) 
from their home countries’ social 
security authorities.

India has signed SSAs with  
19 countries and most are operational, 
except the SSA with Brazil, which is not 
operative yet. 

Similarly, International Workers (IWs) 
from countries with which India has 
entered a bilateral Comprehensive 
Economic Cooperation Agreement 
(CECA) prior to 1 October 2008 are 
exempted from India’s social security 
regulations if they meet the  
following criteria:
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• They contribute to their home 
countries’ social security systems, 
either as citizens or residents. 

• The CECA specifically exempts 
naturalised individuals of contracting 
countries from contributing to the 
social security system in India.

Singapore is the only country with 
which India had signed such a CECA 
before October 1, 2008. 

IWs who are not exempt for reasons 
given above are required to contribute 
12% of their salaries to India’s social 
security system. Employers need 
to deduct this amount from their 
employees’ monthly salaries, and after 
making a matching contribution of 12%, 
deposit the amount with the country’s 
social security authorities. Currently, 
for any IW coming to work in India for 
a covered establishment, and drawing 
a salary of more than INR 15,000 per 
month, the employer’s contribution of 
12% is deposited in the Provident Fund 
account and no allocation is made to the 
Pension Fund. However, for IWs who 
joined before 1 September 2014 and  
are still working in India, an amount 
equal to 8.33% of their salaries is 
allocated to the Pension Fund and the 
balance is deposited in the Provident 
Fund account. 

IWs can withdraw the accumulated 
balance in their Provident Fund 
accounts under the following 
circumstances:

• On their retirement from service in 
the organisation or after reaching the 
age of 58 years, whichever is later

• On their retirement on account of 
permanent and total incapacity 
to work due to bodily or mental 
infirmity, as certified by a prescribed 
medical or registered practitioner

• In a situation where they are 
suffering from certain diseases,  
which are detailed under the terms  
of the scheme

• On ceasing to be employees of a 

covered establishment (when the 
international employee is from an 
SSA country)

In the case of international employees 
from SSA countries, withdrawal from 
their Provident Fund accounts is payable 
in their bank accounts. In all other 
cases, the amount withdrawn is to be 
credited to their Indian bank accounts. 
Amendments have been made in India’s 
regulatory framework to permit IWs to 
open Indian bank accounts to transfer 
funds from their Provident Fund 
accounts. To simplify the process of 
withdrawal, an option is also available 
whereby IWs from SSA countries 
can provide details of their overseas 
bank accounts in which they wish to 
receive their Provident Fund amounts. 
The Provident Fund authorities, after 
completing the requisite formalities and 
documentation, can facilitate payment 
to these overseas bank accounts.

The accumulated sum in Pension Funds 
is paid as pension to employees on 
their retirement, or in certain other 
circumstances as specified in the Pension 
Scheme. International employees are 
not entitled to pension benefits from 
the Pension Fund unless they have 
rendered eligible service for a period of 
10 years to the ‘covered’ establishment 
in India. However, the option of early 
withdrawal of pension contributions 
before completing 10 years of service is 
available to international workers from 
SSA countries.

Secondment documentation

Secondment arrangements need to be 
supported with appropriate and robust 
documentation, and reviewed, keeping 
in view the following considerations:

• Corporate Tax implications 
(viz. exposure to permanent 
establishment)

• Withholding Tax implications
• Transfer Pricing regulations
• GST implications
• Indian social security regulations
• Exchange control regulations 
• Company law regulations

‘Black Money’ Act

The Black Money (Undisclosed Income 
and Foreign Assets) and Imposition 
of Tax Act, 2015 (the Black Money 
Taxation Act), covers all persons who 
are resident in India, in accordance 
with the provisions of the Income-tax 
Act, 1961 (the Act). Those qualifying 
as RNOR in India are excluded from 
the ambit of this Act. Any undisclosed 
foreign income or assets detected are to 
be taxed at 30% under this new law. In 
addition, there is a provision for penalty 
of 300% of tax and imprisonment of up 
to 10 years. Non-disclosure or inaccurate 
disclosure can attract a penalty of  
INR 1 million and imprisonment of  
up to seven years.

Aadhaar registration in India

The Aadhaar number is a 12-digit 
individual identification number  
issued by the Government of India. 
It is based on an individual’s biometric 
and demographic data. It is not a proof 
of Indian citizenship and only serves 
as proof of identity. Currently, the 
applicability of Aadhaar for different 
purposes such as banking operations, 
mobile telephone connections, etc. 
is under consideration at the Central 
Government level. It is advisable to 
check the requirement of applying for 
Aadhaar after arrival of the foreign 
national in India.
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Financial Services Sector

Overview

The Indian Financial Services sector 
is expected to dominate the Indian 
economy over the next decades. 
Banking, capital markets, asset 
management, etc., are expected to 
grow significantly in the next few years. 
Foreign Portfolio investors are again 
keen to invest in India in the long term. 
In addition, large players in the fund 
management industry are exploring 
investment opportunities and are setting 
up their business presence in India.

India’s Financial Services sector is 
operating in a fast-evolving and dynamic 
regulatory and tax landscape with an 
ever-growing demand for transparency 
and efficiency. This makes it extremely 
important for industry players or new 
entrants to understand the tax and 
regulatory framework, which could 
make an impact on their business goals. 
We have mentioned certain key vehicles 
below, which are the drivers of India’s 
Financial Services sector and has specific 
tax regime for the reference.

Banking and financing

The Banking sector in India is governed 
by the RBI, the country’s central bank, 
which is the supervisory authority for 
all banking operations in the country. 
The RBI has put in place a regulatory 
framework and guidelines to not 
only regulate banking companies in 
India, but also non-banking financial 
companies, asset reconstruction 
companies, investment holding 
companies, etc. 

India’s banking sector is broadly 
represented by public sector banks 
(most of which are owned by the 
Government of India), private sector 
banks, foreign banks operating in 
the country through their branches, 
subsidiaries, etc. While taxation of 
these banks is similar to that applicable 
for the general corporate entities of 
the branches of foreign companies in 

India, there are certain provisions that 
specifically relate to banks in India, such 
as the following:

a. Deduction of provision for bad and 
doubtful debts in the range of 5% to 
8.5% of the total income computed in 
the prescribed manner, depending on 
the type of bank

b. Fexibility to offer interest on  
non-performing assets for levy of 
Income-tax on a cash basis (instead  
of accrual basis)

Alternative Investment  
Funds (AIFs)

In 1996, Venture Capital Fund (VCF) 
regulations were framed by the 
Securities and Exchange Board of 
India (SEBI) to encourage funding of 
entrepreneurs’ early stage companies. 
However, it was found over the years 
that VCFs were being used as a vehicle 
for many other funds such as private 
equity, private investment in public 
equity and real estate. Therefore, in 
2012, VCF regulations were replaced 
by the SEBI’s Alternative Investment 
Funds regulations with the intention 
to regulate unregistered pooling of 
vehicles, to avoid regulatory gaps and 
to offer a level playing field for the same 
type of fund or industry.

An AIF is a privately pooled investment 
vehicle, established or incorporated 
in India, and can be set up in the 
form of a trust or company or limited 
liability partnership. Pooling of funds 
is permissible by domestic and foreign 
investors, and investments should be 
made in line with a defined investment 
policy, depending on the category of AIF 
on the basis of the AIF regulations.

AIFs are divided into three categories, 
based on their investment-related focus:

• Category I AIFs, include funds that 
invest in start-up or early stage 
ventures, social ventures, small 
and medium enterprises (SMEs), 
infrastructure or other sectors 
regarded socially or economically 
desirable (These comprise venture 
capital funds, SME funds and 
infrastructure funds.)

• Category II AIFs, which include funds 
that do not specifically fall under 
either Category I or Category III (A 
typical private equity fund or a debt 
fund falls within this category.)

• Category III AIFs, which include 
funds that employ diverse or complex 
trading strategies and leverage, 
including through exposure to 
derivatives (Hedge funds typically fall 
within this category.) 
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An AIF can be set up if it satisfies the 
minimum criteria:

Parameter Particulars

Minimum fund size INR 200 m

Minimum investment 
by an investor

INR 10 m

Number of investors 1 (min) to 1,000 
(max)

Mode of raising 
capital

Private placement

Category I and II AIFs are regarded 
as (i) ‘tax transparent’ vehicles for all 
investment income, i.e., the AIF pays 
no tax, and its income is clubbed in the 
investor’s tax return and is taxable in the 
hands of the investor at applicable rates 
and (ii) ‘tax opaque’ vehicles for all its 
business income. 

The following table summarises the 
taxability of each income stream:

Type of 
income

Taxability in the 
hands of Category  
I and II AIFs

Taxability in hands of the investors

Dividend Exempt Tax in investor’s hands at the applicable rates; AIF to 
withhold tax:

• At 10%, for all residents
• At applicable rates, for non-residents (except 

exempt income)

Capital gains Exempt

Interest Exempt

Business 
income

30% (plus applicable 
surcharge and cess)

No further tax for investors

Tax transparency allows each investor to 
pay taxes based on its individual status, 
rather than pay tax in India at 30% (plus 
applicable surcharge and cess). For non-
residents, this also includes any benefits 
or concessions that may be available 
under a tax treaty between India and the 
country of residence of the investor.

Currently, no pass-through status has 
been accorded to a Category III AIF, and 
accordingly, the general principles of 
trust taxation applies to it. Taxation of a 
trust depends on the nature of a transfer 
or contribution made by an investor 
(revocable or irrevocable), and whether 
beneficiaries and their respective 
interests in the AIF are identified or 
determined upfront (determinate or 
indeterminate trust) and the nature 
of activity undertaken by the AIF (i.e., 
whether any business activity has  
been undertaken)

From the perspective of exchange 
control in India, foreign investment is 
permitted in AIFs under the automatic 
route. Furthermore, there are no 
restrictions on downstream investments 
by AIFs if the sponsor or the manager 
or investment manager of the AIF is 
not controlled and owned by resident 
Indian citizens. In this scenario, AIFs 
are regarded as Indian resident vehicles, 
regardless of their investor base. As 
Indian resident vehicles, AIFs have no 
restrictions on their choice of investment 
instrument and sectors in which they 
can invest. Where the sponsor or 
manage or investment manager of an 
AIF is not owned and controlled by an 
Indian, it is treated as a ‘non resident’. 
In this case, the AIF’s investments are 
subject to India’s prevailing Foreign 
Direct Investment policy.

Furthermore, AIFs are permitted to 
make overseas investments, subject to 
certain conditions.

Foreign Portfolio Investors 
(FPIs)

In a bid to encourage and simplify 
foreign portfolio investments in India, 
the SEBI introduced the Foreign 
Portfolio Investors Regulations in 
2014, which considerably eased entry 
norms for foreign investors wanting 
to access the growing Indian Capital 
Markets. The FPI regulations replaced 
the SEBI’s Foreign Institutional Investor 
Regulations and Qualified portfolio 
Investors framework.

An FPI has been defined to signify a 
person who satisfies the prescribed 
eligibility criteria and is registered 
under the FPI regulations. The primary 
condition for an applicant desirous of 
seeking an FPI registration is that it 
should not be a resident in India or a 
non-resident Indian. 

FPIs are divided into three categories, 
based on the perceived risk attached to 
each category:
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Category Type of investors

Category I (low risk) Government and government-related investors such as central 
banks, governmental agencies, sovereign wealth funds and 
international or multilateral organisations or agencies

Category II (moderate risk) • Appropriately regulated* broad-based funds such as mutual 
funds, investment trusts and insurance companies

• Unregulated broad-based funds that can register themselves 
if their investment managers are appropriately regulated

• Includes mutual funds, investment trusts, insurance or 
reinsurance companies

• Also includes banks, asset management companies, 
investment managers or advisors, portfolio managers, 
university funds and pensions funds

Category III (high risk) Residuary category, such as endowments, charitable societies, 
charitable bodies, foundations, corporate bodies, trusts, 
individuals** and family offices

FPIs are investment vehicles that 
primarily invest in listed Indian 
securities. Apart from these, FPIs are 
allowed to invest in various other 
specified securities such as perpetual 
debt instruments, government 
securities, commercial papers, unlisted 
non-convertible debentures subject to 
certain conditions and security receipts. 

*These are regulated or supervised by the banking regulator or the securities market regulator of home country 
or another country. The regulator must permit investment activities in India.

** NRIs are not permitted to register as FPIs, but can invest in FPIs, subject to certain conditions.

Notably, FPIs cannot invest in unlisted 
equity shares. Consequently, they are 
not used for making investments in the 
private domain.

FPIs are subject to a special tax regime 
under Indian tax law. Tax rates 
applicable to the typical income streams 
earned by an FPI are as follows:

Nature of income Rate of tax (%)

Foreign corporates Non-corporates

Dividends declared, distributed or paid Nil Nil

Interest other than interest on government 
securities and Indian Rupee- denominated 
bonds of Indian companies

20 20

Interest on government securities and Indian 
Rupee-denominated bonds up to 30 June 
2020

5 5

Short-term capital gains:

• Sale of listed securities on which 
securities transaction tax has been paid

• Others

15 15

30 30

Long-term capital gains 10 10

Business income and any other income 40 30

The rates given above need to be 
increased by applicable surcharge and 
cess. This tax regime is subject to any 
relief the FPI may be entitled to under 
an applicable tax treaty.

Real estate investment trusts and 
Infrastructure investment trusts

Infrastructure and real estate are 
the two most critical sectors in any 
developing economy. A well-developed 
infrastructural set up propels the 
overall development of a country. It 
also facilitates steady inflow of private 
and foreign investments, and thereby 
augments the capital base available for 
the growth of key sectors in it, as well 
as its growth, in a sustained manner. 
A robust real estate sector, comprising 
sub-segments such as housing, retail, 
hospitality and commercial projects, 
is fundamental to the growth of an 
economy and helps several sectors 
develop significantly through the 
multiplier effect.

However, both these sectors need a 
substantial amount of continuous capital 
for their development. In view of their 
importance in India and the paucity of 
public funds available to stimulate their 
growth, it is imperative that additional 
channels of financing are put in place. 
Real Estate Investment Trusts (REITs) 
and Infrastructure Investment Trusts 
(InvITs) are investment vehicles that can 
be used to attract private investment 
in the infrastructure and real estate 
sectors, and also relieve the burden on 
formal banking institutions. Regulations 
governing REITs and InvITs were 
introduced SEBI in 2014.
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Key aspects of SEBI’s regulations 

Main eligibility criteria for setting up 
of an Investment Trust

To set up an Investment Trust, the 
sponsor needs to meet the following 
criteria and have the following:

• Asset size of INR 500 million
• Offer size INR 2500 million;
• Minimum public float 25% 
• Minimum number of investors 200 in 

the case of REITs and 20 in the case 
of InvITs

Furthermore, the sponsor is required 
to make a contribution, as prescribed 
under SEBI’s regulations, in order to set 
up an Investment Trust. 

Sr No Key stakeholders Features / benefits

1. Sponsor (person who sets up a REIT) • Generally a developer or financial investors

• Increased exit opportunities for developers and financial investors

• Availability of last-mile funding for stalled projects.

2. Investors • Participation in asset class not easily accessible otherwise

• Diversification of investment holdings helping in management of overall risk

• Ease of entry and exit for investors from the real estate sector

Regular distribution of cash flows

Investment Trusts are required to 
distribute a significant portion of their 
net distributable cash flows as dividends 
to unit-holders on a regular basis.

Foreign investments in 
Investment Trusts

Foreign investments in Investment 
Trusts have been allowed by the 
Government in an attempt to provide 
further avenues from which the former 
can access funds. Investments in 
Investment Trusts was allowed through 
the FDI route by the introduction of the 
concept of ‘investment vehicle’ which 
inter alia includes REITs and InvITs. 

While FDI is prohibited in ‘real estate 
business’, in order to enable foreign 
investments in REITs, it has been 
specifically excluded from the definition 
‘real estate business’. 

Similar to AIFs, the sponsor, investment 
manager and asset manager of an 
Investment Trust is owned and 
controlled by an Indian citizen or 
citizens. The investment made by such 
an Investment Trust in SPVs is treated 
as domestic investment. Moreover, sale, 
redemption or repatriation of units of 
Investment Trusts is permissible under 
the automatic route.

Overview of taxation of Investment Trusts

Setup

Sponsor

Inverstor

REIT

Asset SPV

Capital gains - 
Exempt#MAT deferred

Income recognition & distribution

Dividend - exempt^
Interest - taxable
(Domestic @ 30%
Foreign @ 5%)

Tax exemt

WHT on interest paid

Income Tax / MAT/ AMT

No DDT* (in case of single-tier structure)

No WHT on interest

Exit

STCG - 15%
LTCG - 10% (without 
indexation) ##
(equity shares + REIT 
units, held for more than 
36 months in aggregate)

Gains on sale of 
securities- taxable

Gains on sale of 
assets- taxable

# On exchange of shares of comapny for REIT units
^ exposure of dividends above INR 10,00,000 being taxed at 10%
## on gains above INR 100,000
* Dividend Distribution Tax (DDT) is not applicable if REIT holds 100% of equity share capital of the Asset SPV and dividend is paid out of current income
Note: Rates are excluding surcharge and eduaction cess
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Mergers and Acquisitions 
(M&A)

India’s M&A framework

India’s regulatory framework facilitates 
acquisitions, transfers or hive-offs 
through different modes, each with its 
distinct tax-related characteristics and 
varying regulatory ease of conducting 
deals. Common modes of executing 
transactions include:

• Share purchase
• Business purchase or asset purchase 
• Amalgamations or demergers 

Transactions through share 
transfer

Implications for sellers

Transfer of the shares of an Indian 
company is taxable as capital gains, 
subject to any tax treaty benefits that 
may be available for the seller. Taxability 
varies for listed and unlisted shares and 
is summarised in the table below:

Nature of capital gain Unlisted shares/shares of private company Listed shares

Long Term Capital Gains (LTCG)
(gains from shares held for 
 more than:

12 months in the case of  
listed shares

24 months in the case of  
unlisted shares)

For residents – 20% (with indexation)

For non-residents – 10% (without indexation 
and giving effect to currency conversion)

• If sold through stock exchange – 
Gains in excess of INR 100,000 will be taxable in the 
hands of residents and non-residents at the rate of 
10% (without indexation). 
However, gains up to 31 January 2018 are 
grandfathered and exempt.

• If sold other than through stock exchange:

• Resident – 10% (without indexation)/20% (with 
indexation), whichever is beneficial to the taxpayer

• Non-residents: 

a. When acquired in foreign currency – 20% 
(without indexation, but benefit of currency 
conversion available)

b. When acquired in INR – 10% (without 
indexation)/20% (with indexation), whichever is 
beneficial to the taxpayer

Short Term Capital Gains (STCG)

(gains that do not qualify as  
long term)

For resident companies, LLPs and firms – 
30%/25% (in the case of companies with 
turnover of up to INR 250 crores in previous 
yea r– 2016-17)

For resident individuals – taxable according to 
applicable slab rates

For non-resident companies – 40%

• If sold paying Securities Transaction Tax – 15%

• If sold otherwise– tax implications similar to treatment 
of sale of unlisted shares
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Taxability of indirect transfer

Transfer of the shares of a foreign 
company with underlying assets in India 
is also taxable in the hands of the seller, 
if the shares of the foreign company 
substantially derive value from its assets 
in India (i.e., the fair market value of 
Indian assets (a) exceeds INR 10 crore 
and (b) represents at least 50% of the 
value of all the assets owned by the 
company, as prescribed).

However, no indirect transfer taxation 
applies if the transferors hold minority 
stakes (of 5% or less) and have no right 
of management or control in the foreign 
company. Additionally, in the event of 
a merger or demerger of the foreign 
company, exemption from Capital Gains 
Tax is available in India on fulfilment of 
the prescribed conditions.

Implications for buyers

• According to SEBI’s Takeover Code, 
acquisition of 25% shares (or more) 
or control of a listed company 
obligates the acquirer to make an 
offer to its remaining shareholders on 
the same terms.

• Stamp duty at 0.25% of the value 
of the shares is levied if shares are 
physically transferred. 

• Funding costs, i.e., interest charged 
on a loan for acquisition of shares, 
may not be tax-deductible, since 
the corresponding dividend income 
is tax-exempt in the hands of the 
shareholders.

• In the case of non-resident sellers, 
a buyer (including a non-resident) 
is required to withhold Indian tax 
arising to the sellers, and therefore, 
needs to obtain a tax registration 
number in India. Parties can seek 
clarity on the aspects of Withholding 
Tax by obtaining a prior No Objection 
certificate from the Tax authorities.

• If a buyer receives any property, 
without consideration or at a 
consideration that is less than the 
fair market value (FMV) determined 
on the basis of prescribed rules, the 
difference between the FMV and sale 
consideration is taxable in the hands 
of the buyer.

Preservation and carry-forward of tax 
losses on a change in shareholding10

• There is no impact on the carry 
forward or set off of losses on a 
change in the shareholding of a  
listed company.

• Unlisted companies are not entitled 
to carry forward and set off their 
tax business losses (excluding 
unabsorbed depreciation), if any,  
if there is a change of 50% or more  
in their shareholding.

Valuation of shares

The RBI regulates the pricing of every 
transaction between residents and 
non-residents in the shares of an 
Indian company. It has standardised 
the valuation methodology, so that the 
parties can value the shares according to 
internationally accepted methodologies.

Business or asset purchase model

In India, businesses can be acquired 
through (a) the asset purchase model, 
where the buyer can cherry-pick the 
assets, leaving the liabilities and certain 
other assets behind in the seller entity or 
(b) the business purchase model, where 
the buyer acquires an entire business 
undertaking, with all its assets and 
liabilities, for a lump sum consideration 
on a going-concern basis.

Asset purchase model

Implications for the seller

• Gains are individually computed for 
every asset and are taxable as STCG 
or LTCG, depending on the period 
during which they were held. Sale of 
depreciable assets always results in 
STCGs. Gains for every asset other 
than capital assets are taxable as 
business income.

• Capital gains are determined by 
reducing the acquisition cost of 
assets from the sale consideration. 
In the case of LTCGs, the cost of 
acquisition is indexed, based on 
the cost inflation index notified by 
the tax authorities every year. For 
self-generated intangible assets, the 
cost of acquisition is taken as ‘nil’ for 
calculation of capital gains.

• On transfer of movable property,  
the seller is liable to charge the  
Goods and Services Tax (GST)  
at specified rates. 

• If the sale consideration is less than 
its FMV on transfer of immovable 
property, the FMV is deemed to be 
the value determined by the stamp 
valuation authorities on the date of 
the agreement.

10 Provisions not applicable on unabsorbed depreciation
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• In the case of transfer of investments 
in unquoted shares at a price that 
is less than its FMV (determined in 
the manner prescribed), the FMV is 
deemed to be the total value of the 
consideration, for the purpose of 
computing capital gains on  
the transfer.

Implications for the buyer

• On transfer of immovable property, 
buyers are liable to pay stamp duty 
at the rate applicable in the state in 
which the property is located.

• Stamp duty may also be chargeable 
on transfer of movable property.

• Depreciation can be claimed on the 
purchase value of assets acquired.

Business purchase model 

Implications for the seller

• Capital gains are determined by 
reducing the net worth of a business 
undertaking (determined in the 
manner prescribed) from the  
sales consideration.

• Capital gains are taxable as LTCGs if 
the business undertaking is held for 
more than three years. However, no 
indexation benefit is available.

• Capital gains are taxable at 20%1 
if long term or at 30%1 if short term.

• Business transfers on a ‘going 
concern’ basis are not subject to  
the GST. 

• Implications for the buyer
• The purchase cost in the hands of the 

buyer is computed by allocating the 
lump sum purchase consideration 
along with the value of the liabilities 
proportionately on each asset on the 
basis of its fair value. 

• Interest on loans taken for acquisition 
of assets or business undertakings 
through a slump sale is generally  
tax-deductible.

• Expenses incurred in connection with 
business purchase are not deductible 
as business expenditure.

• In the case of a business purchase, the 
tax losses of the business undertaking 
are not transferred.

Amalgamations and demergers

In some situations, an acquired or to 
be acquired entity can be integrated 
into the buyer’s group through an 
amalgamation or a demerger. 
The procedure for this is governed by 
specific provisions in the Companies Act, 
2013, and typically involves the  

approval of the National Company Law  
Tribunal (NCLT).

Amalgamations and demergers normally 
attract stamp duty at varying rates 
prescribed in state laws. Clearance 
may be needed from other statutory 
authorities such as stock exchanges and 
the Securities Exchange Board of India 
(SEBI) in the case of a listed company, 
the RBI and other regulatory bodies. 
An amalgamation or demerger can be a 
tax-neutral subject to compliance with 
prescribed conditions. The following are 
the relevant provisions:

Basis Amalgamation Demerger

Definition under  
Income-tax Act 

Merger of one or more companies 
with another company, or merger 
of two or more companies to 
form one company, subject to the 
following conditions:

• All the assets and liabilities 
of the transferor should be 
transferred to the transferee.

• Shareholders holding at least 
75% of the shares (in value) 
in the transferor become 
shareholders in the transferee 
company.

Transfer by a demerged company of 
one or more of its undertakings to 
any resulting company pursuant to a 
scheme of arrangement under Section 
230-232 of the Companies Act, 2013, 
subject to the following conditions:

• All the assets and liabilities of the 
transferor’s business undertaking 
are transferred to the resulting 
company at its book values.

• Shareholders holding at least 
75% of the shares (in value) in 
the demerged company become 
shareholders in the resulting 
company.

• The consideration is discharged 
by issuance of the shares of 
the resulting company to the 
shareholders of the demerged 
company on a proportionate basis.

• The transfer is on a ‘going concern’ 
basis.

Carry forward 
of losses and 
unabsorbed 
depreciation

If the amalgamating company 
owns an industrial undertaking, 
its losses and unabsorbed 
depreciation is to be carried 
forward by it, provided specified 
conditions, e.g., continuance of 
business and holding of assets, 
are met.

Accumulated losses or unabsorbed 
depreciation directly related to the 
undertaking being demerged are 
transferable for the unexpired period.

Proportionate common losses are also 
transferable.
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Cross-border mergers

The Ministry of Corporate Affairs (MCA) 
has notified the provisions for cross-
border mergers under the Companies 
Act, 2013.

Bringing about a significant change from 
the old regime under the Companies 
Act, 1956, where only the merger of 
a foreign company with an Indian 
company was permitted (i.e., inbound 
mergers), the notified provisions of  
the Companies Act, 2013 confer a  
legal status to both inbound and 
outbound mergers.

Outbound mergers (i.e., the merger 
of an Indian company with a foreign 
one) are only permitted if the foreign 
company is incorporated in the  
specified jurisdiction. 

Valuation of the Indian company 
and the foreign company should be 
conducted by valuers who are members 
of a recognised professional body in 
the jurisdiction of the transferee, and 
such valuation is in accordance with 
internationally accepted principles of 
accounting and valuation.

Any transaction on account of a 
cross-border merger undertaken in 
accordance with Foreign Exchange 
Management (Cross Border Merger) 
Regulations, 2018 is deemed to have  
the approval of the RBI, as required 
under the provisions of the Companies 
Act, 2013.

India has seen a substantial economic 
upswing in 2017-18, with its economy 
growing to ~US$ 2.6 trillion,  

a significant rise in its ‘ease of doing 
business’ ranking in the World Bank’s 
ratings, the implementation of various 
reforms, revamping of several tax 
and regulatory laws, etc. In this 
environment, the inorganic growth 
of an individual or entity is fuelled 
by several factors such as strong cash 
flows, availability of cheap finance, 
a dynamic global demand, upgraded 
technologies and the requirements of 
new markets. Keeping this in mind, we 
have endeavoured to provide above a 
clear understanding of the M&A-related 
scenario and norms in the country 
during the previous year. In the final 
analysis, it is amply clear that today, 
M&A activity has become a crucial part 
of India’s growth story.
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Transfer Pricing 

A separate code for Transfer Pricing 
(TP) under sections 92 to 92F of the 
Indian Income-tax Act, 1961, (the Act) 
covers intragroup transactions, and 
has been applicable since 1 April 2001. 
India’s Transfer Pricing Code prescribes 
that income arising from international 
transactions or specified domestic 
transactions between associated 
enterprises should be computed with 
regard to their arm’s length price. 
The regulations are broadly based on 
the guidelines of the Organisation 
for Economic Cooperation and 
Development’s (OECD’s) TP rules for 
multinational enterprises (MNEs). They 
describe various TP methodologies and 
mandate extensive requirements for 
annual documentation of TP. 

The intent of TP provisions is to 
avoid profits being moved from India 
to offshore jurisdictions. Since the 
introduction of the Transfer Pricing 
Code, TP has become an important 
international tax-related issue that 
affects multinational enterprises 
operating in India. To ease this problem, 
the Indian Government has tried to 
simplify tax and regulatory norms to 
bring about a paradigm shift in the 
country’s TP regulations.

Furthermore, scrutiny of multinationals’ 
TP operations has intensified year 
on year around the world, and 2018 
also saw significant changes being 
introduced in TP regulations and 
documentation in response to the 
OECD’s Base Erosion and Profit Shifting 
(BEPS) project.

Presented below are the key TP 
highlights of the Financial Year (FY) 
2017-18:

Budget: TP provisions

Secondary adjustment

The Indian Finance Act, 2017, 
introduced a secondary adjustment 
mechanism vide section 92CE of the 
Act. The primary adjustment results 
in addition to income or reduction in 
expenses and creates an additional tax 
liability for taxpayers in India. 

Primary adjustment represents the 
‘excess money’ with an associated 
enterprise that needs to be repatriated 
to India. If this excess money is not 
repatriated, it is considered an advance 
and interest is computed on it.

During FY 2017-18, the time limit for 
repatriation of this excess money was 
prescribed by the Central Board of 
Direct Taxes (CBDT) by the insertion 
of Rule 10CB in the Income-tax Rules, 
1962 (the Rules). According to this 
rule, in the case of an APA or a MAP 
resolution, the excess money should 
be brought into India within 90 days 
from the date on which the return of 
income (ROI) is filed. Furthermore, 
in the case of an APA, this mandatory 
90 days commences from the date 
on which the APA was entered by the 
taxpayer. Similarly, in the case of a MAP 
resolution, the 90 days commences 
from the date it is given effect by the Tax 
Officer to the resolution arrived at under 
the MAP under Rule 44H.

General Anti-avoidance Rules

GAAR codifies the principle of substance 
over form and brings into the law 
principles that several landmark cases 
have dealt with over the years. An 
Impermissible Avoidance Arrangement 
(IAA) has been defined to signify only 
those transactions where “the main 
purpose” is to obtain a tax benefit in 
addition to satisfaction of at least one of 
the four tainted elements tests. 

GAAR provisions apply to investments 
made after 1 April 2017 and are 
applicable for arrangements where tax 
benefits exceed INR 30 million. Once 
GAAR is invoked, tax treaty benefits may 
be denied for such arrangements.

Advanced Pricing Agreement (APA) 

The CBDT released its second APA 
Annual Report for FY 2017-18 (APA 
report) on 31 August 2018. 

APA statistics continue to be 
encouraging, with the total number of 
applications surging to 985 applications 
(821 unilateral and 164 bilateral), 
and filed by 31 March 2018. The APA 
report card is impressive, with a total 
of concluded APAs having reached 219 
(of which 67 were signed during FY 
2017-18) in five years. With FY 2017-18 
witnessing the conclusion of 67 APAs 
(58 unilateral and 9 bilateral), taxpayers 
should be upbeat about the continuing 
efforts of the CBDT to conclude APAs. 

A noteworthy development is the 
shift in focus from Unilateral APAs to 
Bilateral APAs. It has been observed that 
there was a slight increase in the time 
taken (now 31.75 months) to conclude 
unilateral APAs in FY 2017-18 compared 
to the average of prior periods. 
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TP audits: Some key issues scrutinised 
during TP audits include international 
transactions such as the creation of 
marketing intangibles, valuation of 
infusion of equity share, intragroup 
cross charges and financial transactions. 
The following are some of the key 
observations on recently concluded  
TP audits: 

a. Advertising, Marketing and 
Promotion (AMP) expenses:  
Despite the Delhi High Court’s 
decisions, TPOs are trying to make 
additions to excess AMP expenses on 
different counts. 

b. In the area of management fees, 
TPOs are not following the Tribunal’s 
rulings, which mandate that they 
can only determine the Arm’s Length 
Price (ALP) and cannot question 
the commercial need. TPOs are 
pondering on the option of depicting 
their ALP as nil.

Advertising, marketing and 
promotion-related expenses (AMPs): 
AMPs are the hot topic in India’s TP 
market today. Several taxpayers have 
filed Special Leave Petitions before the 
Supreme Court, challenging the ruling 
of the Delhi High Court in the case of 
Sony Ericsson. It is learnt that these 
taxpayers filed their petitions mainly on 
the ground that incurrence of AMP by 
taxpayers cannot be considered to be 
international transactions. Furthermore, 
the Supreme Court has admitted the 
Revenue Department’s petition against 
the ruling of the Delhi High Court in 
the case of Maruti Suzuki, where tax 
authorities sought to challenge the  

High Court’s ruling that incurring  
AMP-related expenses do not constitute 
an international transaction. 

Country by Country Report (CbCR)

The Government, vide Finance Act 
2016, has introduced a three-layer 
TP documentation process, keeping 
in mind India’s commitment to 
implementing the OECD and G20’s BEPS 
recommendations. Taxpayers are now 
required to prepare a master file, a local 
file and a CbCR. The local file will have 
to be maintained in the same manner as 
in earlier years. 

From FY 2016-17, CbCR requirements 
have been applicable for international 
groups with consolidated revenue 
exceeding INR 55,000 million in the 
preceding year. On 31 October 2017, the 
CBDT issued the final rules governing 
Master File (MF) and Country by 
Country Reporting (CbCR) that need 
to be furnished under section 92D and 
section 286 of the Act, respectively.

The final rules provided temporary relief 
to taxpayers in the form of extended 
timelines (31 March 2018 instead of  
30 November 2017) for them to furnish 
their CbCR and MF in the first year these 
were implemented. 

The rules were amended (vide Finance 
Act 2018) to align these with the OECD’s 
recommendations as follows: 

• The time limit for furnishing the 
CbCR is 12 months from the end 
of the reporting accounting year, 
compared to the earlier time limit  
of the return filing date. 

• A CbCR needs to be filed in India 
by the Indian affiliates of foreign 
headquartered MNEs, if they are 
not required to file it in their home 
jurisdictions and the parents have not 
designated any ‘Alternate Reporting 
Entity’ outside India. 

Other key developments

Kenya-India DTAA

In relation to the revised India-Kenya 
DTAA, the CBDT had notified that all 
the provisions of the revised DTAA or 
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protocol would be effected in India from 
11 July 2016. The revised India-Kenya 
DTAA was signed on 19 February 2018.

India-Kuwait tax treaty

A Protocol in relation to the existing 
Double Taxation Avoidance Agreement 
(DTAA) between India and Kuwait, 
signed on 15 June 2006 for avoidance of 
double taxation and prevention of fiscal 
evasion, was amended with respect to 
taxes on income and was signed on 15 
January 2017. This amendment to the 
Protocol came into force on 26 March 
2018 and was notified in the Official 
Gazette on 4 May 2018.

The Protocol updates the provisions in 
the DTAA for exchange of information 
according to international standards. 
Furthermore, it enables sharing of 
information received from Kuwait with 
other law enforcement agencies for tax-
related purposes, with the authorisation 
of Kuwait’s competent authority, and 
vice versa.

Permanent Establishment (PE) 

The Finance Bill 2018 proposes to align 
the scope of a ‘business connection’ 
by amending Section 9 of the Act to 
provide that this business connection 
should include any business-related 
activity carried out through a person 
who habitually plays the principle role 
in conclusion of contracts.

Furthermore, in line with an observation 
made by the OECD in Action 1 
(Digital Economy), the term ‘business 
connection’ has been widened to 
include ‘significant economic presence’ 
in its ambit. A significant economic 
presence is established in India if a non-
resident conducts transactions in the 
country beyond a specified monetary 
threshold or undertakes systematic 
and continuous soliciting of business 
through digital means with customers 
beyond a threshold (as may be 
specified). The CBDT has invited input 
from taxpayers in preparing rules on  
the threshold. 

admin
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OTT: trends gather pace; expect screen convergence and TV-to-OTT shift in ad spends in 4 years 

We expect 52% CAGR in OTT (over-the-top) consumption over the next five years, propelled by 

a fast-evolving ecosystem and consumption trends, and massive investments by global and local 

players. OTT is likely to contribute 25% to overall video (TV + OTT) consumption in FY2023E 

(9% at present). Unlike developed markets, a bulk of the OTT consumption in India would be 

driven by advertising-led platforms resulting in an abundant supply of OTT ad inventory that 

would compete with TV. We expect overall video advertising to gain share from print and non-

video digital mediums. However, within video advertising, TV is likely to begin losing share to 

OTT in 3-4 years. The OTT subscription opportunity is limited for now, given the low willingness 

and ability of Indian consumers to pay for content. We see negligible risk to Pay-TV 

subscription. 

Competition intense: Indian OTT’s ‘e-com’ moment 

The enthusiasm of global companies for Indian OTT is overwhelming; we would venture that it 

may be disproportionate relative to the market opportunity. Global players/platform-plays 

(Netflix, Amazon Prime, Jio and Youtube) can take the long-term view and outspend others. It is 

difficult to call out winners, but we note the three key attributes for success in OTT: (1) content 

capability, (2) technology, and (3) capital. Global players/platform-plays are strong in at least 

two of these areas. We see two challenges for OTT pure-play platforms of local broadcasters 

such as Zee: (1) increase in cost of doing business, and (2) difficultly in maintaining its fair share 
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would be difficult given the stiffly competitive landscape.
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OTT: Executive Summary of FAQs 

In the following pages we have examined five FAQs on OTT at length. Here is a quick view. 

#1: Size of OTT opportunity: US$3.1 bn by FY2023E at a CAGR of 48% on low base 

We estimate over-the-top (OTT) revenue will increase to US$3.1 bn at a CAGR of 48% over 

FY2018-23E, driven by (1) digital video advertising ballooning to US$2.2 bn at a 43% CAGR 

and (2) OTT subscription increasing to US$0.9 bn at a 67% CAGR. We expect online video 

consumption (watch time) to grow at 52% CAGR and contribute 25% to total video 

(TV+digital) consumption in FY2023E from the present 9%. We expect the share of video in 

total ad spends to increase to 51% from 46%; TV’s share will likely drop 300 bps to 39% 

whereas digital video would gain 800 bps to 12% of total ad spends. (Exhibit 13) 

Our underlying assumptions are: (1) about 500-550 mn daily active users (DAUs) with 

average time spent (ATS) of 100 mins/day in FY2023E versus 200-225 mn users spending 

60-70 mins/day at present. To put this in perspective, TV has 614 mn daily tune-ins and ATS 

of 228 mins/day at present, (2) the launch of a third-party digital viewership measurement 

product (BARC’s Ekam) by the end of CY2019, and (3) Jio-led proliferation of the high-

speed fixed-line broadband in the top 70-80 cities within 2-3 years. 

#2: Risk to TV: Not in the next 3-4 years, likely thereafter 

We expect India’s OTT video services market to largely grow through advertising video on 

demand (AVOD) rather than subscription video on demand (SVOD), the primary mode of 

digital video consumption in most developed markets. Abundant supply of OTT video ad 

inventory would pose some risk to TV ad spends 3-4 years out. TV advertising as yet beats 

digital advertising in several ways (1) reach: TV offers a reach of 836 mn viewers versus 250 

mn monthly active users (MAUs) of OTT platforms, (2) lack of third-party viewership 

measurement for digital video, (3) perception of ad impact being bigger on larger screens 

(TV) than on mobile, (4) pricing: TV is more efficient on cost-per-thousand views. These 

concerns around digital advertising would be resolved in the next 2-3 years, paving the way 

for some shift in ad spends to OTT from TV. We see little risk to Pay-TV subscription revenue 

growth in the foreseeable future given the under-penetration of TV and lack of price 

arbitrage between cable TV bundles and SVOD services. 

We expect the convergence of screens from a consumer and advertiser standpoint. We do 

not aver that TV will stop growing or decline in the near future. 

#3: OTT winners: Platform-plays have the edge, but too early to call 

It is difficult to call out winners or to predict if it will be a ‘winner-takes-most’ market. Three 

key attributes for success in OTT are (1) content capability, (2) technology/product, and  

(3) capital. Jio, Hotstar, Amazon Prime, Netflix, YouTube and Facebook are strong in at least 

two of these three areas. Further, Jio, Amazon and Netflix have an edge in terms of their 

global viewer base and/or other businesses (platform-play) that allow them to outspend 

others. YouTube and Facebook have scale (180-200 mn DAUs) and solid engagement driven 

by their evolved recommendation engines and monetization strength. Hotstar has made a 

mark thanks to sports content and its impressive handling of huge live-streaming traffic.  
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#4: Impact on profitability 

A tricky question. OTT business economics are yet to stabilize, even in mature markets. Our 

broad thoughts on Indian OTT industry economics: (1) content production cost is 30-50% 

higher than TV as fixed cost is apportioned over short 8-10 episode series in OTT as against 

300+ episodes in case of TV, (2) the ad rate is better on a per-eyeball basis but absolute 

numbers are small due to a lack of scale, (3) subscription potential is much lower than TV at 

present. Medium-term profitability will be a function of the number of players in the market. 

Network benefits will likely be more acute in the digital ecosystem than TV. 
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Exhibit 1: Snapshot of Indian TV and digital ecosystem,  March fiscal year-ends, 2018-23E 
 

 

Source: BARC, Kotak Institutional Equities 

 

Monetization

Ecosystem

FY2023EFY2018

Demographics

Linear TV

OTT

Population: 1.3 bn

Households (HHs): 298 mn

Urban HHs: 110 mn

Rural HHs: 188 mn

TV households: 197 mn

TV penetration: 66%

TV reach: 836 mn

TV daily tune-ins: 614 mn

Avg. time spent: 228 mins

TV watch time: 140 bn mins/day

Key players: Zee, Star, TV18, 
Sony and Sun 

Internet users: 494  mn

Internet penetration: 38%

Smartphone users: 291 mn

Smartphone users: 23%

Unique 3G/4G subs: 315 mn

3G/4G penetration: 24%

Wireline subs: 21.1 mn

TV ad revenue: US$4 bn

TV's share in ad spends: 42%

Pay-TV subscription : US$4.9 bn

OTT ad revenue: US$0.4 bn

OTT's share in ad spends: 4% 

OTT subscription: US$0.1 bn

MAUs: 250 mn

DAUs: 180-200 mn

Avg time spent: 60-70 mins/day

Total watch time: 7 bn mins/day

CAGR: 
TV ad rev: 11%
Pay-TV rev: 9%

Population: 1.37 bn

Households (HHs): 329 mn

Urban HHs: 135 mn

Rural HHs: 194 mn

Internet users: 887 mn

Internet penetration: 65%

Smartphone users: 678 mn

Smartphone penetration: 50%

Unique 3G/4G subs: 698 mn

3G/4G penetration: 51%

Wireline subs: 48 mn

TV households: 234 mn

TV penetration: 71%

TV reach: 935 mn

TV daily tune-ins: 677 mn

Avg. time spent: 236 mins

TV watch time: 160 bn mins/day

MAUs: 600-650

DAUs: 500-550

Avg time spent: 60-70 mins/day

Total watch time: 53 bn mins/day

TV ad revenue: US$ 6.9 bn

TV's share in ad spends: 39%

Pay-TV subscription: US$7.5

OTT ad revenue: US$2.2 bn

OTT's share in ad spends: 13%

OTT subscription: US$0.9 bn
CAGR: 

OTT ad rev: 43%
OTT sub rev: 67%

CAGR: 
OTT consumption: 

52%

CAGR: 
TV consumption: 

3%
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#1: Size of OTT opportunity: US$3.1 bn by FY2023E at a CAGR of 48% on low 

base 

We expect OTT revenues to increase to US$3.1 bn at a CAGR of 48% over FY2018-23E 

driven by (1) 43% CAGR in online (digital) video advertising to US$2.2 bn and (2) 67% 

CAGR in OTT subscription revenue to US$0.9 bn (B2C subscriptions excluding B2B OTT-

Telco deals). Key assumptions and arguments are detailed below. 

Exhibit 2: We estimate 48% CAGR in OTT revenues to US$3.1 bn over FY2018-23E 
OTT advertising and subscription revenues forecast, March fiscal-year ends (US$ bn)  

 

Source: Kotak Institutional Equities estimates 

A burgeoning digital ecosystem is revolutionising media consumption trends  

The digital ecosystem has come a long way following the launch of Jio. Key data points 

(August 2018 over March 2016)— 

 Internet users—increased to 525 mn from 350 mn; internet penetration up to 42% 

from 27%,  

 Smartphone users—up to 350 mn from 215 mn; smartphone penetration at 28% of 

population,  

 Mobile data costs plunged 95-98% to `3.5/GB and cable broadband costs have fallen 

80-85% to `5-7/GB,  

 Total video watch time in India has shot up 9-10X to about 14 bn mins per day 

(aggregate of top 8-10 OTT platforms including YouTube and Facebook videos),  

 YouTube’s monthly active users (MAUs) have doubled to about 240 mn and daily active 

users (DAUs) have nearly quadrupled to about 180-200 mn (source: industry interactions).  
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Exhibit 3: Internet penetration in India, March fiscal year-ends 
 

 

Source: Census of India, TRAI, Kotak Institutional Equities estimates 

 

Exhibit 4: Smartphone penetration in India, Calendar year-ends 
 

 

Source: e-marketer, Kotak Institutional Equities estimates 

 

 

Exhibit 5: India: Mobile data cost down 98% in the past 2 years 
 

 

Source: Kotak Institutional Equities  
 

Exhibit 6: India: Mobile data usage up 11X in the past 2 years 
 

 

Source: Companies, Kotak Institutional Equities  
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Exhibit 7: Digital video watch time up 10-11X in the past 2 years 
 

 

Source: Kotak Institutional Equities  
 

Exhibit 8: YouTube: MAUs have doubled, time spent/user up 4X 
 

 

Source: Industry interactions, Kotak Institutional Equities  

 

We expect 52% CAGR in digital video consumption over FY2018-23E.  

We expect 52% CAGR in digital video consumption over the next five years driven by:  

 Digital video penetration. India has about 250 mn digital video MAUs and about 180-

200 mn digital video DAUs at present. These numbers have increased 100% and 200% 

respectively, over the past two years. We expect these digital video users to more than 

double in five years driven by (1) an increase in unique 3G/4G subscribers to about 700 

mn from 315 mn, (2) increase in smartphone users to about 650 mn+ from 350 mn (India 

smartphone shipments at 120-130 mn/year), (3) increase in fixed-line broadband 

subscribers to about 45 mn from 21 mn (penetration in households to increase to 15% 

from 7%). Our base case assumes that Jio will launch fixed-line broadband offerings in 

70-80 cities over the next 2-3 years.  

 Higher engagement. At present, the average daily time spent per video viewer ranges 

from 25-55 mins for key OTT platforms, much lower than TV’s 228 mins/day in India and 

the time spent on digital content in developed markets. We expect OTT engagement to 

strengthen and time spent on digital platforms to increase to about 100 mins/day in 

FY2023E driven by (1) a shift in consumer preferences towards digital media. This will 

especially be the case in single-TV households wherein individuals have different content 

preferences and (2) a plethora of digital-exclusive original content.    

Digital video advertising growth will follow consumption  

We expect digital video ad spends to increase to US$2.2 bn at a 43% CAGR over FY2018-

23E. Our base case assumes the launch of BARC’s third-party digital viewership 

measurement system by the end of CY2019. Standardized data and metrics from a third 

party platform will increase the acceptance of digital video advertising among marketers. 
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OTT subscription opportunity may be relatively small in the initial years   

There are two types of OTT subscriptions— (1) subscription from direct customers (B2C) and 

(2) subscription through telco tie-ups (B2B2C content deals). Here, we assess only the B2C 

(direct) subscription opportunity. In our view, B2B2C subscription opportunity may not scale 

up beyond a certain limit as we do not expect telcos (Jio in particular) to continue to bear 

any meaningful content cost for a long time without seeking a share in ad revenues. 

To assess the potential for direct (B2C) subscription revenues from direct customers, it is 

important to understand an average Indian viewers’ willingness and ability to pay for 

content.  

 Willingness to pay for content. We believe that the Indian viewer may not pay OTT 

subscription for TV content. Sample this—Hotstar offers Live cricket (especially IPL) as a 

premium (paid) service whereas the same content can be watched with a 5-minute lag 

for free (AVOD). We gather that a very small percentage (less than 5-10%) of Hotstar’s 

viewers subscribe to the premium (paid) service. The rest watch live sports free with a lag 

of five mins.  

We believe Indian viewers would only pay for original content. At present, most OTT 

platforms have limited original content in local languages.  

 Ability to pay for content. We use NCCS (New Consumer Classification System) to 

better understand the affordability aspect. NCCS classifies households based on two 

variables—education of the chief wage earner and the number of consumer durables 

owned by the household (Exhibit 9). It captures the affordability quotient of a household. 

NCCS A + B strata cover a broad set of households, many of which can potentially afford 

to spend `100-200 per month on OTT subscriptions. India has about 100 mn Households 

under NCCS A + B—a stretched potential medium-term target segment for OTT 

subscription, in our view.  

Exhibit 9: New consumer classification system (NCCS) 
 

 

Source: MRUC, Kotak Institutional Equities  

 

Illiterate

Literate but no 

formal school/ 

School upto 4 yrs School- 5 to 9 years SSC/ HSC

Some College 

(incl Diploma) 

but not Grad Grad/ PG: General Grad/ PG: Professional

1 2 3 4 5 6 7

0 E3 E2 E2 E2 E2 E1 D2

1 E2 E1 E1 E1 D2 D2 D2

2 E1 E1 D2 D2 D1 D1 D1

3 D2 D2 D1 D1 C2 C2 C2

4 D1 C2 C2 C1 C1 B2 B2

5 C2 C1 C1 B2 B1 B1 B1

6 C1 B2 B2 B1 A3 A3 A3

7 C1 B1 B1 A3 A3 A2 A2

8 B1 A3 A3 A3 A2 A2 A2

9 + B1 A3 A3 A2 A2 A1 A1

Notes:

(1) Pre-defined list of consumer durables:  Electricity Connection, Ceiling Fan, Gas Stove, Refrigerator, Two Wheeler, Washing Machine, Colour TV, Computer, Four-wheeler, 

     Air Conditioner, Agricultural Land (in rural areas).

 Education of Chief Wage Earner in a household

No. of 

Durables 

Owned
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Exhibit 10: Composition of 298 mn Indian households as per NCCS, July 2018 (mn households , % of 

total households) 
 

 

Source: BARC, Kotak Institutional Equities  

Paid subscriptions likely to grow to about 67 mn in FY2023E from 16 mn in FY2018 

We work with the following assumptions to arrive at our estimate of 67 mn paid B2C OTT 

subscriptions by FY2023E (the unique subscriber count would be lower as many would have 

multiple subscriptions)—  

(1) 4.5% CAGR in NCCS A and NCCS B households to 120 mn over FY2018-23E.  

(2) 3.8% CAGR in Urban NCCS C households to 32 mn over FY2018-23E.   

(3) Potential SVOD market would be 152 mn households (FY2023E) comprising urban + 

rural NCCS A+B (120 mn households) and urban NCCS C (32 mn households). We expect 

the rest of the households to be AVOD users or (B2B2C subscribers). 

(4) We further break down 152 mn potential SVOD households into 49 mn potential 

households for premium SVOD services (monthly ARPU of `100+ net of GST; 

Prime/Netflix/Hotstar premium) and remaining 103 mn potential households for basic SVOD 

services (monthly ARPU of `35 net of GST; ZEE5, Alt Balaji, and transaction video on 

demand TVOD services of Hotstar/Jio).  

(5) We model penetration of 53% in premium SVOD potential households and 30% in basic 

SVOD. We also assume that there would be no duplication of a subscription within a 

household. It is difficult to estimate subscription-sharing (for instance two households 

sharing a Netflix subscription; not uncommon in our view); our conservative penetration 

numbers factor in that aspect.  

Based on the above assumptions, we arrive at 56 mn subscribers and ARPU of `95 in 

FY2023E (Exhibit 11). We have also estimated direct B2C subscriptions and subscription 

revenues of key OTT players in Exhibit 12. 

Besides the above assumptions, we have also applied our understanding of affluent 

households based on (1) car ownership—India has about 22 mn unique car households at 

present, (2) about 35-40 mn households in India watch at least a movie/year in multiplexes 

(at an average ticket price of `175-200/person), and (3) about 13-14 mn active HD 

subscribers pay about `100/month for HD content over the SD subscription price.   

We note that India has forever been a ‘low-ARPU’ Pay-TV market and ARPU growth has 

lagged inflation for over two decades. Given this, we remain less optimistic about any 

material change in paying habits in the near term. 

Urban 1mn+ | NCCS A, 

15 , 5%

Urban 1mn+ | NCCS B, 

12 , 4% Urban 1mn+ | NCCS C, 

10 , 4%

Urban 1mn+ | NCCS 

D/E, 2 , 1%

Urban below 1mn | 

NCCS A, 11 , 4%

Urban below 1mn | 

NCCS B, 14 , 5%

Urban below 1mn | 

NCCS C, 16 , 5%

Urban below 1mn | 

NCCS D/E, 7 , 2%

Rural | NCCS A, 15 , 

5%

Rural | NCCS B, 30 , 

10%
Rural | NCCS C, 42 , 

14%

Rural | NCCS D/E, 22 , 

7%

Non-TV HHs, 101 , 

34%
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Exhibit 11: Assessing SVOD opportunity for Indian OTT industry based on NCCS data 
 

 

Source: Company, Kotak Institutional Equities estimates 

 

Exhibit 12: Forecast of OTT subscription (direct subscriptions) revenue opportunity for key OTT players  
 

 

Source: Company, Kotak Institutional Equities estimates 

 

 

 

 

 

 

 

FY2018 FY2023E Key assumptions/comments

Premium SVOD subscribers (paying Rs100+/month net of GST)

6 metros | NCCS A+B 14 18 65 12 200 28

Urban 1mn+ (excl 6 metros) | NCCS A+B 13 17 50 8 150 15

Urban below 1mn | NCCS A 11 14 40 6 120 8

Total premium SVOD 38 49 53 26 166 51

Basic SVOD subscribers (paying Rs35/month net of GST)

Rural | NCCS A 15 19 45 8 35 4

6 metros | NCCS C 5 7 35 2 35 1

Urban 1mn+ (excl 6 metros) | NCCS C 5 6 35 2 35 1

Urban below 1mn | NCCS B 14 17 35 6 35 2

Urban below 1mn | NCCS C 16 19 25 5 35 2

Rural | NCCS B 30 36 20 7 35 3

Total basic SVOD 85 103 30 31 35 13

Total SVOD 123 152 56 95 64

Total TV subscribers 197 234 234 64

Total Pay-TV 163 196 196 223 526

SVOD as a % of Pay-TV 29 42 12

AVOD subscribers

AVOD OTT MAUs (mn individuals) 250-275 550-600

YouTube and Facebook are strong players 

together having 80-85% share in digital 

video ad spends of about US$600 mn 

(CY2018E). We expect Jio, Hotstar and ZEE5 

to participate in this opportunity. We would 

not be surprised if Netflix and/or Amazon 

Prime also introduce AVOD offerings in India 

to capture this huge opportunity.

FY2023E

We expect Jio, Hotstar and ZEE5 to have a 

dominant share in this segment. In addition, 

we expect TVOD transactions (pay-per-view 

for content behind paywall) of a few other 

platforms to contribute to this pool.    

Potential HHs (mn)

We expect Netflix and Amazon Prime to have 

the lion's share of this segment followed by 

Hotstar (courtesy sports). ZEE5 will have a 

small share in this revenue pool.

Penetration

(%)

Subscribers

(mn)

Subscription 

(Rs bn)

ARPU

(Rs/month/sub)

Paying direct subscribers (mn) 

Netflix 650 0.7            4.3          650 2.7            18           

Amazon Prime video (a) 42            12.0          5.1          86            32.0          28           

Hotstar 83            0.8            0.6          83            11.0          9             

ZEE5 42            0.3            0.1          42            7.0            3             

Others (Alt Balaji, Eros Now etc) 42            2.0            0.8          42            14.0          6             

Total B2C OTT subscription 58            15.7         11.0        80           66.7         64           

Notes:

(a) Amazon Prime subscription includes Prime video, music and Amazon shopping/delivery benefits. 

    We have allocated 50% of Amazon Prime subscription to Prime video.   

(b) Subscriber numbers are not unique subscribers.

FY2019E

Subscription 

Rs bn (net)

Paying (B2C)

Subscribers (mn)

ARPU (gross)

(Rs/sub/month)

FY2023E

ARPU (gross)

(Rs/sub/month) Subscribers (mn)

Paying (B2C) Subscription 

Rs bn (net)
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Exhibits 13, 14 and 16 capture our detailed forecast of the OTT industry opportunity  

Exhibit 13: Video consumption forecast, March fiscal year-ends, 2018-28E 
 

 

Source: BARC, Kotak Institutional Equities estimates 

 

 

 

2018 2019E 2020E 2021E 2022E 2023E 2028E

TV consumption forecast

Population (mn) 1,300 1,314 1,327 1,341 1,355 1,369 1,440

Total households (mn) 298 304 310 316 323 329 363

TV penetration as % of households (%) 66.0 67.0 68.0 69.0 70.0 71.0 76.0

TV households (mn) 197 204 211 218 226 234 276

TV audience per household (indiv iduals) 4.3 4.2 4.2 4.1 4.1 4.0 3.8

Total TV audience (mn indiv iduals) 836 855 875 895 915 935 1,035

Daily  tune-ins on TV as % of TV audience (%) 73.4 73.9 74.4 74.4 73.4 72.4 66.7

Average daily  TV v iewers (mn indiv iduals) 614 633 651 666 672 677 691

Average time spent (mins/day) 228 233 236 238 238 236 189

Daily TV viewing (bn mins per day) 140 147 154 159 160 160 131

Digital video consumption forecast

Mobile traffic

Number of 3G/4G SIMs (mn) 394 500 600 690 794 873 1,157

Less: adjustment for dual SIMs (@20%) 79 100 120 138 159 175 231

Total number of 3G/4G subscribers 315 400 480 552 635 698 925

3G/4G subscribers as % of population 24 30 36 41 47 51 64

Digital v ideo consumption (mins/day per 3G/4G subscribers) 18 31 39 47 55 63 90

Digital v ideo consumption (bn mins per day) 6 13 19 26 35 44 83

Wireline traffic

Wireline internet subscribers (mn) 21 23 28 34 40 48 101

Wireline penetration as % of total households (%) 7 8 9 11 13 15 28

Digital v ideo consumption (mins/day per w ireline internet subscribers) 47 70 95 124 155 185 310

Digital v ideo consumption (bn mins per day) 1 2 3 4 6 9 31

Total digital video consumption (bn mins per day) 7 14 22 30 41 53 114

Total video consumption (bn mins per day) 147 161 175 189 201 213 245

Share of digital in total video consumption (%) 5 9 12 16 20 25 47

Share of TV in total video consumption (%) 95 91 88 84 80 75 53

Growth metrics (yoy %)

Wireless internet subscribers (3G/4G) 27 20 15 15 10 5

Wireline internet subscribers 10 20 20 20 20 10

Digital v ideo consumption 114 51 40 37 29 12

TV v ideo consumption 5 5 3 1 (0) (5)

Total v ideo consumption 10 9 8 7 6 2
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Exhibit 14: Advertising spends forecast, March fiscal year-ends, 2018-28E 
 

 

Source: Company, Kotak Institutional Equities estimates 

 

 

 

 

2018 2019E 2020E 2021E 2022E 2023E 2028E

Ad spends forecast (Rs bn)

TV 280 324 372 412 448 481 655

Print (1) 204 213 213 215 217 219 221

Digital (1) 125 164 215 277 351 439 1,056

- Digital v ideo 26 39 57 81 114 156 529

- Digital non-v ideo (search, display etc) 99 125 158 195 237 283 527

OoH 29 33 37 41 46 50 75

Radio 24 28 32 37 41 46 75

Cinema 7 8 9 10 12 14 23

Total 669 770 878 992 1,116 1,250 2,105

Ad spends growth (yoy %)

TV 16.0 14.7 10.7 8.9 7.3 5.2

Print (1) 4.0 0.0 1.0 1.0 1.0 0.0

Digital (1) 31.0 31.0 29.0 27.0 25.0 16.0

- Digital video 50.0 46.0 43.0 40.0 37.0 23.0

- Digital non-v ideo (search, display etc) 26.0 26.3 23.9 21.6 19.2 9.7

OoH 13.0 12.0 11.0 10.5 10.0 7.0

Radio 16.0 15.0 14.0 12.5 12.0 9.0

Cinema 17.0 16.0 15.0 14.0 13.5 10.0

Total 15.0 14.0 13.0 12.5 12.0 10.0

Ad spends market share by mediums (%)

TV 41.8 42.1 42.4 41.5 40.2 38.5 31.1

Print (1) 30.5 27.6 24.2 21.7 19.4 17.5 10.5

Digital (1) 18.7 21.3 24.4 27.9 31.5 35.2 50.2

- Digital video 3.9 5.1 6.5 8.2 10.2 12.5 25.1

- Digital non-v ideo (search, display etc) 14.8 16.2 18.0 19.7 21.3 22.7 25.0

OoH 4.4 4.3 4.2 4.2 4.1 4.0 3.6

Radio 3.6 3.6 3.7 3.7 3.7 3.7 3.6

Cinema 1.0 1.0 1.0 1.1 1.1 1.1 1.1

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Total video advertising

TV + Digital v ideo advertising (Rs bn) 306 363 429 493 562 637 1,184

TV + Digital v ideo advertising growth (yoy %) 19 18 15 14 13 12

TV + Digital video share in total ad spends (%) 46 47 49 50 50 51 56

Key metrics

Share of digital in total v ideo consumption (%) 5              9              12            16            20            25            47            

Share of TV in total v ideo consumption (%) 95            91            88            84            80            75            53            

Brand-safe (BS) digital v ideo in total BS v ideo consumption (%) 3              7              9              13            17            21            41            

Share of TV in total BS v ideo consumption (%) 97            93            91            87            83            79            59            

Share of digital in total video ad spends (%) 9 11 13 17 20 25 45

Share of TV in total video ad spends (%) 91 89 87 83 80 75 55

Digital v ideo consumption growth (yoy %) 114          51            40            37            29            12            

Digital v ideo ad spends growth (yoy %) 50            46            43            40            37            23            

Key numbers in US$ terms (constant exchange rate of Rs70/US$)

TV ad spends (US$ bn) 4.0 4.6 5.3 5.9 6.4 6.9 9.4

Digital video ad spends (US$ bn) 0.4 0.6 0.8 1.2 1.6 2.2 7.6

Total v ideo ad spends (US$ bn) 4.4 5.2 6.1 7.0 8.0 9.1 16.9

Total ad spends (US$ bn) 9.6 11.0 12.5 14.2 15.9 17.9 30.1
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Exhibit 15: Contribution of Television, print and digital to total ad spends, December year-ends, 2007-17 (%) 
 

 

Source: GroupM, Kotak Institutional Equities  

 

Exhibit 16: Subscription revenue forecast, March fiscal year-ends, 2018-28E 
 

 

Source: Company, Kotak Institutional Equities estimates 

 

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Digital

China 5.4 7.1 7.9 10.8 14.8 19.4 25.5 33.1 42.3 51.7 57.8

India 2.5 3.1 3.6 3.9 4.5 5.5 6.5 7.8 9.9 13.1 15.5

Russia 5.0 5.8 9.5 12.3 15.9 18.9 21.9 24.9 34.7 37.4 39.9

UK 21.4 26.0 30.9 32.9 33.6 37.8 40.9 44.5 48.7 52.1 56.4

US 12.7 14.5 17.5 19.1 20.8 22.0 24.2 26.2 28.9 31.3 35.0

Television

China 65.0 62.8 62.8 59.0 56.8 54.0 50.3 45.8 40.6 34.2 29.3

India 37.3 38.4 38.9 40.0 42.0 42.2 43.6 44.6 46.3 45.5 45.6

Russia 44.0 45.8 51.7 50.7 49.7 48.1 47.7 47.0 42.4 41.5 41.0

UK 26.6 26.1 26.3 27.7 27.6 26.5 26.9 26.2 26.0 24.9 22.9

US 40.6 42.2 42.7 44.0 44.2 44.4 43.4 43.6 42.6 42.3 41.0

Print

China 17.7 16.7 16.7 17.1 15.8 13.6 11.7 8.9 5.4 2.9 2.0

India 49.4 47.1 45.6 44.5 42.3 41.1 39.0 37.0 33.8 31.4 29.0

Russia 25.7 24.8 19.1 17.3 15.3 13.8 11.3 9.7 7.3 6.1 4.9

UK 41.6 37.7 32.8 29.6 29.3 25.8 22.9 20.3 16.8 14.4 12.5

US 38.7 36.0 32.4 29.7 27.9 26.5 25.4 23.6 22.0 20.1 17.8

2018 2019E 2020E 2021E 2022E 2023E 2028E

Subscription revenue forecast (Rs bn) (net of GST)

Pay-TV subscription revenue forecast (consumer-level net of GST)

Pay-TV subscription revenue (Rs bn) 343 374 408 444 484 526 756

Pay-TV subscribers (mn) 163 170 176 183 190 196 232

Pay-TV ARPU (Rs/sub/month) (net of GST) 175 184 193 203 213 223 272

Pay-TV subscription revenue growth (%) 9 9 9 9 9 7

OTT subscription revenue forecast (consumer-level net of GST)

Digital video subscription revenue (Rs mn) (net of GST) 5 11 24 35 48 64 189

Digital video subscribers (mn) 7 16 28 40 54 67 128

Digital video ARPU (Rs/sub/month) (net of GST) 58 58 72 73 75 80 123

OTT subscription revenue growth (%) 122 121 44 37 33 21

Total video subscription

TV + Digital video subscription (Rs bn) 385 432 479 532 590 945

TV + Digital video advertising growth (yoy %) 12.2 11.0 11.1 10.8 9.9

Digital video share in total subscription revenues (%) 2.9 5.6 7.3 9.0 10.8 20.0

TV share in total subscription revenues (%) 97.1 94.4 92.7 91.0 89.2 80.0

Total video subscription revenue growth (%) 12 11 11 11 10

Key numbers in US$ terms (constant exchange rate of Rs70/US$)

Pay-TV subscription revenue (US$ bn) 4.9 5.3 5.8 6.3 6.9 7.5 10.8

Pay-TV ARPU (US$/sub/month) 2.5 2.6 2.8 2.9 3.0 3.2 3.9

Digital video subscription revenue (net of GST) (US$ bn) 0.1 0.2 0.3 0.5 0.7 0.9 2.7

Digital video ARPU (US$/sub/month) 0.8 0.8 1.0 1.0 1.1 1.1 1.8

Total video subscription revenue (US$ bn) 5.0 5.5 6.2 6.8 7.6 8.4 13.5



 

 

Media India 

 KOTAK INSTITUTIONAL EQUITIES RESEARCH  15 

Exhibit 17: China: AVOD-led OTT evolution; SVOD model gained traction with lag  
China: OTT advertising and subscription revenues, Calendar year-ends, 2012-22E (RMB bn) 

 

Source: iResearch Report, Kotak Institutional Equities  

#2: Risk to TV: Not in the next 3-4 years, likely thereafter 

There are two parts to this question— (1) Risk to Pay-TV subscription revenues, and (2) Risk 

to TV advertising revenues. We detail our thoughts. 

Cord cutting fears are unwarranted; we see negligible risk for a foreseeable future 

A key reason for cord cutting in several developed countries is the price arbitrage between 

cable TV bundles and SVOD services, and a conducive digital ecosystem (high penetration of 

fixed-line broadband and high penetration of smart TVs). The dynamics are completely 

opposite in India. For instance (1) SVOD services cost more than Pay-TV bundles, (2) fixed-

line broadband penetration and smart TV penetration is low, and (3) TV subscriber growth 

story still has legs in view of 66% TV penetration in total households and about 84% Pay-TV 

penetration in TV households. An average Indian family’s size is 4.25 individuals per 

household; Pay-TV bundles cater to diverse content preferences of a household at a nominal 

price of `250-300/month (about `1/channel). 

Exhibit 18: Pricing and ecosystem dynamics in India not conducive for cord cutting  
Comparison of factors influencing cord-cutting in India and US, August 2018 

 

Source: BARC, Kotak Institutional Equities  

That said, we do not rule out some cord cutting in multiple TV households as we expect OTT 

platforms to replace second/third Pay-TV in a household. Additionally, we note that most of 

the TV channels are available on Jio TV live at no cost. If this trend continues, there is a 

possibility of cord cutting in a small percentage of households that are light consumers of TV 

or extremely price conscious. Overall, we expect TV and Pay-TV penetration-led growth to 

continue for the foreseeable future.  
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Exhibit 19: India's 66% TV penetration offers ample of headroom for growth 
TV households and penetration, March fiscal-year ends 

 

Source: Company, Kotak Institutional Equities  

Screen convergence can trigger shift in advertising to OTT from TV  

Unlike US, where digital video consumption is largely SVOD, we expect an AVOD-led 

evolution in India. This could imperil TV ad spends 3-4 years out. We expect digital video 

advertising in India to follow a higher growth trajectory than in other markets.  

Even as digital video advertising is a part of all major ad campaigns nowadays, we highlight 

three key concerns of marketers against digital video advertising: 

 Digital video scale and reach is inadequate at present. TV offers unparalleled reach 

and scale to advertisers. Sample this, (1) India’s TV universe includes 836 mn individuals 

of which 614 mn tune-in daily, (2) Hindi GECs reach 315 mn individuals every day, and 

(2) Zee TV’s channels reach 75 mn individuals daily. On the other hand, monthly active 

digital video users are about 250 mn and daily active digital video users stand at 180-200 

mn. Digital video is far behind TV in terms of overall scale and reach. This gap will narrow 

with time making digital more competitive. We note that digital video is not too far 

behind in terms of scale and reach in the top 10 cities when compared to a single TV 

channel.  
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Exhibit 20: TV's reach is multiple times that of digital video 
Reach of TV and YouTube in terms of mn individuals (Aug 2018) 

 

Source: BARC, Kotak Institutional Equities estimates 

 Lack of third party viewership measurement. TV enjoys advertisers’ trust thanks to 

BARC’s viewership measurement system. On the other hand, digital video advertising 

tends to attract a bit of skepticism due to the lack of a third party measurement system, 

different definitions of views across large players (YouTube, Facebook, Hotstar, etc.) and 

advertisers do not have a way to find out if and when the ad was telecast. In order to 

address this, BARC is in the process of building a digital viewership measurement system 

that allows advertisers to compare viewership metrics across digital platforms and also 

with TV. BARC’s technical sub-committee for this project has representatives from major 

OTT platforms and advertising agencies. We expect this product to be rolled out 

sometime in CY2019 and accepted as currency sometime in CY2020. We believe BARC’s 

digital measurement insights could swing ad spends to OTT from TV. 

 Small-screen (mobile) advertising not as impactful as large-screen (TV) advertising. 

At present, the bulk of digital video consumption in India (say 75%+) is on small screens 

(mostly mobile phone). The general belief among media planners and advertisers is that 

an advertisement aired on TV is far more impactful than one aired on mobile screens 

(everything else being constant). As of now, there is no research that confirms or 

disproves this hypothesis. In our view, acceptance of and faith in mobile advertising will 

increase gradually over time. Further, with increase in wireline broadband penetration 

and smart TVs, digital video consumption may shift a bit from small screen to large 

screens. 

 Pricing. At present, TV is a lot more efficient than digital video on cost per thousand 

views and cost per thousand impressions. That said, we do note that this comparison is 

not like for like—(1) there is wastage on TV as it does not allow targeting whereas 

advertising on digital video is usually targeted, and (2) digital video viewer base perhaps 

comprises of individuals better-valued by advertisers (urban, youth and higher proportion 

of NCCS A/B). Given surplus inventory on digital video, we expect prices to converge over 

time adjusted for viewer quality.   

We expect the above four concerns to be largely resolved over the next 3-4 years, paving the 

way for acceleration in growth of OTT advertising. As the convergence-of-screens theme 

plays out, media planners will no longer treat TV and digital video as different but one and 

the same. On convergence, we expect video advertising to gain market share from non-

video advertising (print media and non-video digital) as this highly effective branding 

medium also offers sophisticated targeting tools.   
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Exhibit 21: Digital video is 2-3X expensive but offers targeted advertising 
Cost per thousand views of a 30-second advertisement on TV and digital video (CPM in Rs) 

 

Source: Kotak Institutional Equities  

Analysis of viewership of different TV genres to assess risk of shift to OTT 

In our view, TV genres popular among - (1) male viewers, (2) young viewers (say under 40 

age group), (3) urban viewers and (4) NCCS A+B viewers, are more vulnerable to the shift in 

consumption and ad spends to OTT, in the medium-term. As highlighted in Exhibit 22, we 

expect English entertainment, sports, kids and perhaps news genres to be affected first. This 

would be followed by Hindi movies and Hindi GEC. We see minimum risk to regional genres 

based on their viewership composition and also as we expect the bulk of the investments in 

OTT originals to be directed towards Hindi entertainment at least early on.  

Exhibit 22: English entertainment, sports, kids and Hindi movie genres are vulnerable to disruption from OTT in the same order 
TV viewership mix of key genres by gender, age groups, NCCS classification and urban/rural, July-September 2018 

 

Source: BARC data, Kotak Institutional Equities estimates 
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Hindi entertainment- moderate risk of impact from digital

Hindi GEC (Paid) 22     12        47 53 69 31 57 43 68 32

Hindi movies 8      8          54 46 72 28 50 50 64 36

Hindi GEC+movies (FTA) 7       20        51 49 75 25 39 61 28 72

Total Hindi 37     41        

Regional entertainment- Low risk of impact from digital

Regional GEC- South 16     27        47 53 63 37 46 54 46 54

Regional movies- South 2       5          51 49 68 33 37 63 37 63

Regional GEC (HSM) 9      10        48 52 61 39 45 55 44 56

Regional movies (HSM) 1       2          50 50 69 31 35 65 36 64

Total regional 27     44        

Other genres- High risk of impact from digital  

English movies+GEC 5       1          55 45 67 33 58 42 62 38

Sports 10     2          59 41 67 33 56 44 56 44

Youth/Music 3       4          45 55 76 24 42 58 49 51

Kids 4      5          53         47 80 20 50 50 61 39

News 11     3          55 45 61 39 59 41 54 46

Other misc 4      1          

Total others 35     15        

Total TV 100   100      50 50 68 32 47 53 47 53
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share (%)
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#3: OTT winners: Platform-plays have the edge, but too early to call 

A snapshot of key OTT landscape 

Exhibit 23: List of select OTT (AVOD/SVOD) platforms in India  
 

 

Source: Kotak Institutional Equities  

Our 10-point framework to assess strengths of select OTT players  

We use a 10-point framework to assess strengths of key OTT players. Our grading takes into 

consideration (1) existing capabilities of players and nuances of the Indian market, and (2) 

the ability to build/acquire capabilities that can lend a sustainable competitive advantage. 

Further thoughts on the four broad areas  

 Content. Content libraries (which include live TV content) lend an edge to broadcaster-

led platforms such as Hotstar and ZEE5. Global players do not have this advantage but 

can license some old content from studios (and create movie libraries) for a couple of 

hundred million dollars. Content production capability is key for sustainable competitive 

advantage. Local players understand the tricks of the trade and preferences of Indian 

audience whereas global players have the ability to attract the best talent, adopt best 

practices and use data/analytics for content decisions. 

 Product and technology. User-friendliness of app (e.g. multi-lingual and voice-based 

support) and streaming experience helps early on. We expect this aspect of the product 

to become a commodity in the near to medium term. Recommendation engine and 

advanced analytics capabilities may offer a sustainable competitive edge in the medium to 

long term. It will help improve user engagement, enable programmatic advertising and 

take content decisions. Global players have an edge given their engineering prowess. 

Local players may have to depend on third-party vendors to some extent. We note that 

Hotstar delivered the best-in-class live streaming service during the IPL powered by an in-

house engineering team.        

 Capital/platform play. Global players and RJio have deep pockets and/or a global viewer 

base and/or other businesses (ecommerce/telecom) that can allow it to economically 

outspend standalone OTT players. Big boys have the luxury to invest more, burn more in 

pursuit of market share without worrying about cash flows. The street rewards big boys 

but penalizes smaller players if they were to take the same approach. Global players and 

Jio have a huge advantage on this front over Indian broadcasters. 

 

Platform Youtube Jio Netflix Prime Hotstar ZEE5 Voot Sony Liv Sun NXT Eros Now ALT Balaji

Owned by Google
Reliance 

Industries
Netflix Amazon STAR Zee Viacom18

Sony Pictures

Network

EROS 

International

Balaji 

Telefims

Revenue model AVOD AVOD SVOD SVOD AVOD / SVOD AVOD / SVOD AVOD AVOD/ SVOD SVOD SVOD SVOD

Telco tie-ups

Subscription Free Free Rs 500-

800/month 

Rs1,000/year

Rs129/month 

Hostar Premium:  

Rs1,000/year

Rs199/month

Premium 

content:  

Rs500/year

Rs49/month

Free Rs99/month, 

Rs149/3 months, 

Rs499/12 months

Rs49-

99/month 

and Rs470-

950/year

Rs300/year

Content type User generated 

content 

Content of few 

broadcasters/ 

content 

producers

To produce 

some original 

content going 

forward

Aggregator 

model-- Carries 

Live TV feeds 

and catch-up TV 

content of most 

broadcasters. 

Eros Now and 

Alt Balaji 

premium 

content 

available to Jio 

Prime 

subscribers

International 

content of 

(Netflix Originals 

+ some licensed 

content)

Indian films 

TV shows with 

original content

Planning to step 

up original 

content 

production in 

India

Movies- 

Bollywood, 

Hollywood and 

regional  

Amazon original 

series, select 

foreign soaps and 

kids programming

Producing a few 

originals in India

Sports- Key cricket 

/sporting events 

HBO Originals 

ABC studios

Showtime

21st Century Fox 

content

All Star India 

channels

Bollywood and 

Hollywood movies

Hotstar originals 

Zee's content 

library (movies 

and shows)

Content of 

select smaller 

broadcasters 

International 

content and 

digital original 

series

Movies 

Viacom18 

fiction and non-

fiction content

Kids content 

of almost all 

big studios 

content 

producers

Voot Originals

Select Bollywood 

and Hollywood 

movies 

TV content of 

Sony and Ten 

Sports

Movies and 

TV content 

of Sun 

Network

Movies and 

music across 

Indian 

languages 

Original 

(digital-only 

or digital free 

content) 

Targets 250 

hours of 

original 

content in 

first year

MAUs (mn) 220-240 40-50 10-15 25-35 75-100 25-35 30-40 20-30 2-5 NA NA

DAUs (mn) 170-190 8-10 4-5 5-7 14-18 3-4 4-6 3-5 0-0.5 NA NA
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 Other aspects. The DNA and culture of an organization and ability to attract talent plays 

an important role in its success or failure. Indian players need to consciously work on this 

front to be able to compete with global majors. Tie-ups with telcos and traditional PayTV 

distributors are important to drive subscriber and consumption growth. These 

partnerships are relatively easy to build  

Exhibit 24: Our 10-point framework to assess strengths of OTT players 
 

 

Source: Kotak Institutional Equities  

Key caveats— In our grading, we are unable capture the intent and focus of OTT players 

especially global firms as their India strategy is not publicly disclosed. Our grading could be a 

bit subjective based on our own experience as consumers and our industry interactions. Even 

though YouTube and Facebook do not have any professional content, we consider them as 

important stakeholders in OTT given their penetration, engagement and advertising revenue 

base. Finally, while we have graded players based on their on-paper strengths, the eventual 

winners will be the ones with razor-sharp focus and determination. 

We recall a famous quote of Ted Sarandos (Chief content officer, Netflix) in 2013 

“Our goal is to become HBO faster than HBO becomes us” All players have a few 

strengths and a few gaps from the Indian market’s perspective. The ones who fill the gaps 

sooner stand a better chance.  

Netflix Amazon Prime Youtube Facebook RJio Hotstar ZEE5 Sony Liv Sun Nxt

Content 

1 Content library a a aa a aaa aaaaa aaaa aa aaa

2 Content production capabilities aaaa aaa aa a aaaa aaaaa aaaaa aaa aa

3 Hook aaa aa aaa aa aa aaaa aa a a

Product and technology

4 User interface and streaming experience aaaaa aaaaa aaaaa aaaaa aaa aaaaa aaa aa aa

5 Recommendation engine aaaaa aaaa aaaaa aaaa a a a a a

6 Data/analytics capabilities aaaaa aaaaa aaaaa aaaaa aa aaa aa aa a

Capital availability / Platform play

7 Capital aaaaa aaaaa aaaaa aaaaa aaaaa aaa aa aa a

8 Platform play (Local/Global) aaa aaaa aa aa aaaaa aa a a a

Others

9 Organization DNA and talent aaaa aaaa aaaa aaaa aaa aaa aa a a

10 Monetization capabilites aaa aaa aaaaa aaaaa aaa aaaa aaaa aa aa

aaaa aaa aaaa aaa aaaa aaaa aa 1/2 a a

Global players Local players

Overall
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Exhibit 25: Key metrics of OTT players in India, Aug 2018 
 

 

Source: Industry interactions, , Kotak Institutional Equities estimates 

Decoding the competitive landscape and likely strategies of key players 

 Netflix and Amazon Prime—Our earlier assessment was that Netflix and Amazon Prime 

will cater to the top 5-10% English-speaking viewers, leaving the rest of the market for 

local players. However, we believe that both these companies have prioritized India and 

are eyeing a bigger pie of the Indian market. We would not be surprised to see significant 

investments in Hindi as well as regional content keeping in mind Indian demographics 

and diversity.  

 Strategically, Prime Video has positioned itself as a key destination for Indian language 

films. We note that it has 54% share (value terms) in the top-25 Hindi movies released in 

the past 12 months. More importantly, all recent buys look like exclusive rights. At a price 

point of `1,000/year or `129/month, Prime is a value-offering for movie loving Indian 

audiences and especially in view of other bundled offerings such as Prime delivery 

(free/express delivery on Amazon.com) and shopping deals. Prime video is also making 

significant investments in original content. Overall, we believe Prime video has the 

positioning and pricing to become a broad based product in India. It is worth noting that 

with about 12 mn prime subscribers, it is a leader in SVOD and has about 70-75% share 

of paying OTT subscribers (direct B2C subscribers) in India. 

 Netflix bought a few movies rights (mostly non-exclusive) in 2017 but seems to be 

focusing more on originals this year. We expect it to step up investments in 2019.  

Youtube 220-240 170-190 50-60

Facebook 200-220 140-160 30-40

Hotstar (a) 75-100 14-18 35-40

J ioTV Live 40-50 8-10 25-30

Prime V ideo 25-35 5-7 40-45

Netflix 10-15 4-5 40-45

Voot 30-40 4-6 35-40

Airtel TV 15-20 5-7 25-30

ZEE5 41 NA 31

SONY LIV 20-30 3-5 20-25

J ioCinema 8-15 2-3 25-30

Vodafone Play 3-7 0.5-1.5 NA

Sun NXT 2-5 0-0.5 35-40

Notes:

(a) Hotstar's MAUs and DAUs on non-cricket days. It is 30-50% higher on key cricketing days (especially  IPL).

(b) Above metrics includes Android, iOS as well as web users. 

(c) ZEE5's metrics are for Sep 2018 as reported by the company. 

    Its comparison w ith metrics of other players in the table may not be like-for-like.

MAUs

(mn)

DAUs

(mn)

Average time spent

(mins per user per day)
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Exhibit 26: Amazon Prime dominates in digital movie rights 
Digital rights of top-25 Bollywood movies released during Jun 2017-Jun 2018 

 

Source: Kotak Institutional Equities  

These platforms have a few advantages:  

1. Global viewer base. We note that the Indian diaspora is about 30-35 mn strong. In 

addition, Indian content especially Hindi speaking content appeals to viewers in 

several countries in Asia and the Middle East. We note that Zee network has 

international reach of 578 mn across 170 countries. In the world of OTT, Netflix and 

Amazon Prime are well placed to monetize Indian content in global markets as well. 

To put this in perspective— even though the SVOD market opportunity in India for 

Netflix and Amazon prime at current price points could be 2-3 mn subscribers and 

30-35 mn subscribers, respectively, they may already have a subscriber base overseas 

consuming and indirectly paying for select Indian content.   

NBOC

(Rs mn) Prime Jio ZEE5 Eros now Hotstar Netflix

Bollywood

1 Tubelight 23-Jun-17 1,170        a a
2 Mubarakan 26-Jul-17 531           a
3 Jab Harry Met Sejal 04-Aug-17 577           a
4 Toilet-Ek Prem Katha 11-Aug-17 1,350        a a
5 Bareilly  Ki Barfi 18-Aug-17 340           a a
6 Baadshaho 01-Sep-17 665           a a
7 Shubh Mangal Saavdhan 01-Sep-17 419           a a a
8 Judwaa 2 29-Sep-17 1,333        a a
9 Secret Superstar 20-Oct-17 596           a

10 Golmaal Again 20-Oct-17 2,045        a a
11 Tumhari Sulu 17-Nov-17 330           a
12 Fukrey Returns 08-Dec-17 746           a
13 Tiger Zinda Hain 22-Dec-17 3,280        a
14 Padmaavat 26-Jan-18 2,823        a
15 Padman 09-Feb-18 813           a a
16 Sonu Ke Titu Ki Sweety 23-Feb-18 1,050        a
17 Hichki 23-Feb-18 425           a
18 Raazi 11-May-18 1,205        a
19 Raid 16-Mar-18 1,019        a
20 Baaghi 2 30-Mar-18 1,582        a
21 Parmanu - The Story Of Pokhran 25-May-18 625           a a
22 October 13-Apr-18 369           a
23 102 Not Out 04-May-18 466           a
24 Veere Di Wedding 01-Jun-18 859           a
25 Race 3 15-Jun-18 1,676        a
26 Dhadak (1) 20-Jul-18 716           a

Total count 13             6               1               6               9               

Share in NBOC (%) 54             9               1               19             17             

a Exclusive digital rights a Non-exclusive digital rightsExclusive digital rights

Notes:

(1) Dhadak co-produced by Zee studios is available exclusively on Prime V ideo. Looks like Zee may have opportunistically  sold digital rights to Prime V ideo.
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Exhibit 27: Netflix + Prime Video paying sub is <10% of Zee  
Pay-TV/SVOD subscribers, CY2018/FY2019 (mn) 
 

 

Source: Industry interactions, Kotak Institutional Equities estimates 

 

Exhibit 28: Netflix + Prime Video subscription revenue >= 

Viacom 
Pay-TV/SVOD subscription revenues, CY2018/FY2019 (Rs mn) 

 

Source: Industry interactions, Kotak Institutional Equities estimates 

 

2. Subscription revenue stream that can fund a lot of content. As per our 

estimates, aggregate subscription revenue of Netflix and Prime video would be in the 

range of `9-10 bn in CY2018 (after allocating only 50% of Prime membership fee to 

Prime video as the membership also offers delivery/shopping benefits). At a global 

level, Netflix’s cash spend on content is about 70-75% of revenues. India being a 

priority growth market, Netflix may invest more than this threshold in the initial 

years. However, even if we consider that Netflix India invests only 70-75% of its India 

revenues in content (in line with global operations), it has `4-5 bn at its disposal for 

content. Assuming programming cost of `17.5 mn/hour (almost 4X that of ZEE5), 

Netflix can potentially produce about 20 shows (of 10 hours each) annually from 

India. In our view, all it may need to build a franchise and an aura is 4-5 marquee 

shows. 
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Exhibit 29: Netflix cash spend on content is about 75% of revenues  
 

 

Source: Company, Bloomberg consensus 

 

Exhibit 30: Netflix cash potentially produce 20 original series in India (200 hours of original content)   
 

 

Source: Company, Bloomberg consensus 

3. Technology and data analytics. About 75-80% consumption on Netflix, globally, is 

driven by its recommendation engine. Although content discovery would not matter 

in India given relatively limited local language content, it would give a strong 

competitive advantage in the medium to long term. Another important strength of 

Netflix is its intense obsession with data and using data/insights as a key input for 

content decisions. It shortens the learning curve and can somewhat compensate for 

the lack of adequate understanding of audience preferences in a new market.    

4. Multiple monetization avenues. The scale and opportunity of Amazon’s 

ecommerce business in India can justify and support Prime video’s content 

investments.    
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Our thoughts on monetization strategy of Netflix and Amazon Prime 

While Prime video is a value-proposition in India, Netflix is a premium-offering at `500-

800/month. We note that Netflix strives to be a value-proposition in almost all markets it 

operates in and Reed Hastings on the recent earnings call reiterated the same about India. 

This essentially means that either Netflix would produce a lot of content that justifies its 

price to an Indian viewer or else slash prices at some point if it sees subscriber growth 

slowing. We would not be surprised if Netflix reduces its price point at some point in the 

next 1-2 years. This is likely once Jio achieves some critical scale in the fixed-line broadband 

business. We expect both Amazon Prime and Netflix apps to be available to Jio’s fixed-line 

users through smart set-top boxes. We note that Netflix already has a deal in place with Tata 

Sky and Hathway. Lastly, even after all efforts, if SVOD subscriber growth falls short of 

expectations, Netflix and Amazon prime may contemplate experimenting with the AVOD 

model in India. We note that there is chatter about Netflix and Prime contemplating 

introduction of advertising in some markets at some point in the foreseeable future.       

 Jio— Jio’s platform-play ambition is well-known. The company is in the process of 

stitching together all its offerings - telecom (wireless + fixed-line)—media—retail 

(ecommerce + offline retail). We note that it is augmenting its content capabilities 

through a stake purchase in (1) Balaji Telefilms (25% stake acquired for `4.1 bn), (2) Eros 

international (5% stake acquired for US$47  bn), and (3) acquired 1% from Viacom in 

Viacom18 (51:49 JV between RIL and Viacom Inc after this transaction of 1%) to gain 

operating control of Viacom18. We note that RIL owns TV18 group that operates 45-50 

channels spanning a portfolio of English, Hindi and regional news and Viacom18’s 

portfolio of entertainment channels. 

At the scale at which it operates and the opportunity size that it is eyeing, it can justify 

and support any investment in content and can economically outspend others. To put it 

in perspective, we expect `12-15 bn of cash investments over the next 18 months in OTT 

originals (excluding sports and movie rights) in India. This number builds in a modest 

investment from Jio given the lack of visibility even though technically Jio could have the 

lion’s share in content investments. Jio’s flexibility to bundle offerings to offer a value-

proposition is unparalleled in India.   

Lastly, about 55-60% of India’s overall OTT traffic and 65-70% of OTT consumption on 

mobile is supported by Jio’s telecom network. Its share will increase further following the 

launch of its fixed-line broadband offering. We note that at present, Jio pays broadcasters 

and content producers for content available on JioTV and JioCinema. We would not be 

surprised if it demands some revenue share or carriage in future if some of these OTTs 

start garnering sizeable advertising revenue. It is worth noting that RIL is a savvy and 

tough negotiator in B2B deals; we are hearing that Jio would soon be one too.  
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Exhibit 31: About 55% of total digital video traffic (wireless+fixed-line) is supported by Jio's network 
 

 

Source: Kotak Institutional Equities estimates 

 Hotstar— Hotstar’s early investments are reaping rewards as visible from key metrics that 

are far ahead of its local competitors. It has made its mark and earned respect having 

handled large volumes of concurrent live streaming during IPL; very few platforms in the 

world can achieve this feat. Buoyed by this success and Disney parentage, Hotstar has all 

the ingredients to be the leading OTT platform among professional content OTT 

platforms (i.e. excluding YouTube and Facebook) in terms of total watch time.  

Our earlier hypothesis was that Hotstar may not invest in original entertainment content 

in the near term in view of its heavy commitment towards sports. However, we believe its 

investment appetite may increase under Disney. We note that the company recently 

appointed a new head of original entertainment content production. In our view, Hotstar 

is best-positioned among broadcaster-led platforms to be able to attract a strategic 

investment that can further strengthen its positioning and lead. We note that Hotstar’s 

current CEO is on his way out to join Facebook as its India head.    

 YouTube and Facebook. Even as these players do not attract a lot of attention in the 

OTT discussion, they are as serious players in the game as anyone else irrespective of lack 

of professional content. It is worth noting that YouTube is the largest entertainment 

channel in terms of reach and ad revenues, well ahead of Star Plus. Further, its daily reach 

in the top 8-10 cities is not far behind that of the Hindi GEC genre. YouTube has recently 

signed A.R. Rahman for an original show and we expect Facebook to take a plunge in 

content sooner than later. We note that Facebook was one of the top bidders for the 

digital rights of IPL. Key strengths of these players are (1) unparalleled MAUs and DAUs in 

India, (2) evolved recommendation engine driving solid engagement, (3) digital sales force 

already clocking more than US$200 mn+ and US$100mn+ of digital video advertising 

respectively (CY2017).       
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Exhibit 32: YouTube India’s daily reach is higher than Star Plus 
Daily reach of YouTube India and Hindi GECs, Aug 2018 (mn) 

 

Source: Kotak Institutional Equities estimates 
 

Exhibit 33: YouTube India to surpass Star Plus in ad revenues   
Ad revenues of YouTube and Hindi GECs, CY2018/FY2019 (Rs mn) 

 

Source: Kotak Institutional Equities estimates 

 

 Other players—We expect Voot, Eros Now and Alt Balaji to eventually integrate/fully 

align with Jio in view of Jio’s ownership in these entities. Sony Liv and Sun NXT do not 

seem to have adequate focus and strategy in place to compete with the big boys. ZEE5 is 

lagging but has the mettle to succeed; we expect it to strengthen its positioning either 

through consolidation with other broadcaster-led platforms or partnering with players 

with complementary strengths.      

Exhibit 34: We expect consolidation in the number of apps 
 

 

Source: Kotak Institutional Equities  
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10-Year Anniversary of the Business Owner Fund 

 
The Aha Moment 
 
Recently, I was asked by a fellow value investor when I had my “Aha Moment”.  
 
I thought it was a great question and a good place to start a memo at the 10th 
anniversary of the Business Owner Fund.  
 
In my case, the logic of value investing - a share is a part ownership in a business, the 
metaphor of Mr. Market, and the concept of Margin of Safety - hit me like a bolt of 
lightning as opposed to slowly dawning on me. The question implies it is the same for all 
value investors. I suspect that is true. 
 
Lightning struck in my case one morning in the early 2000s in a nondescript office in one 
of the skyscraper’s punctuating Frankfurt’s skyline. At the time, I was a telecom’s analyst 
at DZ Bank. In the debris of the Dot Com crash, I had started tentatively investing in 
companies listed on the Neuer Markt (Germany’s now-defunct Nasdaq clone) in 
collaboration with my two roommates, Vidar Kalvoy and Wolfgang Specht. The former 
Neuer Markt darlings had fallen so much in value that many were trading at discounts to 
the net cash they carried on their balance sheets.  
 
On this morning, Vidar came bouncing into our office excitedly carrying Benjamin 
Graham’s “The Intelligent Investor”. He opened the book at Chapter 5 of the first (and 
best) edition, in which Graham describes the speculative boom in new issues that 
preceded the Great Crash of 1929, then read out the following sentence: 
 
“Some of these issues may prove excellent buys – a few years later, when nobody wants 
them and they can be had at a small fraction of their true worth.” 
 
This sentence blew me away. I was amazed that a book written over 50 years earlier, 
prior even to the mass adoption of the telephone, could so precisely describe what I was 
seeing in the Internet economy of the new millennium. I was hooked on value investing 
and have been ever since. It is not an exaggeration to say this sentence changed my life. 
 
The prospect of the ten-year anniversary of Business Owner prompted me to think about 
how I have developed since those first forays into investing after the Dot Com crash. I 
see three main phases, though there is, of course, a certain overlap between them.  
 
Phase 1: The Great Price Stage 
 
The first was a quantitative, almost mechanistic, phase in those early years. I bought 
shares in companies based on the discount to the net cash and other liquid assets they 
carried on their balance sheets. Share prices were rock-bottom, so there was no shortage 
of this type of opportunity. 
 
There was nothing wrong with this approach while the opportunities lasted, and it 
produced excellent results. However, when the panic subsided a year or so later and I 
looked back on how my investments had done, I noticed a funny thing.  
 
Although the discount to liquidation value had disappeared in virtually all cases, the 
dispersion in investment outcomes was huge. Where the company had little in the way of 
a viable business model, the share price only converged, could only converge, to the net 
asset value. Where the company had a decent business, the share price expanded 
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significantly beyond the asset value. As operating earnings recovered, the market 
attached a value to the operating business in addition to the net cash. In the former case 
the companies’ share prices rarely did better than double and it one case, sadly, end up 
at zero as it turned out that the company in question had overstated the value of its 
inventory. In the latter case, the companies’ share prices went up many times over. 
 
Oddly enough, I preferred the multi-baggers to the doubles/zero, so I tried to figure out 
what I should do differently to identify the multi-baggers a priori. It turned out the size of 
the discount to asset value made virtually no difference at all. 
 
Phase 2: The Great Business Stage 
 
What did make a difference was how good the business was. This realisation ushered in 
the second phase where I paid far greater attention to building an understanding of a 
company’s business and competitive advantage in addition to simply looking for a large 
discount to asset value or a low earnings’ multiple.  
 
It helped that in 2004 I moved from Frankfurt to Switzerland to work for a fund that 
followed an activist strategy of buying large stakes in listed companies and looking to 
shake them up. As these stakes were, by definition, illiquid, any new investment was 
preceded by months of detailed analysis of the company and its market. It had to be as if 
we missed something it was likely to be impossible to sell the stake, at least not without 
realising a substantial loss. This was a great apprenticeship, and I am grateful to my 
former colleagues, Peter Wick, in particular, for what I learnt at this time. 
 
Reading the investing classics also played an important role. In order of importance, the 
ones with the greatest impact were: Warren Buffett’s letters, Philip Fisher’s “Common 
Stocks and Uncommon Profits,” and Michael Porter’s “Competitive Advantage”.  
 
Phase 3: The Great Manager Stage 
 
In the third phase, I started paying more attention to the character of the people in 
addition to the business and the price.  
 
This stage took me by far the longest to complete.  
 
The journey began in the Autumn of 2006. I had started RV Capital in August, and, whilst 
it was always my ambition to run a fund, I did not have enough capital to launch one. 
Instead, I offered business analysis to hedge funds, companies and family offices – 
basically anyone. I was hustling to secure my independence. My first client was Norman 
Rentrop, a publisher and value investor in Bonn. We struck a deal that I would put 
together a portfolio of investment ideas, jointly decide which ones to invest in, and share 
any profits. That Autumn, we sat down together to discuss my best ideas.  
 
One company immediately caught Norman’s eye as its largest shareholder was well 
known in the region…as a crook. I was mortified that I made such a poor 
recommendation to the first client of my fledgling business. Worse, it was not so much 
the result of an oversight as that I had not even thought to investigate the people.  
 
Safe to say, the experience left such a strong impression that an assessment of people 
became one of the first steps of my research process thereafter. In fact, when my fund 
started two years later, I called it Business Owner, reflecting not only that I saw myself 
as a part owner of the businesses I invested in, but that I sought to align myself with 
companies that had long-term and rational owners, ideally the manager.  
 
The journey was nowhere near complete though. 
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After Business Owner started, I had a strong appreciation for the managers I invested in, 
but they were not central to my investment hypotheses. My goal was primarily to avoid 
the bad guys. Having satisfied myself this was the case, price and business quality drove 
the investment decision.  
 
I only changed my mind on this several years later when I, again, noticed a funny thing 
when I looked back on past investments.  
 
Fortunately, most of my investments had worked out reasonably well – by focussing on 
business quality I avoided the complete investment disasters that occasionally marred 
my earlier investing career – but a handful of my investments had worked out 
spectacularly well. When I dived deeper into why, I saw that it was generally due to 
factors that I had not specifically forecast at the initiation of the investment, such as an 
opportunistic acquisition, a product launch, or a new market. It became clear to me that 
no matter how deeply I studied a company, ultimately, I only saw the tip of the iceberg. 
The prime determinant of an investment outcome was below the waterline, out of sight. 
 
As someone who prided himself on being a thorough and diligent analyst, it was a painful 
and humbling realisation that my company analyses may, in fact, not be all that good. 
But it freed me to recognise a far more important truth: 
 
If the key determinant of an investment outcome is what I do not see, the most 
important thing is to invest in managers I trust.  
 
I have found time and again that the surprises with managers I trust are generally 
positive, whereas those with managers I do not are nearly always negative.  
Today, I only feel motivated to do the hard miles and build an understanding of an 
investment case if I get a visceral sense that the company’s manager is someone I could 
deeply admire. Invariably, this is someone for the whom the company constitutes his or 
her life’s work or has the potential to be.  
 
I described why I think people are the key factor in my 2015 letter and held a talk on the 
same topic at Bob Miles’ Value Investing Conference in Omaha in 2017. 
 
Geographic Expansion of Investment Universe 
 
Parallel to developing my thinking on how to invest, I was also developing my thinking on 
where to invest.  
 
My first investments were in the Neuer Markt, i.e. in a specific segment of a specific 
country. After I moved to Switzerland, I became a generalist with a brief to find 
investment opportunities in any sector, but still within Germany, a single country. When I 
started RV Capital in 2006, I continued to focus on the German-speaking countries. Thus, 
when I started Business Owner in 2008, most companies I had ever analysed were 
smaller caps from Germany and to a less extent Switzerland and Austria. Logically 
enough, the portfolio at inception was made up of companies from this universe. The 
perception and, for that matter, the reality was that I was a German small-cap specialist. 
 
Right from the get-go though, it was my intention to invest anywhere. This was partly 
because I was curious about what was happening in the broader world; partly because I 
thought I would have to move beyond Germany’s borders at some point if I wanted to 
continue to learn; and partly because, as a fully paid-up generalist, I thought, the 
broader my universe, the more insightful my company analysis would be. Accordingly, 
my first fact sheet in October 2009 contained the following sentence: 
 
“The fund invests worldwide in order to maximize the opportunity set.” 
 

Guest user
Highlight

Guest user
Highlight

Guest user
Highlight

Guest user
Highlight

Guest user
Highlight

Guest user
Highlight



 
 

4 

However, out of the top 10 companies in the portfolio that October, just one – a 3% 
position in American Express – was outside the German-speaking countries.  
 
A few years later, Georg Stolberg – one of my earlier investors and not one to hold back 
a critical opinion – complained that I was saying one thing and doing another. Wounded, 
I made the following radical change to the factsheet: 
 
“The fund can invest worldwide to maximize the opportunity set.” 
 
The reality is that, whilst I always intended to invest globally, it takes time to build up a 
mental database of companies. I set about doing just that. I travelled extensively in the 
US (yielding several investments); made my first trip to India in 2008 (described in my 
2009 letter, yet to yield an investment); my first trip to China in 2012 (described in my 
2012 letter, yielding an investment in Baidu); and have visited at least one new country 
a year. Today, just one investment in the fund is in Germany with the remainder of the 
portfolio coming from as far-flung places as New Zealand and South Africa. 
 
It’s time to resurrect the original version of the fact sheet. 
 
The increasingly diverse nature of the portfolio no doubt raised eyebrows. Some people 
probably thought I had completely left the reservation when I invested in Baidu, a 
Chinese Internet company, in 2012. I understand the scepticism as, after all, where is 
the “edge” of a German small-cap specialist in a country as big and “foreign” as China?  
 
The edge is the ability to compare opportunities in the Chinese Internet with, say, old 
economy companies in Germany. Successful investing is ultimately about calculating 
opportunity cost, i.e. weighing one opportunity against another. The more diverse the set 
of opportunities, the easier it is to spot disparities.  
 
The drawback with this approach is that a sector specialist at a large firm can analyse a 
higher number of opportunities in the Chinese Internet than I, a generalist, could.  
 
So, which is better: “Narrow then Broad” or “Broad then Narrow”?  
 
As always with investing, the road less travelled is likely to be the more lucrative one. 
Large teams and specialisation are the rule in the asset management industry whereas 
the one-man show is the exception. Even if the one-man show were to become the norm 
tomorrow, or at least more prevalent, I have a ten-year head-start in building out my 
mental database. I intend to maintain the lead. 
 
Business Owner and the Financial Crisis 
 
The Business Owner Fund started on 30 September 2008, two weeks after the collapse of 
Lehman Brothers. It was near the peak of the Financial Crisis although share prices 
would not bottom until March of the following year. This could not be known at the time. 
 
I am sometimes asked whether it was difficult to invest in this period – after all, in 
October, my first month as a proud manager of a new fund, the fund was down 8% - a 
monthly loss that many seasoned fund managers probably had not recorded in their 
entire careers up until that point! 
 
The truth is that I found this period the simplest of the last 10 years. I was a fully paid-
up value investor by this point and had deeply understood and internalised Ben Graham’s 
metaphor of the stock market as “Mr Market,” a manic-depressive who buys and sells 
wildly based on his mood swings.  
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Mass panic-selling is anticipated by the value investing philosophy and fitted my 
understanding of the world perfectly. Experiencing the Dot Com crash almost ten years 
prior no doubt helped as well. What made less sense to me was why other value 
investors seemed so disorientated. To be clear, I did not understand what was happening 
at a macro level any better than the next person, but I was pretty sure nobody else did 
either. As such, it was clear that share prices were being moved by dark thoughts and 
fear as opposed to sober analysis. In any case, if the world really was going to end, as 
many people thought, what was there to lose by buying a few shares? 
 
When the dust settled after the Financial Crisis, it became increasingly clear that changes 
were afoot in the global economy that were far more structural and longer-lasting in 
nature than the Financial Crisis. In contrast to the panic around the Financial Crisis, a big 
one-time, structural change in the economy is not well anticipated by the value investing 
philosophy. Value investing advocates staying within your circle of competence, as 
opposed to embracing the new. As a result, these changes left me feeling disorientated 
and in denial. Whereas in the financial crisis, my understanding of the world was better 
adapted to reality than the layperson’s, now the tables were turned. 
 
The changes I am referring to are, of course, those wrought by the Internet. 
 
Expansion of Investment Universe into “Tech” 
 
Grasping the opportunities and risks catalysed by the Internet, and more pertinently, 
converting those insights into investment actions was the single most difficult transition I 
made as an investor over the last ten years. 
 
To the layperson, this most likely sounds absurd. Bill Gates wrote his famous memo “The 
Internet Tidal Wave” in 1995. By the late 90s, I was regularly and enthusiastically 
shopping on Amazon. Google had its IPO in 2004. Hindsight is a wonderful thing, but by 
the start of the second decade of the new Millennium, the idea that the Internet was re-
ordering the economy was not – how should I put it? –a Nobel-Prize-Worthy insight. 
 
So why did I struggle so much? The companies that were driving this revolution and its 
key beneficiaries were what are described, in my view inaccurately, as “Tech” companies 
(I will come back to why this term is a mischaracterisation). “Tech” has historically been 
a sector that value investors perceived as out-of-bounds, off-piste, or in value investing 
speak “outside the circle of competence”. In Chapter 6 of “The Intelligent Investor,” Ben 
Graham writes sceptically about “growth companies” and investor’s “judgement as to the 
future”. Warren Buffett built his unparalleled track record by investing in simple, 
unchanging businesses and eschewing Tech stocks until recently. His approach was most 
spectacularly vindicated when he dodged the Dot Com debacle. 
 
In fact, I consider the above to be an unfair characterisation of both Graham and Buffett. 
As an investor, you can only invest in the world as it is. Graham was aware of the 
benefits of a growing company, as a quote from the same chapter shows: 
 
“The stock of a growing company, if purchasable at a suitable price, is obviously 
preferable to others.” (My emphasis) 
 
It just so happened, he found better opportunities elsewhere. Similarly, Buffett’s capital 
allocation decisions in the 90s, including avoiding Internet companies, were spot-on.  
 
Irrespective of what Graham and Buffett did or did not think, my perception, in fact, the 
perception was that “Tech” stocks were outside of a value investor’s circle of 
competence. Battling with this conviction was the growing body of empirical evidence 
that the older companies on the receiving end of the disruptive forces unleashed by the 
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Internet were increasingly looking like roadkill. The disruptors, by contrast, had 
spectacular unit economics and virtually unlimited runways for growth. 
 
I finally woke up and smelt the coffee in 2012, four years after the start of Business 
Owner, when I bought Google and shortly afterwards Baidu. By year-end 2013, my 
“Tech” allocation through these two companies was 21% of the fund.  
 
Today, Google and “the FAANG trade” are viewed, perhaps fairly, as the ultimate 
consensus trade. As I hope this narrative shows, my decision to buy Google in 2012 felt 
like a rebellion. Buying a mega-cap, US “Tech” company was not the script a “German 
small-cap specialist” was supposed to follow. 
 
Although I am proud of the decision to buy Google – not because of the subsequent 
return, but because of the philosophical shift it heralded – the truth is I did not go far 
enough. I should have had a higher allocation to “Tech” and I should have ventured 
beyond a blue chip like Google towards some of the second-line Internet companies. I 
salivate to think what Business Owner’s performance would have been if I had directed 
my search for passionate entrepreneurs to the tech sector from 2012 onwards. It would 
have surfaced exactly the right opportunities. I know hindsight is a fine thing, but I 
repeat: that the Internet was giving rise to wonderful new businesses was not a 
controversial idea by then. I could have and should have done better. 
 
It is a trivial error, but I think the single biggest reason that I did not have a far higher 
allocation to the Internet was one of nomenclature. “Tech” was the wrong term to 
describe companies such as Amazon, which was disrupting retail, Facebook, which was 
disrupting media, and the hundreds of smaller companies disrupting their own respective 
markets. The problem with the term is that it creates the impression that these 
companies are somehow one part of the economy, separate to the rest, whereas, in fact, 
they were becoming the fabric of the economy as a whole.  
 
The error of nomenclature had the consequence that I dared not go beyond a 21% 
allocation. I did not want to be overexposed to a single “sector,” a sentiment reinforced 
by the fact that the “Tech” has the connotation of risky and exotic.  
 
A more productive way to think about “Tech” businesses is as “viable” businesses. Yes, 
this is also a mischaracterisation - not every business started prior to the Internet age is 
unviable, nor is every Internet-age business immune to disruption – but it is a nudge to 
be more open to them and removes the idea that they are just one segment of the 
economy, that can be easily dismissed as “too difficult”. Who would not want to invest in 
viable as opposed to unviable businesses? 
 
The error of nomenclature was not the only one that held me back from going all-in on 
the opportunities catalysed by the Internet. I was too hung up on paying a lowish 
multiple for a business (a hangover from my earliest days as a net cash investor). Most 
of the best businesses had little in the way of current earnings as their investments ran 
through the income statement in the form of R&D and customer acquisition cost. This 
made them appear expensive when they were, in fact, anything but. I describe my shift 
away from “low multiple orthodoxy” in my H1 2015 letter. 
 
I was also too focused on the width of the moat – why wouldn’t I be as I was only 
investing in “unchanging businesses”? - and not sufficiently focussed on whether the 
moat was growing. After all, in an eternal race to earn economic profits, the relative 
speed of the competitors is more important than the distance between them. I wrote 
extensively about the importance of the direction rather than the width of a moat in my 
2016 letter in a section titled “Moat vs. Innovation”. 
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#1 Most Significant Investment 
 
I am fortunate to have had several successful investments over the last 10 years. My 
definition of significant goes beyond a simple calculation of the financial return though, 
although it, of course, includes that. A significant investment is one that helped me 
become a better investor. 
 
The most significant investment from both a financial and educational perspective is 
Grenke, our small-ticket IT leasing company. Grenke has been in the portfolio since day 
one and constituted 32% of the portfolio at inception. I wonder how many other funds 
had a third of their portfolio in a financial company two weeks after Lehman’s collapse. 
 
Grenke is significant in financial terms. Excluding dividends, the share price is up almost 
15x. This is only part of the story though. Like all contrarians, I felt drawn to financials 
during the financial crisis as they were in the eye of the storm. Fortunately, I was so 
enthusiastic about Grenke that I never considered for a moment investing in a bank or 
insurance company, many of which turned out to be value traps. A full calculation of the 
financial return should include losses avoided as well as profits earned. 
 
More important than the financial return were the lessons Grenke taught me or 
reinforced. It strengthened my conviction that it is better to put a large part of the fund’s 
capital in a single company I know well rather than several companies I know less well, 
supposedly to lower risk in the name of diversification. Most importantly, Grenke served 
as a template for future investments. It has a passionate entrepreneur, an obvious 
competitive advantage, a huge market opportunity, and a willingness to make the 
investments necessary to realise it. Whenever I have ventured into a new country I have 
simply looked for companies that remind of Grenke – not in terms of business model, but 
in terms of these attributes. Whenever I found one, I immediately felt at home. 
 
#2 Most Significant Investment 
 
The second most significant investment is Google, described in my 2012 letter. Google 
broadened my horizons towards the companies which are driving economic growth and 
will constitute the bulk of the global economy in the future. It’s impossible to imagine any 
investment strategy that will work in the long-term that ignores them. 
 
#3 Most Significant Investment 
 
The third most significant investment is Credit Acceptance, our subprime auto lending 
company described in my 2014 letter. To use boxing terminology: pound-for-pound, it is 
the greatest company I have so far come across. There are better businesses than Credit 
Acceptance – Google, for one – but what makes it so exceptional is how unpromising the 
market is. Auto lending is intensely competitive with thousands of players. There is 
apparently little opportunity for differentiation. Auto Dealers, its customers, are 
untrusting, skilled at negotiating, and highly motivated.  
 
Out of an almost impossible situation, Credit Acceptance has built a profitable and 
growing business by convincing dealers to forego profits today to get a cheque several 
years in the future. Better still, Credit Acceptance has built the business in a way that 
aligns the interests of the car buyer, the dealer and itself, the lender. Everyone wins. 
 
Credit Acceptance also has one of the strongest cultures and most thoughtful leaders I 
have come across (the two are connected). Learning about its culture through my 
discussions with Brett and his colleagues was one of the highlights of the last ten years.  
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Hall of Shame 
 
Halls of shame are generally associated with poor purchase decisions. Whilst I had my 
fair share of disasters prior to the start of the fund, the last 10 years have been blissfully 
disaster-free, a state of affairs that will not persist forever.  
 
The absence of disaster is perhaps due to me becoming a more accomplished investor, 
but above all, it is a result of having the responsibility of managing other people’s 
money. It instils a far higher sense of duty in me than managing just my own money.  
 
The absence of disaster is also a function of having a concentrated strategy. In a 
diversified portfolio, it is a legitimate strategy to put part of the capital in companies that 
have a similar probability of going to zero as to going up 10x. The occasional zero is part 
of the calculation. Such a bet is inappropriate to a concentrated portfolio as there may 
not be enough iterations to allow the statistical probabilities to play out. 
 
When I think of mistakes, there are of course those of omission, but they are too 
numerous to list here, and in any case, it is difficult to say at which point enough work 
has been performed on an idea for it to qualify as a mistake of omission as opposed to 
simply a missed opportunity. 
 
The topic of mistakes calls to mind, principally, my sell decisions. Some of these were 
truly awful. To pick just two, Hermle, a wonderful machine builder in Southern Germany 
is up 6x since I first sold. Bechtle, an IT Systems House, also in Southern Germany, is up 
almost 3x. Both have also paid dividends, in the case of Hermle more than my initial 
capital outlay. I love both companies and miss not being a part owner. Oh yes – and 
there is WashTec. It is up 7x from when I first sold, thanks, in no small part, to the 
heroic efforts of my friend Jens Grosse-Allermann. 
 
Not all sell decisions were poor. I correctly spotted flaws in my initial investment 
hypotheses in companies such as Hornbach, Novo Nordisk, Hawesko and Baidu and am 
glad I acted decisively as soon as that became clear. Furthermore, if I had never sold 
anything, it would not have been possible to make investments in companies such as 
Google and Credit Acceptance that helped me become a better investor. 
 
Every company that has ever been part of Business Owner continues to do reasonably 
well and, in some cases, spectacularly well. If companies fell off a cliff or the CEO 
absconded with the cash after I sold them, it would not affect the financial returns of the 
fund, but it would give me pause as to whether I really knew what I was doing. 
 
The single most critical question I receive from my investors at my annual investor 
meeting and elsewhere is whether I should not be more open to selling, especially when 
the multiple expands to a point that no longer seems consistent with a value investment.  
 
If I look back on my sell decisions, I am forced to conclude that I have not always lived 
up to the standard of a long-term owner that I set myself, at least in the cases of Hermle 
and Bechtle. My admonitions to be a long-term owner are perhaps directed primarily at 
myself as opposed to the outside world.  
 
From a financial perspective, my sell decisions demonstrate that whilst it is correct to sell 
when a flaw in the investment case becomes apparent, it is often not when the valuation 
appears rich. In all but the broadest strokes, the future is unknown and unknowable. 
Where I know the company and its people well and, crucially, trust them, the surprises 
have normally been positive. What appeared at the time to be a high valuation, was not. 
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The Past 
 
Business Owner started on 30 September 2008 with six investors including me and €10m 
capital. The annualised return has been 21%. The investor base has grown steadily over 
time rather than follow a hockey stick distribution characteristic of most successful funds. 
There have been virtually no redemptions. My best guess is that the majority of investors 
have done better than 21% p.a. A fortunate few missed the original start date and 
instead invested at €89.35 on 31 December 2008. When I need help timing the market, I 
defer to their judgement. 
 
The Present 
 
Today, there are 84 investors in the fund and €221m assets under management (“AUM”). 
I know all my investors personally and enjoy their company. I see most of them at least 
once a year, so they can hear from me directly where their money is and why it is there. 
For the less sophisticated, this is as important as the returns. The fund feels like a club. 
 
A disadvantage of being a one-man show is that it is inherently unscalable - I can only 
serve a minuscule fraction of all investors. I do not intend to become a multi-man show, 
so the fund will remain a club. By encouraging a new generation of independent fund 
managers to emulate my example, I hope the idea of the independent fund manager 
scales even if AUM does not. My best shot at growing AUM is through performance.   
 
The Future 
 
My story demonstrates that one key activity has driven my development: making 
investments, learning from them, improving, then repeating. At crucial moments, this 
meant jettisoning deeply held convictions, such as an exclusive focus on price, the 
primacy of moat over people, and the avoidance of “Tech” companies.  
 
To have a chance of replicating the past decade’s performance in the new decade, the 
implication is that I will again, at a few crucial moments, have to jettison beliefs that 
today seem incontrovertible. By definition, I cannot know what these are. If I did, I 
would have already got rid of them.  
 
What this means is that virtually every aspect of how I invest is negotiable.  
 
The only non-negotiables are Ben Graham’s three core tenets of value investing – a stock 
is a part ownership of a business, Mr Market, and pay less than a business is worth – and 
a fourth tenet: only invest in people I like and trust.  
 
Everything else is fair game: if bonds ever have a real return of 15%, expect me to ditch 
equities; if slow-growing companies ever appear more attractively priced than fast-
growing ones, expect me to ditch compounders; if investment outcomes ever appear less 
certain, expect me to become less concentrated. 
 
These comments are partly directed at my investors – I do not want anyone to be 
disappointed if they think they are signing up for one thing and get another. One scolding 
from Georg is quite enough for an investing lifetime.  
 
Primarily though, they are directed at me. If there is one sure path to mediocrity, it is 
sitting back and collecting the royalties off prior years’ hits. If I salivate to think about 
the opportunities in second-line Internet companies five years ago, the spittle is 
presumably accumulating in everyone else’s mouth too. That accumulation of spittle is an 
indicator the approach may not work in the next five years. 
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It’s almost certain I will not be able to replicate the performance of the last 10 years. The 
fund benefitted from a favourable starting point, the collapse in interest rates (from 
which I doubly benefitted given that I increasingly shifted the portfolio to companies with 
longer duration of cash flow), and the fact that my competitors were most likely too 
focussed on the present state and valuations of companies as opposed to how things 
might look in the future. None of these factors will benefit the fund in the next ten years. 
 
On the other hand, I note that the fund’s performance in the last 5 years, at 24% p.a., is 
better than the first 5 years’ 18% p.a. despite a less favourable starting point. It is 
possible to change and to improve.  
 
Difficult, not impossible. 
 
To Emerging Managers 
 
If you have made it to page 10 of this memo, I am guessing you dream of managing 
your own fund - my investors dream of feeling sufficiently secure about their money that 
they do not need to read 10-page memos. 
 
I hope my story serves as an inspiration to go off and start a fund and not feel bound by 
current conventions. For more concrete thoughts on what this means, I recommend the 
five-year memo.  
 
Do not be put off by talk about market valuations and record bull markets. The course of 
the stock market is neither known nor knowable. The best time to start serving other 
people, if you know what you are doing, is today. 
 
At the close on 30 September 2008, the S&P 500 was going to fall 42% before bottoming 
on 9 March 2009. Starting before the market almost halves is every newly-minted fund 
manager’s worst nightmare. From today’s vantage point, it did not matter. In fact, I am 
glad I did not start on 10 March 2009. If you want to be a great sailor, you do not want 
to miss the opportunity of a lifetime to test your skills against such an epic storm. 
 
If you are starting today, my advice is to be fully invested, but only to hold the 
companies you would own if you knew the economy was on the brink of collapse. 
Incidentally, this is the correct way to invest all the time. 
 
Final words 
 
I was drawn to investing as it seemed to offer an easy path to riches – tot up the net 
cash on the balance sheet, invest at the widest available discount, return to the beach. 
 
What keeps me in investing is that it offers a difficult path to riches. Finding the best 
investment is a puzzle that can never be solved as the market relentlessly grinds away 
inefficiencies whenever and wherever they arise. As a result, any advantage can, by 
definition, only be temporary. The only way to maintain a lead is through constant 
learning and constant questioning of previous certainties.  
 
For this reason, I feel reasonably confident that in ten years’ time, if it comes down to 
factors I can control, there will be a 20-Year Memo. 
 
Best regards, 
 

 
Meggen, 4 October 2018 
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Memo to: Oaktree Clients 

 

From:  Howard Marks 

 

Re:  The Seven Worst Words in the World 

 

 

 

I have a new book coming out next week titled Mastering the Market Cycle: Getting the Odds on 

Your Side.  It’s not a book about financial history or economics, and it isn’t highly technical: there 

are almost no numbers in it.  Rather, the goal of the book, as with my memos, is to share how I think, 

this time on the subject of cycles.  As you know, it’s my strong view that, while they may not know 

what lies ahead, investors can enhance their likelihood of success if they base their actions on a sense 

for where the market stands in its cycle. 

 

The ideas that run through the book are best captured by an observation attributed to Mark 

Twain: “History doesn’t repeat itself, but it does rhyme.”  While the details of market cycles 

(such as their timing, amplitude and speed of fluctuations) differ from one to the next, as do their 

particular causes and effects, there are certain themes that prove relevant in cycle after cycle.  The 

following paragraph from the book serves to illustrate: 

 

The themes that provide warning signals in every boom/bust are the general ones: 

that excessive optimism is a dangerous thing; that risk aversion is an essential 

ingredient for the market to be safe; and that overly generous capital markets 

ultimately lead to unwise financing, and thus to danger for participants. 

 

An important ingredient in investment success consists of recognizing when the elements mentioned 

above make for unwise behavior on the part of market participants, elevated asset prices and high 

risk, and when the opposite is true.  We should cut our risk when trends in these things render the 

market precarious, and we should turn more aggressive when the reverse is true. 

 

One of the memos I’m happiest about having written is The Race to the Bottom from February 2007.  

It started with my view that investment markets are an auction house where the item that’s up for sale 

goes to the person who bids the most (that is, who’s willing to accept the least for his or her money).  

In investing, the opportunity to buy an asset or make a loan goes to the person who’s willing to 

pay the highest price, and that means accepting the lowest expected return and shouldering the 

most risk.   

 

 Like any other auction, when potential buyers are scarce and don’t have much money or are 

reluctant to part with the money they have, the things on sale will go begging and the prices 

paid will be low.   

 But when there are many would-be buyers and they have a lot of money and are eager to put 

it to work, the bidding will be heated and the prices paid will be high.  When that’s the case, 

buyers won’t get much for their money: all else being equal, prospective returns will be low 

and risk will be high.   

 

Thus the idea for this memo came from the seven worst words in the investment world: “too 

much money chasing too few deals.” 
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In 2005-06, Oaktree adopted a highly defensive posture.  We sold lots of assets; liquidated larger 

distressed debt funds and replaced them with smaller ones; avoided the high yield bonds of the most 

highly levered LBOs; and generally raised our standards for the investments we would make.  

Importantly, whereas the size of our distressed debt funds historically had ranged up to $2 billion or 

so, in early 2007 we announced the formation of a fund to be held in reserve until a special buying 

opportunity materialized.  Its committed capital eventually reached nearly $11 billion.   

 

What caused us to turn so negative on the environment?  The economy was doing quite well.  Stocks 

weren’t particularly overpriced.  And I can assure you we had no idea that sub-prime mortgages and 

sub-prime mortgage backed securities would go bad in huge numbers, bringing on the Global 

Financial Crisis.  Rather, the reason was simple: with the Fed having cut interest rates in order to 

prevent problems, investors were too eager to deploy capital in risky but hopefully higher-returning 

assets.  Thus almost every day we saw deals being done that we felt wouldn’t be doable in a market 

marked by appropriate levels of caution, discipline, skepticism and risk aversion.  As Warren Buffett 

says, “the less prudence with which others conduct their affairs, the greater the prudence with which 

we should conduct our own affairs.”  Thus the imprudent deals that were getting done in 2005-06 

were reason enough for us to increase our caution. 

 

  

The Current Environment 

 

What are the elements that have created the current investment environment?  In my view, they’re 

these: 

 

 In order to counter the contractionary effects of the Crisis, the world’s central banks flooded 

their economies with liquidity and made credit available at artificially low interest rates.   

 This caused the yields on investments at the safer end of the risk/return continuum to range 

from historically low in the United States to negative (and near zero) in Europe and 

elsewhere.  At least some of the money that in the past would have gone into low-risk 

investments, such as money market instruments, Treasurys and high grade bonds, turned 

elsewhere in search of more suitable returns.  (In the U.S. today, most endowments and 

defined-benefit pension funds require annual returns in the range of 7½-8%.  It’s interesting 

to note that the notion of required returns is much less prevalent among investing institutions 

outside the U.S., and where they do exist, the targets are much lower.) 

 Whereas I thought while it was raging that the pain of the Crisis would cause investors to 

remain highly risk-averse for years – and thus to refuse to provide risk capital – by injecting 

massive liquidity into the economy and lowering interest rates, the Fed limited the losses and 

forced the credit window back open, rekindling investors’ willingness to bear risk.   

 The combination of the need for return and the willingness to bear risk caused large amounts 

of capital to flow to the smaller niche markets for risk assets offering the possibility of high 

returns in a low-return world.  And what are the effects of such flows?  Higher prices, lower 

prospective returns, weaker security structures and increased risk. 

 

In the current financial environment, the number “ten” has taken on particular significance: 

 

 This month marks the tenth anniversary of Lehman Brothers’ bankruptcy filing on 

September 15, 2008, and with it the arrival of the terminal melt-down phase of the Crisis. 
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 Thanks to the response of the Fed and the Treasury to the Crisis, the U.S. has seen roughly 

ten years of artificially low interest rates, quantitative easing and other forms of 

stimulus. 

 The resulting economic recovery in the U.S. has entered its tenth year (and it’s worth 

noting that the longest U.S. recovery on record lasted ten years). 

 The market’s upswing from its low during the Crisis is in its tenth year.  Some people 

define a bull market as a period in which a market rises without experiencing a drop of 20%.  

On August 22, the S&P 500 passed the point at which it had done so for 3,453 days (113 

months), making this the longest bull market in history.  (Some quibble, since the market 

could be said to have risen for 4,494 days in 1987-2000 if you’re willing to overlook a 

decline in 1990 of 19.92% – i.e., not quite 20%.  I don’t think the precise answer on this 

subject matters.  What we can say for sure is that stocks have risen for a long time.) 

  

What are the implications of these events?  I think they’re these: 

 

 Enough time has passed for the trauma of the Crisis to have worn off; memories of 

those terrible times to have grown dim; and the reasons for stringent credit standards 

to have receded into the past.  My friend Arthur Segel was head of TA Associates Realty 

and now teaches real estate at Harvard Business School.  Here’s how he recently put it: “I tell 

my students real estate has ten-year cycles, but luckily bankers have five-year memories.” 

 Investors have had plenty of time to get used to monetary stimulus and reliance on the Fed to 

inject liquidity to support economic activity. 

 While there certainly is no hard-and-fast rule that limits economic recoveries to ten years, it 

seems reasonable to assume based on history that the odds are against a ten-year-old recovery 

continuing much longer.  (On the other hand, since the current recovery has been the slowest 

since World War II, it’s reasonable to believe there haven’t been the usual excesses that 

require correcting, bringing the recovery to an end.  And some observers feel that in the 

period ahead, a proactive or politicized Fed might well return to cutting interest rates – or at 

least stop raising them – if weakness materializes in the economy or the stock market.) 

 Finally, it’s worth noting that nobody who entered the market in nearly ten years has 

experienced a bear market or even a really bad year, or seen dips that didn’t correct 

quickly.  Thus newly minted investment managers haven’t had a chance to learn 

firsthand about the importance of risk aversion, and they haven’t been tested in times 

of economic slowness, prolonged market declines, rising defaults or scarce capital. 

 

For the reasons described above, I feel the requirements have been fulfilled for a frothy market as set 

forth in the citation from my new book on this memo’s first page.   

 

 Investors may not feel optimistic, but because the returns available on low-risk investments 

are so low, they’ve been forced to undertake optimistic-type actions. 

 Likewise, in order to achieve acceptable results in the low-return world described above, 

many investors have had to abandon their usual risk aversion and move out the risk curve. 

 As a result of the above two factors, capital markets have become very accommodating. 

 

Do you disagree with these conclusions?  If so, you might not care to read further.  But these are my 

conclusions, and they’re the reason for this memo at this time. 
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*            *            * 

 

 

In memos and presentations over the last 14 months, I’ve made reference to some specific aspects of 

the investment environment.  These have included: 

 

 the FAANG companies (Facebook, Amazon, Apple, Netflix and Google/Alphabet), whose 

stock prices incorporated lofty expectations for future growth;  

 corporate credit, where the amounts outstanding were increasing, debt ratios were rising, 

covenants were disappearing, and yield spreads were shrinking; 

 emerging market debt, where yields were below those on U.S. high yield bonds for only the 

third time in history; 

 SoftBank, which was organizing a $100 billion fund for technology investment; 

 private equity, which was able to raise more capital than at any other time in history; and 

 cryptocurrencies led by Bitcoin, which appreciated by 1,400% in 2017. 

 

I didn’t cite these things to criticize them or to blow the whistle on something amiss.  Rather I did so 

because phenomena like these tell me the market is being driven by: 

 

 optimism, 

 trust in the future, 

 faith in investments and investment managers, 

 a low level of skepticism, and 

 risk tolerance, not risk aversion. 

 

In short, attributes like these don’t make for a positive climate for returns and safety.  

Assuming you have the requisite capital and nerve, the big and relatively easy money in investing is 

made when prices are low, pessimism is widespread and investors are fleeing from risk.  The above 

factors tell me this is not such a time. 

 

 

A Case In Point: Direct Lending 

 

In the years immediately following the Crisis, the banks – which remained traumatized and in many 

cases were marked by low capital ratios – were reluctant to do much lending.  Thus a few bright 

credit investors began to organize funds to engage in “direct lending” or “private lending.”  With the 

banks hamstrung by regulations and limited capital, non-bank entities could be selective in choosing 

their borrowers and could insist on high interest rates, low leverage ratios and strong asset protection. 

 

Not all investors participated in the early days of 2010-11.  But many more got with the program in 

later years, after private lending had caught on and more managers had organized direct-lending 

funds to accommodate them.  As the Wall Street Journal wrote on August 13: 

 

The influx of money has led to intense competition for borrowers.  On bigger loans, 

that has driven rates closer to banks’ and led to a loosening of credit terms.  For 

smaller loans, “I don’t think it could become any more borrower friendly than it is 

today,” said Kent Brown, who advises mid-sized companies on debt at investment 

bank Capstone Headwaters. 
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The market is poised to grow as behemoths and smaller outfits angle for more action. 

. . .  Overall, firms completed fundraising on 322 funds dedicated to this type of 

lending between 2013 and 2017, with 71 from firms that had never raised one 

before, according to data-provider Preqin.  That compares with 85 funds, including 

19 first-timers, in the previous five years.  (Emphasis added) 

 

And what about the quality of the loans being made?  The Journal goes on: 

 

Companies often turn to direct lenders because they don’t meet banks’ criteria.  A 

borrower may have a one-time blip in its cash flows, have a lot of debt or operate in 

an out-of-favor sector. . . . 

 

Direct loans are typically floating-rate, meaning they earn more in a rising-rate 

environment.  But borrowers accustomed to low rates may be unprepared for a jump 

in interest costs on what is often a big pile of debt.  That risk, combined with the 

increasingly lenient terms and the relative inexperience of some direct lenders, could 

become a bigger issue in a downturn. 

 

Observations like these tempt me to apply what I consider the #1 investment adage: “What the 

wise man does in the beginning, the fool does in the end.”  It seems obvious that direct lending is 

taking place today in a more competitive environment.  More people are lending more money today, 

and they’re likely to compete for opportunities to lend by lowering their standards and easing their 

terms.  That makes this form of lending less attractive than it used to be, all else being equal.   

 

Has direct lending reached the point at which it’s wrong to do?  Nothing in the investment world is a 

good idea or a bad idea per se.  It all depends on when it’s being done, and at what price and 

terms, and whether the person doing it has enough skill to take advantage of the mistakes of 

others, or so little skill that he or she is the one committing the mistakes. 

 

At the present time, the managers raising and investing large funds are showing the most growth.  

But in the eventual economic correction, they may be shown to have pursued asset growth and 

management fees over the ability to be selective regarding the credits they backed.   

 

Lending standards and credit skills are seldom tested in positive times like we’ve been enjoying.  

That’s what Warren Buffett had in mind when he said, “It’s only when the tide goes out that you 

learn who has been swimming naked.”  Skillful, disciplined, careful lenders are likely to get 

through the next recession and credit crunch.  Less-skilled managers may not. 

 

 

Signs of the Times 

 

Unfortunately, there is no single reliable gauge that one can look to for an indication of whether 

market participants’ behavior at a point in time is prudent or imprudent.  All we can do is assemble 

anecdotal evidence and try to draw the correct inferences from it.  Here are a few observations 

regarding the current environment (all relating to the U.S. unless stated otherwise): 
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Debt levels: 

 

 “One remarkable feature of the past decade is that between 2007 and 2017, the ratio of global 

debt to GDP jumped from 179 per cent to 217 per cent, according to the Bank for 

International Settlements.”  (Financial Times) 

 “In the last year Congress has passed a gargantuan tax cut and spending increase that, 

according to Deutsche Bank, represents the largest stimulus to the economy outside of a 

recession since the 1960s.  It sets the federal debt, already the highest relative to GDP since 

the 1940s, on an even steeper trajectory [and] stimulates an economy already at or above full 

employment which could fuel inflation . . .”  (Wall Street Journal)  

 “Debt levels crept up as central banks suppressed [interest rates], with the proportion of 

global highly-leveraged companies – those with a debt-to-earnings ratio of five times or 

greater – hitting 37 percent in 2017 compared with 32 percent in 2007, according to S&P 

Global Ratings.”  (Bloomberg) 

 The debt of U.S. non-financial corporations as a percent of GDP has returned to its Crisis 

level and is near a post-World War II high.  (New York Times) 

 Total leveraged debt outstanding (high yield bonds and leveraged loans) is now $2.5 trillion, 

exactly double the amount in 2007.  Leveraged loans have risen from $500 billion in 2008 to 

almost $1.1 trillion today.  (S&P Global Market Intelligence) 

 Most of this growth has been in levered loans, not high yield bonds.  Whereas the amount of 

high yield bonds outstanding is roughly unchanged from the end of 2013, leveraged loans are 

up $400 billion.  In the process, we think the risk level has risen in loans while remaining 

stable in high yield bonds.  These trends in loans are due in large part to strong demand from 

new Collateralized Loan Obligations and other investors seeking floating-rate returns. 

 “Some $104.6 billion of new [leveraged] loans were made in May, according to Moody’s 

Investors Service, topping a previous record of $91.4 billion set in January 2017, and the pre-

crisis high of $81.8 billion in November 2007.”  (Barron’s) 

 BBB-rated bonds – the lowest investment grade category – now stand at $1.4 trillion in the 

U.S. and constitute the largest component of the investment grade universe (roughly 47% in 

both the U.S. and Europe, up from 35% and 19%, respectively, ten years ago).  (IMF, NYT) 

 The amount of CCC-rated debt outstanding currently stands 65% above the record set in the 

last cycle.  (It is, however, down 10% from the peak in 2015, thanks primarily to reduced 

issuance of CCCs; numerous defaults of energy-related CCCs; and strong demand – largely 

from CLOs – for first lien loans rated B-, which otherwise might have been unsecured CCC 

bonds.)  (Credit Suisse) 

 

Quality of debt: 

 

 The average debt multiple of EBITDA on large corporate loans is just above the previous 

high set in 2007; the average multiple on large LBO loans is just below the 2007 high; and 

the average multiple on middle market loans is at a clear all-time high.  (S&P GMI) 

 $375 billion of covenant-lite loans were issued in 2017 (75% of total leveraged loan 

issuance), up from $97 billion (and 29% of total issuance) in 2007.  (S&P GMI) 

 BB-rated high yield bonds are now coming to market with the looser covenants common in 

investment grade bonds.   

 More than 30% of LBO loans (and more than 50% of M&A loans) incorporate “EBITDA 

adjustments” these days, versus roughly 7% and 25%, respectively, ten years ago.  A mid-
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teens percentage of LBO loans include adjustments of more than 0.5x EBITDA, as opposed 

to a few percent ten years ago.  (S&P GMI) 

 Loans to raise money for stock buybacks or dividends to equity owners are back to pre-Crisis 

levels.  (S&P GMI) 

 The all-in yield spread on BB/BB- institutional loans is down to 200-250 basis points, as 

opposed to roughly 300-400 bps in late 2007/early 2008.  Spreads on B+/B loans also have 

narrowed by 100-150 bps.  (S&P GMI) 

 

Other observations: 

 

 At the beginning of 2018, 2,296 private equity funds were in fund-raising mode, seeking 

$744 billion of equity capital.  (FT)  These are all-time highs.   

 As of June, SoftBank had been able to raise $93 billion of the $100 billion it sought for its 

Vision Fund for technology investments, and it was trying to raise $5 billion of the remainder 

from an incentive scheme for its employees.  Lacking capital, the employee pool would 

borrow it from SoftBank, which in turn hoped to borrow it from Japanese banks.  (FT) 

 Challenged to bid for deals against SoftBank’s huge firepower, other venture capital funds 

are expanding in response.   They’re seeking capital in much greater amounts than they 

invested in the past, and investors – attracted by the returns being reported by the best funds – 

are eager to supply it.  Of course this onslaught of money is bound to have a deleterious 

impact on future returns.    

 “According to Crunchbase, there have been 268 [venture capital] mega-rounds ($100 million 

rounds), invested during the first seven months of this year, almost equal to a record of 273 

mega-rounds for the entire year of 2017.  And during the month of July alone, there were 50 

financing deals totaling $15 billion, which is a new monthly high.”  (The Robin Report) 

 From 2005 to 2015, the oil fracking industry increased its net debt by 300 percent, even 

though, according to Jim Chanos, from mid-2012 to mid-2017 the 60 biggest fracking firms 

had negative cash flow of $9 billion per quarter.  “Interest expenses increased at half the rate 

debt did because interest rates kept falling,” said a Columbia University fellow.  (NYT)  

 Student debt has more than doubled since the Crisis, to $1.5 trillion, and the delinquency rate 

has risen from 7½% to 11%.  (NYT) 

 Personal loans are surging, too.  The amount outstanding reached $180 billion in the first 

quarter, up 18%.  “Fintech companies originated 36% of total personal loans in 2017 

compared with less than 1% in 2010, Chicago-based TransUnion said.”  (Bloomberg) 

 Emerging market countries have been able to issue vast amounts of debt, much of it 

repayable in dollars and euros to which they have only limited access.  “According to the 

Bank for International Settlements, . . . the total amount of dollar-based loans [worldwide] 

has jumped from $5.8 trillion in the first quarter of 2009 to $11.4 trillion today.  Of that, $3.7 

trillion has gone to emerging markets, more than doubling in that period.”  (NYT) 

 In a relatively minor but extreme example, yield-hungry Japanese investors poured several 

billion dollars into so-called “double-decker” funds that invested in Turkish assets and/or 

swapped into wrappers denominated in high-yielding (but depreciating) Turkish lira.  (FT) 

 

Moving on from the general to the specific, I’ve asked Oaktree’s investment professionals, as I did at 

the time of The Race to the Bottom, for their nominees for imprudent deals they’ve seen.  Here’s the 

evidence they provided of a heated capital market and a strong appetite for risk, with their 

commentary in quotes in a few cases.  (Since my son Andrew often reminds me of Warren Buffett’s 

admonition, “praise by name, criticize by category,” I won’t identify the companies involved.) 
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 Capital equipment company A issued debt to finance its acquisition by a private equity fund.  

“While we thought the initial price talk was far too tight, the deal was oversubscribed and 

upsized, and the pricing was tightened by 25 bps.  Final terms were highly aggressive with 

covenant-lite structure, uncapped adjustments to EBITDA, and a large debt incurrence 

capacity.”  The company missed expectations in the first two quarters after issuance, in 

reaction to which the first lien loan traded down by as much as five points and the high yield 

bonds traded down by as much as 15. 
 The European market isn’t insulated from the trend toward generosity.  Company B is a good 

services company, albeit with exposure to cyclical end-markets; is smaller than its peers; has 

lower margins, higher leverage and limited cash-generation ability; and went through a 

restructuring a few years ago.  Nevertheless, on the back of adjusted EBITDA equal to 150% 

of its reported figure, the company was able to issue seven-year bonds paying just over 5%.   

 Energy product company C recently went public.  Despite a retained deficit of $2.4 billion 

and an S-1 stating “we have incurred significant losses in the past and do not expect to be 

profitable for the foreseeable future,” its shares were oversubscribed at the IPO price and are 

now selling 67% higher.  One equity analyst says that’s a reasonable valuation, since it’s 5x 

estimated 2020 revenues.  Another has a target price 25% below the current price, although 

to get to that valuation the analyst assumes the company will be able to expand its gross 

margin by 30% a year for the next 12 years and be valued at 6x EBITDA in 2030.   

 Over the last two years, company D has spent an amount on buybacks equal to 85% of a 

year’s EBITDA.  In part because of the buybacks, the company now has much more debt 

than it did two years ago.  In contrast to the last two years, we estimate that in the seven 

preceding years, it spent only one-tenth as much on buybacks as in the last two years, at an 

average purchase price 85% below the more recent average. 

 A buyout fund just bought company E, a terrific company, for 15x EBITDA, a very high 

“headline figure.”  The price is based on adjusted EBITDA which is 125% of reported 

EBITDA; thus the transaction price equates to 19x reported EBITDA.  Stated leverage is 7x 

adjusted EBITDA, meaning 9x reported EBITDA.  “We aren’t saying this will wind up being 

a bad deal.  Just saying that IF this ends up being a bad deal, no one will be surprised.  

Everyone will say, with the benefit of hindsight, ‘they paid way too much and put way too 

much debt on the balance sheet, and it was doomed out of the gate.’ ” 

 Company F earns substantial EBITDA, but 60% comes from a single unreliable customer, 

and its growth is constrained by geography.  We arrived at a price where we thought it would 

constitute a good investment for us.  But the owners wanted twice as much . . . and they got it 

from a buyout fund.  “We are generally seeing financial sponsors being very aggressive, 

pricing to perfection with very little room for error, on the back of very liberal lending 

practices by banks and non-traditional lenders.  We all know how this will end.” 

 A year ago, a buyout fund financed the acquisition of company G by one of its portfolio 

companies with 100% debt and took out a dividend for itself.  The deal was marketed with an 

adjusted EBITDA figure that was 190% of the company’s reported EBITDA.  Based on the 

adjusted figure, total leverage was more than 7x, and based on the reported figure it was 

13.5x.  The bonds are now trading above par, and the yield spread to worst on the first lien 

notes is below 250 bps. 

 Company H is a good, growing company that we were ready to exit, and our bankers sent out 

100 “teasers.”  We received 35 indications of interest: three from strategic buyers and 32 

from financial sponsors.  “The strategic buyers offered the lowest valuations; it’s always a 

big warning sign when financial sponsors with no hope of synergies are offering prices much 
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higher than strategics.”  We received four purchase offers from buyout funds, one with the 

price left blank.  We ended up selling at 14x EBITDA, with total leverage of more than 7x. 

 In 2017, investors bought over $10 billion of debt from Argentine and Turkish local-

currency-earning corporates that now trades, on average, 500 bps wider than at issuance (e.g., 

at an 11% yield today versus 6% at issue). 

 The high point in emerging market debt (or was it the low point?) was Argentina’s ability in 

June 2017 to issue $2.75 billion of oversubscribed 100-year bonds despite a financial history 

marked by crises in 1980, 1982, 1984, 1987, 1989 and 2001.  The bond was priced at 90 for a 

yield of 7.92%.  Now it’s trading at 75, implying a mark-down of 17% in 16 months.  

 

Of particular note, David Rosenberg, Oaktree’s co-portfolio manager for U.S. high yield bonds, 

provides an example of post-Crisis restraints being loosened.  The government’s Leverage Lending 

Guidelines, “introduced in 2013 to curb excessive risk-taking, capped leverage at 6x – subject to 

certain conditions – and contributed to less aggressive dealmaking [sic] among regulated banks. . . .”  

Now the head of the Office of the Comptroller of the Currency has indicated, “it’s up to the banks to 

decide what level of risk they are comfortable with in leveraged lending. . . .”  Here’s what the OCC 

head said on the subject: “What we are telling banks is you have capital and expected loss models 

and so if you are reserving sufficient capital against expected losses, then you should be able to make 

that decision.”  (The quotes above are from Debtwire.)  And here’s my response: how did that work 

out last time?   

 

David goes on: “Not surprisingly, bankers have told me they are now testing the waters with 7.5x 

levered LBOs.  A banker recently told me that for the first time since 2007, he has been in a 

credit review and heard the credit deputy rationalize approving a risky deal because it is a 

small part of a larger portfolio so they can afford for it to go wrong, and if they pass on the deal 

they will lose market share to their competitors.”  That sounds an awful lot like “if the music’s 

playing, you’ve gotta dance.”  I repeat: how’d that work out last time? 

 

The bottom-line question is simple: does the sum of the above evidence suggest today’s market 

participants are guarded or optimistic?  Skeptical or accepting of easy solutions?  Insisting on 

safety or afraid of missing out?  Prudent or imprudent?  Risk-averse or risk-tolerant?  To me, 

the answer in each case favors the latter, meaning the implications are clear. 

 

 

*            *            * 

 

 

Before closing, I want to share my view that equities are priced high but (other than a few specific 

groups, such as technology and social media) not extremely high – especially relative to other asset 

classes – and are unlikely to be the principal source of trouble for the financial markets.  I find the 

position of equities today similar to that in 2005-06, from which they played little or no role in 

precipitating the Crisis.  (Of course, that didn’t exempt equity investors from pain; they were hit 

nevertheless with declines of more than 50%.) 

 

Instead of equities, the main building blocks for the Crisis of 2007-08 were sub-prime mortgage 

backed securities, other structured and levered investment products fashioned from debt, and 

derivatives, all examples of financial engineering.  In other words, not securities and debt instruments 

themselves, but the uses to which they were put. 
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This time around, it’s mainly public and private debt that’s the subject of highly increased popularity, 

the hunt by investors for return without commensurate risk, and the aggressive behavior described 

above.  Thus it appears to be debt instruments that will be found at ground zero when things next go 

wrong.  As often, Grant’s Interest Rate Observer puts it well: 

 

Naturally, the lowest interest rates in 3,000 years have made their mark on the way 

people lend and borrow.  Corporate credit, as [Wells Fargo Securities analyst David] 

Preston observes, is “lower-rated and higher-levered.  This is true of investment-

grade corporate debt.  This is true in the loan market.  This is true in private credit.” 

 

So corporate debt is a soft spot, perhaps the soft spot of the cycle.  It is vulnerable not 

in spite of, but because of, resurgent prosperity.  The greater the prosperity (and the 

lower the interest rates), the weaker the vigilance.  It’s the vigilance deficit that 

crystalizes the errors that lead to a crisis of confidence.   

 

Conditions overall aren’t nearly as bad as they were in 2007, when banks were levered 32-to-1; 

highly levered investment products were being invented (and swallowed) daily; and financial 

institutions were investing heavily in investment vehicles built out of sub-prime mortgages totally 

lacking in substance.  Thus I’m not describing a credit bubble or predicting a resulting crash.  

But I do think this is the kind of environment – marked by too much money chasing too few deals – 

in which investors should emphasize caution over aggressiveness. 

 

On the other hand – and in investing there’s always another hand – there is little reason to 

think today’s risky behavior will result in defaults and losses until we see serious economic 

weakness.  And there’s certainly no reason to think weakness will arrive anytime soon.  The 

economy, growing but relatively free of excesses, feels right now like it could go on a good bit 

longer.   

 

But on the third hand, the possible effects of economic overstimulation, increasing inflation, 

contractionary monetary policy, rising interest rates, rising corporate debt service burdens, 

soaring government deficits and escalating trade disputes do create uncertainty.  And so it goes. 

 

 

*            *            * 

 

 

Being alert for the ability of others to issue flimsy securities and execute fly-by-night schemes is 

a big part of what I call “taking the temperature of the market.”  By also incorporating 

awareness of historically high valuations and euphoric investor attitudes, taking the temperature can 

give us a sense for whether a market is elevated in its cycle and it’s time for increased defensiveness. 

 

This process can give you a sense that the stage is being set for losses, although certainly not when or 

to what extent a downturn will occur.  Remember that The Race to the Bottom, which in retrospect 

seems to have been correct and timely, was written in February 2007, whereas the real pain of the 

Global Financial Crisis didn’t set in until September 2008.  Thus there were 19 months when, 

according to the old saying, “being too far ahead of one’s time was indistinguishable from being 

wrong.”  In investing we may have a sense for what’s going to happen, but we never know when.  
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Thus the best we can do is turn cautious when the situation becomes precarious.  We never 

know for sure when – or even whether – “precarious” is going to turn into “collapse.” 

 

To close, I’m going to recycle two of the final paragraphs of The Race to the Bottom.  Doing so 

permits me to provide an excellent example of history’s tendency to rhyme: 

 

Today’s financial market conditions are easily summed up:  There’s a global glut of 

liquidity, minimal interest in traditional investments, little apparent concern about 

risk, and skimpy prospective returns everywhere.  Thus, as the price for accessing 

returns that are potentially adequate (but lower than those promised in the past), 

investors are readily accepting significant risk in the form of heightened leverage, 

untested derivatives and weak deal structures. . . . 

 

This memo can be recapped simply: there’s a race to the bottom going on, reflecting a 

widespread reduction in the level of prudence on the part of investors and capital 

providers.  No one can prove at this point that those who participate will be punished, 

or that their long-run performance won’t exceed that of the naysayers.  But that is the 

usual pattern. 

 

It’s now eleven years later, but I can’t improve on that. 

 

I’m absolutely not saying people shouldn’t invest today, or shouldn’t invest in debt.  Oaktree’s 

mantra recently has been, and continues to be, “move forward, but with caution.”  The outlook is not 

so bad, and asset prices are not so high, that one should be in cash or near-cash.  The penalty in terms 

of likely opportunity cost is just too great to justify being out of the markets.  

 

But for me, the import of all the above is that investors should favor strategies, managers and 

approaches that emphasize limiting losses in declines above ensuring full participation in gains.  

You simply can’t have it both ways.   

 

Just about everything in the investment world can be done either aggressively or defensively.  

In my view, market conditions make this a time for caution. 

 

 

September 26, 2018© 20
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Correlation watch and Mike Pence
Verbier
The US stock market has begun to decline significantly following the recent fall in the US 
government bond market through key technical levels discussed here last week (see GREED & fear –
Generational change?, 5 October 2018). Still the negative correlation between the two remains. The 
S&P500 declined by 3.3% on Wednesday, the biggest fall in eight months (see Figure 1). While the 
10-year Treasury bond yield rose to as high as 3.26% on Tuesday and has since declined to 3.16%. If 
this trend finally breaks, in terms of stocks and bonds declining together in price terms, it will be bad 
news for the “risk parity” trade and the numerous mechanistic quantitative investment strategies 
based around some variation of risk parity. 

Figure 1
S&P500 and US 10-year Treasury bond yield

Source: Bloomberg

Meanwhile, it is obvious that events of late have not been moving in the direction of GREED & fear’s 
base case, namely that Donald Trump will, sooner or later, turn on a dime and do a trade deal with 
China. There have been two negative developments over the past week. The first is a clause in the 
new trade deal agreed last week between America, Canada and Mexico that states that if any of the 
three intends to commence trade negotiations with a “non-market economy” then they need to give 
three-month notice to the others. The aim is clearly to limit the ability of Canada or Mexico to do 
separate trade deals with China. 

The second development concerns the high profile speech made by Vice President Mike Pence on 4
October which amounts to a full frontal attack on China covering not only the trade issue but China 
military escalation and alleged China interference in American domestic politics with Pence stating: 
“What the Russians are doing pales in comparison to what China is doing across this country”.  
Pence also raised the Taiwan issue saying that “Taiwan’s embrace of democracy shows a better path 
for all the Chinese people”, while he called on Google to end immediately development of a Chinese 
search platform, known as “Dragonfly”, that “will strengthen Communist Party censorship and 
compromise the privacy of Chinese customers”.

The Pence speech adds an ideological dimension to the trade war agenda being openly promoted by 
US Trade Representative Robert Lighthizer and his accomplice White House National Trade Council 
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Director Peter Navarro. The above mentioned clause in the new NAFTA deal, now formally known 
as the United States-Mexico-Canada Agreement or USMCA, bears the stamp of Lighthizer and 
seems part of a strategy to unite the rest of the world against China trade practices. For this reason 
more progress can probably be expected on trade with Europe, as well as with Japan. On this point, 
Trump and Shinzo Abe just met in late September, while EU Trade Commissioner Cecilia Malmström 
said last Friday that trade experts from both sides will hold discussions “later this month” and that 
she will meet with Lighthizer at the end of November.  

The trade warriors in Washington are also allied with the national security hawks where they are not 
one and the same. Their combined agenda includes both targeting China as a threat to American 
hegemony in the world both militarily and economically, and disrupting corporate America’s supply 
lines in China built up over a period of 20 years and more. Their agenda presumably also involves 
keeping Trump busy on doing trade deals and declaring “wins” with other trade partners while 
keeping the pressure on China in an attempt to isolate it. This is also presumably viewed by the 
Donald as a vote winning strategy in the mid-term elections in November and the president’s recent 
public pronouncements suggest he is becoming more confident again about the outcome of the 
November polls. The hope here is that the Brett Kavanaugh nomination issue has energised the 
Republican base to turn out.

Still another point to consider is what GREED & fear would view as the Achilles heel of the Lighthizer 
strategy, which seems to view China as more vulnerable economically than in GREED & fear’s view it 
actually is. In this respect, a bit of a history lesson is in order. Lighthizer, who is now 71 years old, 
was the Deputy US Trade Representative between 12 April 1983 and 16 August 1985 during the 
Ronald Reagan administration. At that time he was one of the trade warriors targeting Washington’s 
then prevailing obsession with Japan’s huge trade surplus with America (see Figure 2). He also 
shared the national security hawks’ obsession then that Japan’s economic success threatened 
American global hegemony, an obsession highlighted by such books as “Japan as Number One”
published by Ezra Vogel back in 1979. 

Figure 2
US trade deficit by country, 1985

Source: CLSA, US Census Bureau

This obsession, and resulting pressure from the likes of Lighthizer, led to efforts at international 
economic diplomacy culminating in the Plaza Accord in September 1985 and the Louvre Accord in 
February 1987, which had the practical effect of causing Japan to ease monetary policy aggressively. 
This stimulated domestic asset prices dramatically culminating in the collapse of the Bubble 
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Economy when the Bank of Japan commenced tightening from 1989 on. The trigger for Japan’s epic 
bear market was when then BoJ Governor Yasushi Mieno on Christmas Day 1989 raised the 
discount rate by 50bp to 4.25%, just eight days after he took over the BoJ. The discount rate was 
then raised by a further 175bp in the first eight months of 1990 to 6% (see Figure 3).

Figure 3
Bank of Japan official discount rate during 1980s and 1990s

Source: Bank of Japan

GREED & fear records all of the above because the danger is that Lighthizer and his ilk actually think 
their policies triggered the resulting financial implosion in Japan and the removal of any threat from 
Japan, if there ever was one, to American hegemony - whereas in GREED & fear’s view Japan’s 
vulnerabilities were primarily domestic in nature. Anyone interested in the details is recommended 
to read GREED & fear’s book on the subject (The Bubble Economy: Japan's Extraordinary Speculative 
Boom of the '80s and the Dramatic Bust of the '90s, Atlantic Monthly Press, 1992)!

Figure 4
China private sector fixed asset investment growth 

Note: Year-to-date YoY growth. Source: CLSA, CEIC Data, National Bureau of Statistics

Indeed it should probably be assumed that this is what Lighthizer and those of similar views actually 
do think. This is suggested by continuing references from senior figures inside the Trump 
administration to China’s weakening economy and weakening stock market. Thus White House 
National Economic Council director and former Bear Stearns chief economist, Larry Kudlow, stated 
in August that China’s “business investment is just collapsing”. A chart on Chinese private business 
investment shows it actually bottomed back in 2016 and has been turning up since (see Figure 4). 

0

1

2

3

4

5

6

7

8

9

10

19
78

19
79

19
80

19
81

19
82

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

(%)
Bank of Japan official discount rate during 1980s and 1990s

0

5

10

15

20

25

30

35

Ja
n 

12

A
pr

 1
2

Ju
l 1

2

O
ct

 1
2

Ja
n 

13

A
pr

 1
3

Ju
l 1

3

O
ct

 1
3

Ja
n 

14

A
pr

 1
4

Ju
l 1

4

O
ct

 1
4

Ja
n 

15

A
pr

 1
5

Ju
l 1

5

O
ct

 1
5

Ja
n 

16

A
pr

 1
6

Ju
l 1

6

O
ct

 1
6

Ja
n 

17

A
pr

 1
7

Ju
l 1

7

O
ct

 1
7

Ja
n 

18

A
pr

 1
8

Ju
l 1

8

(%YoY YTD)
China private FAI growth

https://www.clsa.com/member/analysts/?pagename=bios&aname=Christopher%20Wood&redirect=true&search_type=quick
https://www.clsa.com/
https://www.clsa.com/member/search/index.cfm?raqa=&st=st_5&sortby=date&lm=50&rid=10000058


Christopher Wood christopher.wood@clsa.com +852 2600 8516

Thursday, 11 October 2018 Page 4

China’s private sector fixed asset investment rose by 8.7% YoY in the first eight months of 2018, up 
from 2.1% YoY in January-August 2016. 

Still the Donald has been on firmer ground with his references to the weak Chinese stock market 
this year though the point, as previously discussed here (see GREED & fear - Trump and taking a profit, 
27 September 2018), remains that the A share market has been weak primarily because of 
continuing collateral damage from the central government’s deleveraging campaign and not because 
of trade war concerns. And the latest monthly credit data showed no easing in that deleveraging. 
The non-renminbi bank loan components’ share of annualised social financing flows declined to 19% 
in August, down from 32% in 2017 (see Figure 5). While China’s depository corporations’ claims on 
other financial institutions fell by 6% YoY in August, down from a peak growth of 73.7% YoY in 
February 2016 (see Figure 6). 

Figure 5
China social financing outstanding growth and renminbi bank loan growth

Note: Data from 2017 based on new broader PBOC definition which includes asset-backed securities and loan write-offs. Source: CLSA, 
PBOC, CEIC Data

Figure 6
China depository corporations’ claims on other financial institutions  

Source: CLSA, PBOC, CEIC Data

Still, to return to the main point at issue, GREED & fear does not believe that America has the 
leverage over China its trade warriors seem to think it does. This is not to say that China will not be 
hurt in a trade war. There are, for example, an estimated up to 3m people working in the Apple 
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supply chain in China. Still the fundamental point is that China is by now a far more domestic 
demand-driven economy than it used to be. Net exports accounted for 2% of China’s nominal GDP 
last year, down from 8.6% in 2007 (see Figure 7), and contributed a negative 0.7ppt to real GDP 
growth in 1H18 (see Figure 8). By contrast, final consumption (including private and government) 
contributed 5.3ppt to real GDP growth in 1H18. 

Figure 7
China net exports as % of nominal GDP

Source: CLSA, CEIC Data, National Bureau of Statistics

Figure 8
Contribution to China real GDP growth

Source: CLSA, CEIC Data, National Bureau of Statistics

It is also the case that America is not as important an export market as it used to be, accounting for 
only 19% of China’s exports last year, while China’s own domestic market is now almost as big as 
America’s in consumption terms. Retail spending in China was 94% of American retail spending last 
year, up from 14% in 2000 (see Figure 9).

The sheer size of China’s domestic market also raises the issue of the losses to corporate America 
from a trade war with China. This is not just a question of disrupting existing supply lines, since an 
estimated 42% of Chinese exports are exports by foreign funded companies based in China, but also 
potentially being shut out of China’s domestic market. GREED & fear has seen numbers that 
corporate America has US$250bn invested in China, according to consulting and research firm 
Rhodium Group.
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Figure 9
China and US retail sales

Source: CLSA, CEIC Data, China National Bureau of Statistics, US Census Bureau

It is the size of this vast market which creates the potential even now for a deal between the US and 
China on the longstanding contentious issues of market access and intellectual property rights. Still 
GREED & fear has to admit again that the newsflow has not been encouraging of late and it is 
evident that a deal with China will involve Trump having to part company with the trade warriors. 
On that point, Trump said in a TV interview with WREG News Channel 3 on 2 October when asked 
about China: “At the right time, we’ll probably make a deal. But I think it’s too early”. 

There is also a growing danger raised by Pence’s speech that the Trump administration goes too far 
with its rhetoric and, for reasons of “face”, it becomes impossible for Chinese President Xi Jinping to 
make concessions without appearing weak domestically. GREED & fear does not believe that this 
point of no return has quite yet been reached, which means that traditional Chinese pragmatism 
based on reciprocity and mutual interest can still prevail. But it is getting close. Still there is one 
hope raised by the Pence speech. This is that the North Korean precedent will apply since Pence 
made a very hawkish speech on North Korea at the Winter Olympic Games in South Korea on 8 
February. Yet only 17 weeks later the Donald met Kim Jong-un in Singapore on 12 June. GREED & 
fear continues to believe that the North Korean investment story is in play and that Trump wants to 
do a deal, a view also suggested by Secretary of State Mike Pompeo’s latest visit to Pyongyang on 7 
October. But such a deal will again probably involve Trump having to part company with the 
national security hawks. It is also the case that China will support a modernisation of the North 
Korean economy so long as it does not mean unification. 

Meanwhile the Chinese stock market has fallen again this week after last week’s holiday. The 
Shanghai Composite Index and the CSI 300 Index have declined by 8.4% and 9.2% respectively (see 
Figure 10). This raises the issue again of the deleveraging pressure. Domestic fund managers are 
monitoring this in the context of the pledged share ratio as previously discussed here (see GREED & 
fear - Trade and the “mid-terms”, 13 September 2018). The total number of A shares pledged was 
9.8% of total A shares, as of 4 September, which is about the same level as at the end of last year. 
Still this is in the context of a situation where the China Securities Regulatory Commission has 
forbidden since March financial intermediaries, such as securities companies, to sell these pledged 
shares. This has naturally raised concerns among local investors that they will be forced to sell other 
non-pledged shares in what could be termed a potential domino effect.
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Figure 10
China CSI 300 Index

Source: Bloomberg

The wider context here is that listed companies have been forced to seek other ways to raise capital 
because of the deleveraging campaign. For example banks, whose asset growth has declined from 
10.9% YoY to 6.9% YoY over the past year (see Figure 11), are less willing to subscribe to corporate 
bond issues. This is of note given the overhang of maturing bonds, which means there could be 
growing pressure on listed companies to increase their pledged share ratios to fill some of the
financing gap.

Figure 11
China bank asset growth

Source: CLSA, CEIC Data, CBIRC 

This raises the risk of more forced selling in the A share market in coming months despite the 
macroeconomic backdrop of healthy profit growth. Industrial profits rose by 16.2% YoY in the first 
eight months of 2018, though down from 21% YoY in 2017 (see Figure 12). And such forced selling 
can feed into Hong Kong-listed shares via the Stock Connect. Still if this does occur it should be 
remembered that much of this selling is technically driven in the sense of forced selling. 
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Figure 12
China industrial profit growth and PPI inflation

Source: CLSA, CEIC Data, National Bureau of Statistics

Meanwhile the more negative the “trade war” outlook, the more likely China is to ease up further on 
deleveraging. Hence this week’s reserve requirement ratio (RRR) cut. The PBOC announced on 
Sunday to cut the reserve requirement ratio for most banks by 100bp to 14.5% for large banks (see 
Figure 13), effective 15 October, which will result in a net injection of Rmb750bn in cash into the 
banking system after offsetting Rmb450bn of maturing medium-term lending facility loans.

Figure 13
China reserve requirement ratio for large banks

Source: PBOC, Bloomberg

It is also worth re-iterating again that this year’s A share market sell-off is in the context of 
improving bottom-up fundamentals, most particularly in the SOE sector. GREED & fear will cite a few 
statistics here to make the more general point. Profits of listed SOEs rose by 19% YoY in 2Q18,
according to Citic Securities. While the A-share CSI300 Index’s annualised dividend per share rose 
by 11% from 71.8 in 2017 to 79.9 in the twelve months to September, according to Bloomberg. The 
macro data also shows that non-financial SOEs’ profits rose by 20.7% YoY in the first eight months 
of 2018, though down from 23.5% in 2017, according to the Ministry of Finance (see Figure 14).
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Figure 14
China non-financial SOEs profit growth (year-to-date)

Source: CEIC Data, Ministry of Finance

If the improving trend in corporate profitability is clear, it is also the case that the improvement is 
much greater in the SOE sector where supply-side reform has helped many of the biggest SOEs as a 
consequence of the resulting consolidation. In this respect, a policy of owning the best company in 
each sector, when it became clear that supply-side reform was real, would have yielded good returns
for investors and will probably continue to do so. For example, Anhui Conch, Shenhua and Chalco 
have risen by 110%, 74% and 27% respectively in US dollar terms since the beginning of 2016, 
compared with a 21% gain in the MSCI China Index over the same period.

The commitment to reform and improved corporate governance was also the topic of a conference 
held in Beijing in mid-August led by the Chairman of China’s State-owned Assets Supervision and 
Administration Commission (SASAC), Xiao Yaqing. SASAC, which supervises all SOEs, identified 
nearly 400 SOEs that needed market reform before 2020. The deleveraging agenda is part of this
reform process, as well as higher dividend payouts, which is why the aggregate debt-to-asset ratio 
of non-financial SOEs has declined to 64.9% as at the end of August, down from 66.4% in November 
2016, according to the Ministry of Finance (see Figure 15).

Figure 15
China non-financial SOEs: Debt to asset ratio

Source: CEIC Data, Ministry of Finance

-30

-20

-10

0

10

20

30

40

50

Fe
b 

11

Ju
n 

11

O
ct

 1
1

Fe
b 

12

Ju
n 

12

O
ct

 1
2

Fe
b 

13

Ju
n 

13

O
ct

 1
3

Fe
b 

14

Ju
n 

14

O
ct

 1
4

Fe
b 

15

Ju
n 

15

O
ct

 1
5

Fe
b 

16

Ju
n 

16

O
ct

 1
6

Fe
b 

17

Ju
n 

17

O
ct

 1
7

Fe
b 

18

Ju
n 

18

(YTD %YoY) China SOEs profit growth (year-to-date)

64.0

64.5

65.0

65.5

66.0

66.5

67.0

Fe
b 

13

M
ay

 1
3

A
ug

 1
3

N
ov

 1
3

Fe
b 

14

M
ay

 1
4

A
ug

 1
4

N
ov

 1
4

Fe
b 

15

M
ay

 1
5

A
ug

 1
5

N
ov

 1
5

Fe
b 

16

M
ay

 1
6

A
ug

 1
6

N
ov

 1
6

Fe
b 

17

M
ay

 1
7

A
ug

 1
7

N
ov

 1
7

Fe
b 

18

M
ay

 1
8

A
ug

 1
8

(%) China non-financial SOEs: debt to assets ratio

https://www.clsa.com/member/analysts/?pagename=bios&aname=Christopher%20Wood&redirect=true&search_type=quick
https://www.clsa.com/
https://www.clsa.com/member/search/index.cfm?raqa=&st=st_5&sortby=date&lm=50&rid=10000058


Christopher Wood christopher.wood@clsa.com +852 2600 8516

Thursday, 11 October 2018 Page 10

If the SOEs are doing better, as well as being favoured under Xi Jinping’s policies of supply-side 
reform, deleveraging and the squeeze on shadow banking has put more pressure on the private 
sector as has become clear with the rising number of bond defaults. China bond defaults totalled 
Rmb61bn in the first nine months of 2018, according to Reuters. This can also be seen in the 
collapse in earnings growth in China so-called “GEM” or ChiNext board, which comprises mostly
small caps and new economy stocks. Earnings of ChiNext index members declined by 42% YoY in 
1H18, according to Bloomberg.

The above makes clear that Chinese equity portfolios should maintain a balance between “value” 
SOE plays and high growth private sector stocks. It is true that owning the former category exposes
investors to the risk that a particular SOE is required to do national service. But in GREED & fear’s 
view that risk is more than compensated for in many cases by the valuation. But the reality is that in 
Xi Jinping’s China era private sector companies are also vulnerable to this risk since no one is above
the Party. And the more high profile the private sector player the bigger the risk. In this respect, 
Alibaba and Tencent are still trading at 31x and 25x 12-month forward earnings, though down from 
57x and 50x in late January (see Figure 16).

Figure 16
Alibaba and Tencent 12-month forward PE

Source: CLSA evaluator

The other recent development in China, which in GREED & fear’s view is being lost in the current 
noise about trade wars and renewed prediction of a renminbi collapse, is the dramatic implications
of the recently announced reform of the income tax system. In Shanghai recently GREED & fear
found that the stock market has focused almost exclusively on the negative aspect of this reform, 
namely a central government drive to enforce greater compliance from companies in terms of 
funding their employees’ social security payments. The companies are meant to pay 25-30% of an 
employee’s salary towards social security. This is particularly an issue for private sector companies,
which account for 80% of employment, and poses another pressure on their profitability. 

Still from the point of view of the low and middle income groups, it is worth re-iterating again some 
of the benefits from the tax reform previously mentioned here (see GREED & fear - Oil revisited and 
China’s tax cut, 19 July 2018). The government has estimated that the new tax regime will reduce 
the share of the urban workforce actually paying individual income tax to 15%, down from 44%, and 
save up to Rmb320bn for taxpayers. CLSA’s China Reality Research (CRR) strategist Haixu Qiu 
estimates that about 130m will benefit from the tax cut, which will boost middle-class income by 5%
on average (see Figure 17 and CRR report China HQ – New consumption catalyst, 17 July 2018). It is 
also the case that tax reform will allow deductions for spending on more items on top of the existing 

20

25

30

35

40

45

50

55

60

Jan 15 May 15 Sep 15 Jan 16 May 16 Sep 16 Jan 17 May 17 Sep 17 Jan 18 May 18 Sep 18

(x) Alibaba Tencent

https://www.clsa.com/member/analysts/?pagename=bios&aname=Christopher%20Wood&redirect=true&search_type=quick
https://www.clsa.com/
https://www.clsa.com/member/search/index.cfm?raqa=&st=st_5&sortby=date&lm=50&rid=10000058
https://www.clsa.com/member/report/607787176
https://www.clsa.com/member/report/607787176
https://www.clsa.com/member/report/607786920


Christopher Wood christopher.wood@clsa.com +852 2600 8516

Thursday, 11 October 2018 Page 11

deduction for social insurance payments. Examples are child education, elderly care, treatment for 
serious diseases and interest on housing loans.

Figure 17
Boost to income growth by the China personal income tax cut

Source: CRR

To GREED & fear, these reforms are all very sensible and bullish. They also explain why Xi Jinping 
remains extremely popular at the bottom end of the social pyramid. But the people involved in the 
stock market are not part of the mass cohort, and they are being hit by many aspects of the reforms. 
One example is private sector entrepreneurs coming under pressure to pay social security 
contributions for their employees. This is particularly negative for the service sector where more 
than one quarter of the total cost is labour costs, according to CRR. The hope in this respect is that 
the social security tax will be reduced significantly in an announcement expected this quarter by Qiu 
at the 4th session of the 19th Party Congress, due to be held in November or December. 

Figure 18
China number of P2P platforms in operation

Source: Wind, CRR

Another example is that the affluent middle-class have seen the money they lost, or their friends or 
relatives lost, lending to peer-to-peer lending platforms. About Rmb450bn has been vaporised in 
this manner, according to data provider Wind; though GREED & fear heard estimates when recently 
in Shanghai of up to Rmb1tn. Meanwhile, the number of operational P2P platforms is down from 
3,500 in late 2015 to 1,500 (see Figure 18). Another point of negative focus for affluent Chinese has 
been talk of introducing a tax residency requirement of 183 days. This has implications for people 
dividing their employment between, say, Hong Kong and the mainland. Still talk of China introducing 
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global taxation on Chinese citizens, in the way America does, remains for now just talk though it may 
well be the direction Beijing is heading.

The conclusion from all of the above is that there are a lot of reasons for the current negative 
sentiment amongst domestic investors, though they are clearly amplified by the trade issue. But 
investors should not overlook the fundamental improvements in the SOE sector. Meanwhile a 
potential domestic announcement that would lift sentiment this quarter is the anticipated cut in the 
social security tax. 

Contrary to market expectations, the Reserve Bank of India did not raise rates last week, 
maintaining the policy repo rate at 6.5%. So far it has sort of got away with this in the sense that the 
rupee has not collapsed. The rupee has depreciated by 0.4% against the US dollar over the past 
week, while the Indonesian rupiah is up 0.4% (see Figure 19). Still the odds favour further 
depreciation given that the Indian currency is still not cheap on a real effective exchange rate basis 
(see Figure 20) while the oil factor suggests further deterioration in the current account deficit (see 
CLSA research Infofax Daily – Indian rupee: Too soon to look for support by head of economics 
research Eric Fishwick, 11 October 2018).

Figure 19
Indian rupee and Indonesia rupiah against the US dollar 

Source: Bloomberg

Figure 20
India real effective exchange rate

Source: BIS
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With the rupee’s 13.8% year-to-date decline against the US dollar, it is also worth asking the 
question whether the return to a weak currency in India will trigger a wave of inflows into gold as 
historically would have been the case. On the face of it, this is happening with gold imports having 
doubled on a YoY basis in August (see Figure 21). But this data has been magnified by the base 
effect. Gold imports rose by 93% YoY in US dollar terms and 109% in rupee terms in August, but are 
still down 12% YoY in US dollar terms in the first eight months of 2018. It also remains the case that 
Indian millennials prefer financial assets to the jewellery and gold favoured by their parents. 
Demonetisation has also encouraged this change in behaviour. 

Figure 21
India imports of gold

Source: Bloomberg, RBI

For such reasons GREED & fear would advise gold buyers not to draw much comfort from the Indian
data. What gold needs, like Asian and emerging market stocks, is an end to Fed tightening. For now 
this remains nowhere in sight based on last Friday’s US job and wage data. While not spectacular in 
terms of triggering a renewed Fed tightening scare, the data was solid enough to keep Jerome 
Powell on course for the December rate hike. Most importantly, average hourly earnings rose by 
2.8% YoY in September, down from 2.9% YoY in August which was the highest level since May 2009 
(see Figure 22).

Figure 22
US average hourly earnings growth

Source: US Bureau of Labour Statistics
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Meanwhile, it remains the case that higher short and long term rates have to hit the fiscally 
stimulated US economy at some point, as can be seen in the chart below slowing the growing 
amount of interest paid by Americans (see Figure 23). But until more evidence of that is available 
gold will remain under pressure so long as markets assume the continuation of the current status 
quo of monetary tightening and fiscal easing. GREED & fear also remains of the view, outlined in the 
latest Asia Maxima (Crossroads, 4Q18), that once gold broke below the US$1,220 technical level in 
August, the risk became a re-test of the next support level at US$1,050. This was also the negative 
signal given by the gold mining stocks which underperformed gold until mid-September, and are 
now priced at the same level as in 2003 when gold was only US$360/oz (see Figure 24). The NYSE 
Arca Gold BUGS Index has declined by 22.5% year-to-date, compared with a 6.5% decline in gold 
bullion, though encouragingly it has outperformed gold by 9% since mid-September (see Figure 25).

Figure 23
US personal interest payments

Note: Consists of non-mortgage interest paid by households. Source: US Bureau of Economic Analysis

Figure 24
Gold bullion and Gold mining stock index

Source: Bloomberg
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Figure 25
NYSE Arca Gold BUGS Index relative to gold bullion

Source: Bloomberg, CLSA
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