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If GE investors had been told about the recent challenges at 

the company 15 years ago, would any of them have 

believed them to be possible? Investors who invested in GE 

stock 15 years ago have lost more than 40% of their capital 

through the end of October 2018. This compares with a gain 

of over 250% over the same time period in the S&P 500 

index, which tracks the performance of large U.S. stocks. 

What can we learn from the challenges at GE to become 

better investors?

A Br ief  History of  GE

From 1981 until 2001 GE was led by Jack Welch, who served 

as Chairman and CEO of the company. Over that period of 

time the company’s stock produced a total return of over 

21% per year, outperforming the S&P 500 index by over 7% 

per year. An investor who purchased $10,000 worth of stock 

at the beginning of 1981 and reinvested all dividends would 

have stock worth over $540,000 by September 2001, over 

3 times as much as the same initial investment in an index 

fund tracking the S&P 500.

The GE of that era was known for rarely missing a quarterly 

earnings estimate, providing frequent instant gratification to 

the short-term oriented Wall Street analysts. It grew both 

organically and via numerous acquisitions becoming a 

sprawling conglomerate across many different business 

lines. Not only was it perceived to be a household name, 

but it was also considered a superbly managed company 

whose managers were held in very high esteem by other 

companies. The conventional investor view of the time was 

that the stock was the bluest of the blue chips, an 

unstoppable growth machine with a superior culture and an 

attractive portfolio of businesses. 

Jeff Immelt, a GE-insider, took over as CEO in September 

2001, an unfortunate time given that the economy was 

already entering a recession. He inherited a business 
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portfolio with a significant portion in financial businesses 

that employed substantial financial leverage and overall 

produced less than stellar returns on capital. 

Despite Immelt’s efforts to reshape GE’s portfolio, the 

company’s reputation lost a great deal of its luster during 

his tenure. The Great Recession of 2008-2009 hit GE’s 

financial subsidiaries particularly hard, leading to 

precipitous declines in earnings that the company never 

fully recovered from. Overall profits declined between 

2000, the last full year that Jack Welch was CEO, and 2016, 

the last full year when Jeff Immelt occupied that role. The 

high initial expectations embedded in the stock price when 

Immelt took over as CEO, combined with the company’s 

poor performance during his tenure, led to abysmal stock 

returns. An investor who purchased $10,000 worth of GE 

stock when Immelt took over as CEO and reinvested all 

dividends would have stock worth less than $11,000 upon 

his departure, compared to over $33,000 had the same 

amount been invested in an index fund tracking the S&P 

500. The stock underperformed the index by 7% per year.

The board felt that the solution to the challenges facing GE 

was another insider, John Flannery, who took over as CEO 

in August 2017. Flannery appeared to take charge quickly, 

lowering expectations for the company’s profitability and 

announcing a plan to split the company into several pieces. 

Long gone were the days of Jack Welch, when everyone 

blindly accepted that GE’s sprawling conglomerate structure 

was a competitive advantage that led to superior 

managerial culture and shareholder returns.

Unfortunately events moved faster than Flannery was able 

to control them. Key business units continued to disappoint. 

GE’s financial businesses produced unexpected write-offs. 

Expectations set not long ago by management continued to 

be missed. This time the board didn’t wait and acted swiftly, 

replacing John Flannery in October 2018, just over a year 

into his tenure. During Flannery’s short time as CEO, GE’s 

stock produced a loss of over 50%.
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The new CEO, Larry Culp, is the first outsider in recent 

history. He is widely viewed as having successfully led 

Danaher Corp for over a decade, building a strong culture 

that combined acquisitions with organic growth. One of his 

first moves at GE was to reduce the quarterly dividend to a 

nominal 1c level, acknowledging the magnitude of the 

trouble that the company is in.

Invest ing Mistakes Made by GE Investors

1. Over-Extrapolating Past Results into the Future – 

Investors were mesmerized by the high profit growth rates 

produced by GE under Jack Welch and assumed that they 

were sustainable far into the future. They didn’t stop to think 

about how the future might differ from the past.

2. Focusing on the Short-Term – Some investors became 

caught up in Wall Street’s quarterly earnings game where 

success is measured by whether or not the company beats 

the average of analysts’ quarterly estimates. Amazingly, the 

company seemed to almost always exceed analyst earnings 

expectations, reinforcing a perception of management 

acumen and providing investors with an expectation of a 

quick reward.

3. Confusing Conventional with Conservative – Retail 

and institutional investors derived a sense of comfort from 

how well-known and well-regarded the company was. 

Institutional investors further knew that many of their peers 

held GE stock and that it was a large component of 

important benchmarks against which they were measured. 

They thought that their clients would not be as quick to 

blame them were GE’s stock to underperform as they would 

if the poor results were to come from a lesser-known 

company’s stock. It felt safe to be in the middle of the herd. 

Conventional wisdom made GE appear to be a very safe, 

conservative investment. The future turned out to be quite 

different.

4. Ignoring High Embedded Stock Expectations – At the 

end of the Jack Welch era, almost no price appeared to be 

too high to investors, with GE’s stock’s Price to Earnings 
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(P/E) ratio approaching 30x, down from a peak of over 40x 

in 2000. This compares to a P/E ratio of approximately 15x 

that U.S. stocks have been valued at on average since 

World War II. To justify such high valuation the company 

would have to produce profit growth far above that of the 

average company just for the stock to achieve market-level 

returns.

5. Not Understanding the Business Well Enough – 

Conglomerates with many disparate businesses make it 

harder to thoroughly analyze each business unit. Some 

businesses are also inherently tougher to analyze than 

others, and those with opaque assets relying on high levels 

of debt to generate profits are among the hardest to 

properly value. Investors became overconfident by listening 

to management promises and did not grasp how poorly 

they understood the long-term economic characteristics of 

some of the major businesses in GE’s portfolio.

Invest ing Lessons

1. The future can be, and frequently is, different from 

the past. There is evidence that above-average growth 

rates revert to the mean over time. Furthermore, as a 

company becomes larger it is harder for it to achieve the 

same profit growth rates that it generated from a much 

smaller base. Investors also need to guard against adverse 

business developments, such as changes in the competitive 

environment, when assessing a company’s future prospects. 

Studying the past record of a company is good first step, 

but automatically assuming that it is going to be repeated is 

a mistake.

2. Investors should focus on the long-term. Over time 

stock prices tend to converge on the values of the 

underlying companies. As Benjamin Graham famously said, 

“In the short run, the market is a voting machine but in the 

long run, it is a weighing machine.” Investors would be much 

better served attempting to “weigh” each company’s future 

cash flow stream rather than to try to guess quarterly 

earnings.
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3. Real conservative investing focuses on achieving 

safety of principal and an attractive return through 

thorough analysis of both the underlying enterprise and 

the valuation of the stock. It doesn’t matter how well 

known a company is or how safe its stock is perceived to be 

by others. As Warren Buffett has said, “You are neither right 

nor wrong because the crowd disagrees with you. You are 

right because your data and reasoning are right."

4. Valuation is a lens on long-term expectations. On 

average stocks at very high valuation levels have 

underperformed the broad market over time due to the high 

expectations that need to be exceeded to justify above-

average stock performance. That doesn’t mean that 

companies can’t meet or exceed these high expectations, 

but it does mean that the base rate probability (the 

frequency of similar events in the past) is low and that the 

losses should results fail to meet the high bar can be 

substantial.

5. Many businesses are too hard to properly value. 

Some businesses are more predictable than others for 

structural reasons. Conversely, the nature of other 

businesses makes them opaque and susceptible to material 

adverse developments that are hard to predict even with 

thorough analysis. There are many possible investments to 

make, and there is no shame in passing on a particular 

company if it is too unpredictable to properly value. The 

greater error is to be arrogant enough to think that you can 

know the future of even the most challenging business and 

to risk your capital based on that view.

Conclusion

Will the new CEO, Larry Culp, turn GE around? Is now, when 

GE’s stock is out of favor, a good time to invest? The future 

is still being written, and these are difficult questions to 

answer. Perhaps that is the point. One of the best things 

about investing is that you don’t have to answer challenging 

questions, but can instead seek out easier ones. If you think 

you are qualified to assess the future of GE under the 

leadership of a deservedly acclaimed CEO and from a much 
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 Insights

 

Not Learning From Investing History

lower valuation level, then it is something that you should 

thoroughly examine. Certainly the pessimism surrounding 

the company makes it an intriguing investment candidate for 

further study. However, many investors might benefit from 

seeking out easier questions to answer. Investing is all 

about the right balance between confidence and humility, 

and those who know their limits will be rewarded in the 

long-term.

Note: An earlier version of this article was published on 

Forbes.com and can be found here.

 Gary Mishuris

 Investing

 Investment Process, Long-Term Investing, Value Investing
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Kiril Sokoloff Interviews: Stanley Druckenmiller 

Raoul Pal: Hi. I'm Raoul Pal. I'm the CEO of Real Vision. And it's my pleasure to personally 
introduce one of most incredible conversations that I've ever seen or we've ever had on Real Vision, 
and it's led by my good friend Kiril Sokoloff. Kiril is one of the most legendary people in the 
investment research business. You can see by the quality of the guests that he brings to Real Vision 
that his contacts in the finance industry and the wider world are completely unparalleled. And this 
time, Kiril is going to do something extraordinary for us.  

 
In this episode, he's going to interview one of the greatest investors of all time, Stanley 
Druckenmiller. Stan has perhaps the best 30-year track record in money management history.  
 
He's compounded over 30% returns, and he's never had a down year. Over 120 quarters, he's 
only lost money in five. I mean, how is this even possible? How has he managed to make money 
day after day, year after year, decade after decade? That's a question that nobody's ever been 
able to answer. That is, until now.  
  
You see, Stanley Druckenmiller has never given an interview like this before. And in this incredible 
conversation, Stan tells Kiril how he was able to build that track record, how he's operating in this 
new world of distorted price signals, and the opportunities and risks that he says lie ahead. It's a 
truly extraordinary conversation that every investor will want to watch and then return to time and 
time again. There's so much learning in this. So now, in the second episode of our Kiril Sokoloff 
series, please enjoy the full conversation with Stanley Druckenmiller.  
 
Kiril Sokoloff: Stan, it's a great pleasure to have you here.  
 
Stanley Druckenmiller: Great to be here, Kiril. I've enjoyed your work for many, many years, 
so I'm excited about the opportunity.  
 
KS: Thank you. Well, we are too. We've been friends for 25 years. Both of us are very low 
profile people. We avoid publicity. And thank you for trusting me to do this.  
 
What I really want to drill down on is that incredible brain of yours that's created this phenomenal 
track record that is, really, the best in history-- 30 years performance managing outside money, 
never had a down year; 120 quarters, only five were down; 30% compounded over 30 years-- 
how did you do it, and to try to understand the mindset approach to intelligence that enabled you 
to do that.  
 
And secondly, to take that and bring it forward to today's complexity-- how you look at the world, 
what challenges, what opportunities, how are you operating differently given the fact that algos 
are running the markets, free money has destroyed price signals.  
 
And third, to discuss Stan Druckenmiller's other passions-- your family, your extracurricular 
activities, and your philanthropy, which you do in a very low key way, which, of course, is the 
best way to do it.  
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So let me start off by asking you a question on your balanced life. People in our business tend to 
be very focused and very driven, but I wouldn't say that not that many of them are happy. And 
you're a happy man. You've got a balanced life. You're one of the great philanthropists in 
America. 
  
You've got a beautiful, evolved, spiritual wife who you love. You've got three lovely daughters 
who are all successful. And you have this balanced life with this incredible performance, and 
you're a happy man. How do you do it?  
 
SD: That's kind of you to say. The balanced life is the key. And in my case, Fiona and I are both 
very private people, so we don't really go out on the social scene in New York at all. We might 
go to three events a year, whereas I think most of my peers might go to three a week. And that 
frees up a lot of time.  
 
I had the benefit of a very highly intelligent, creative wife who's now had four different careers-- 
she repots herself about every 10 years-- who, after my children were born, she gave up 
everything to raise those children. And she did it in a very intense creative ways. She used to 
have this thing called special time, where each child, one day a week, for two or three hours after 
school, could go anywhere in New York and any activity with her, because she thought it was 
important with sibling rivalry to have individual time with each.  
 
So it all sort of starts with her. And then I would really weigh in on the weekends. And maybe 
because I married a little late with her, which was when I was 35, I was successful enough at the 
time and had acquired enough knowledge that I was able to spend most of my time with the kids 
on the weekends. If it had been my 20s, I think it would have been a disaster.  
 
That's been a very, very important part of the balance. It's interesting where-- someone asked me-- 
oh, Fiona and I talked about the difference between men and women and their response to their 
children. And you have to understand our children are 28, 27, and 25. And even today, when 
she has full time job, she's running a business, she says the first hour of her day is spent thinking of 
all the things she's going to do for the children that day, through texts and email she's gotten-- and 
arranging it-- it's the first thing she thinks about.  
 
Of course, the first thing I think about is the euro and the yen. And I love my children, but it's just 
it's a whole different mindset. And I've been a huge beneficiary of that.  
 
And one of my early mentors said, with children, if you get the first five years right, you're 
rewarded the rest of your life. And if you got them wrong, you're tortured the rest of your life.  
 
KS: That's very true. Very true.  
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SD: Fiona extended the five to about 20 years, but having a happy family provides a whole lot of 
happiness and a whole lot of balance. So I think that's pretty much been the key. And that's freed 
up the extra time to do some physical activities as well as the philanthropy you mentioned.  
 
KS: We're all worried about entitlement for our kids. And we're always struggling with that. How 
did you deal with it?  
 
SD: You know, that is such a fascinating question. Fiona and I had a totally different philosophy 
on that. She felt no holds bar in giving the kids material stuff, and there was no reason to hide our 
wealth from them. I thought she was crazy, and this was going to be a disaster. But it was her 
area, and I deferred to her.  
 
I've never heard her say no to those kids on anything except video games. It's the only thing that 
was really heavily discouraged and she said no to. And I guess through osmosis or observing the 
parents' values, or whatever, somehow strangely they all ended up being high achievers. We 
never, ever talked to them about philanthropy or charity or giving back, and yet they've all done 
stuff very actively to help the disadvantaged. I'm not sure how or why it all happened, but I guess 
it starts, again, with the mother that was with them so much time and taught them values.  
 
But it's bizarre, because I'll never forget in the third grade, we had a teacher review with our 
oldest child. She wasn't there. And the teacher wanted to know what Fiona had done, because 
the other wealthy kids were all bragging how they had country houses and this and that. And she 
said that Sarah, our oldest daughter, would never, ever talk about any of that, and wanted to 
know how we get schooled her in that. But it was never, ever brought up.  
 
KS: Interesting.  
 
SD: We've never hid their wealth from them. So Fiona kind of broke every rule in the book that 
you would read about in dealing with this subject, but things have worked out extremely well.  
 
KS: Congratulations. Nothing like a happy man and a happy family.  
 
So moving on to the world that we're living in, this has been an especially volatile year. We've 
got a new Fed chair, we have possible contagion in emerging markets, we have a huge new fiscal 
stimulus in the US, which is distorting things, and we have a very aggressive foreign policy and 
trade policy on the part of the United States. So taking all that and whatever else you're focused 
on, what are you really thinking about? Where is your focus right now?  
 
SD: Yeah, well, since free money was instituted, I have really struggled. I haven't had any down 
years since I started the family office, but thank you for quoting the 30-year record. I don't even 
know how I did that when I look back and I look at today. But I probably made about 70% of my 
money during that time in currencies and bonds, and that's been pretty much squished and 
become a very challenging area, both of them, as a profit center.  
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So while I started in equities, and that was my bread and butter on my first three or four years in 
the business, I evolved in other areas. And it's a little bit of back to the future, the last eight or nine 
years, where I've had to refocus on the equity market. And I also have bear-itis, because I made-- 
my highest absolute returns were all in bear markets. I think my average return in bear markets 
was well over 50%. So I've had a bearish bias, and I've been way too cautious the last, say, five 
or six years. And this year is no exception.  
 
I came into the year with a very, very challenging puzzle, which is rates are too low worldwide.  
 
You have negative real rates. And yet you have balance sheets being expanded by central 
banks, at the time, of a trillion dollars a year, which I knew by the end of this year was going to 
go to zero because the US was obviously going to go from printing money and QE to letting $50 
billion a month, starting actually this month, run off on the balance sheet. I figured Europe, which 
is doing $30 billion euros a month, would go to zero.  
 
So the question to me was, if you go from $1 trillion in central bank buying a year to zero, and 
you get that rate of change all happening within a 12-month period, does that not matter if global 
rates are still what I would call inappropriate for the circumstances? And those circumstances you 
have outlined perfectly. You pretty much have had robust global growth, with massive fiscal 
stimulus in the United States, where the unemployment rate is below 4. If you came down from 
Mars, you would probably guess the Fed funds rate would be 4 or 5/ and you have a president 
screaming because it's at 175.  
 
I, maybe because I have a bearish bias, kind of had this scenario that the first half would be fine, 
but then by July, August, you'd start to discount the shrinking of the balance sheet. I just didn't see 
how that rate of change would not be a challenge for equities, other than PEs, and that's because 
margins are at an all time record. We're at the top of the valuation on any measures you look, 
except against interest rates. And at least for two or three months, I've been dead wrong.  
 
So that was sort of the overwhelming macro view. Interestingly, some of the things that tend to 
happen early in a monetary tightening are responding to the QE shrinkage. And that's obviously, 
as you've cited, emerging markets.  
 
So the cocktail I mixed up for here was to continue-- and this has been going on for three or four 
years-- my firm to continue on the disruptors-- that would be the cloud-based companies, the 
internet companies-- to be short, the disrupted, which would be things like retail, staples, that kind 
of stuff; and with regard to China, to continued on who I thought would be the winners in the 
Chinese internet.  
 
It's been a below average year, mainly because the Chinese internets, which were very, very 
good to me the last two or three years, have been pretty much a disaster this year. I gave an 
interview at Sun Valley not this year but last year and said that I thought the Chinese internets 
were at less risk of government regulation than the US internet, and everyone in the audience 
howled with laughter. And I said, no, I'm serious because they're partnering with the government 
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because they have all this information that they hand over to the government. The internet has 
been the greatest friend the Communist Party could ever imagine. Whereas 15 years ago, I would 
have told you the internet was going to destroy them. Well, at least on the gaming side with 
Tencent, I've been dead wrong, and it's tended to drag that whole group down.  
 
The other thing that happened two or three months ago, mysteriously, my retail and staple shorts, 
that have just been fantastic relative to my tech longs, just have had this miraculous recovery. And 
I've also struggled mightily-- and this is really concerning to me. It's about the most trouble I've 
been about my future as a money manager maybe ever is what you mentioned-- the canceling of 
price signals.  
 
But it's not just the central banks. If it was just the central banks, I could deal with that. But one of 
my strengths over the years was having deep respect for the markets and using the markets to 
predict the economy, and particularly using internal groups within the market to make predictions. 
And I think I was always open minded enough and had enough humility that if those signals 
challenged my opinion, I went back to the drawing board and made sure things weren't 
changing.  
 
These algos have taken all the rhythm out of the market and have become extremely confusing to 
me. And when you take away price action versus news from someone who's used price action 
news as their major disciplinary tool for 35 years, it's tough, and it's become very tough. I don't 
know where this is all going. If it continues, I'm not going to return to 30% a year any time soon, 
not that I think I might not anyway, but one can always dream when the free money ends, we'll 
go back to a normal macro trading environment.  
 
KS: Well, let's talk about the algos. We haven't seen the algos sell. We've seen the algos buy. 
We saw a little bit of it in February, and there was some concentrated selling. We saw it in China 
in 2015, which was really scary. Most people weren't focused on that, but I was, like you were 
too.  
 
And they're programmed to sell if the market's down 2%. Machines are running, can't be 
stopped. A huge amount of trading and money is being managed that way. And we've been 
operating in a bull market and a strong economy. What happens when it's a bear market and a 
bad economy? And will things get out of hand?  
 
So knowing that, and knowing the risk of that any moment unfolding, January-February just came 
like this. How are you protecting yourself and insulating-- what are you watching for that that 
might happen?  
 
SD: It's a little bit like after 9/11 waiting for the next terrorist act, in which case you would have 
missed are a roaring bull market for the next six years, because you're sitting there because Dick 
Cheney told your neighbor you're supposed to move out of New York. I'm just going to trust my 
instincts and technical analysis to pick up the stuff.  
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But I will say that-- and I proved it to my own detriment the last three or four years-- the minute the 
risk reward gets a little dodgy, I get more cautious than I probably would have been without this 
in the background. But I want to be clear that the major challenge for the algos, for me, is not 
some horrible market event. I can actually see myself getting caught in that, but I could also see 
myself, perhaps, taking advantage of it.  
 
The challenge for me is these groups that used to send me signals, it doesn't mean anything 
anymore. I gave one example this year. So the pharmaceuticals, which you would think are the 
most predictable earning streams out there-- so there shouldn't be a lot of movement one way or 
the other-- from January to May, they were massive underperformers. In the old days, I'd look at 
that relative strength and I'll go, this group is a disaster. OK. Trump's making some noises about 
drug price in the background.  
 
But they clearly had chart patterns and relative patterns that suggest this group's a real problem. 
They were the worst group of any I follow from January to May, and with no change in news and 
with no change in Trump's narrative, and, if anything, an acceleration in the US economy, which 
should put them more toward the back of the bus than the front of the bus because they don't 
need a strong economy.  
 
They have now been about the best group from May until now. And I could give you 15 other 
examples. And that's the kind of stuff that didn't used to happen. And that's the major challenge of 
the algos for me, not what you're talking about.  
 
Now, that might be a challenge for society and the investing public in general. And yes, I can get 
caught like anybody else in that. But yeah, there's probably some degree of having one foot out 
the door that I otherwise might not have, because I do know this is in the background.  
 
You do know, though-- I read-- I skimmed the article, but there was something in the paper about 
how we're taking more measures to put in circuit breakers, whatever they call those things, to stop 
the phenomena you're talking about. It doesn't mean they'll be effective, but— 
 
KS: So how are the algos operating? Why are they distorting the price signals?  
 
SD: Well, I'll just, again, tell you why it's so challenging for me. A lot of my style is you build a 
thesis, hopefully that no one else has built; you sort of put some positions on; and then when the 
thesis starts to evolve, and people get on and you see the momentum start to change in your 
favor, then you really go for it. You pile into the trade. It's what my former partner George Soros 
was so good at. We call it-- if you follow baseball, it's a slugging percentage, as opposed to 
batting average.  
 
Well, a lot of these algos apparently are based on standard deviation models. So just when you 
would think you're supposed to pile on and lift off, their models must tell them, because you're 
three standard deviations from where you're supposed to be, they come in with these massive 
programs that go against the beginning of the trend. And if you really believe in yourself, it's an 
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opportunity. But if you're a guy that uses price signals and price action versus news, it makes you 
question your scenario.  
 
So they all have many, many different schemes they use, and different factors that go in. And if 
there's one thing I've learned, currencies probably being the most obvious, every 15 or 20 years, 
there is regime change. So currency is traded on current account until Reagan came in and then 
they traded on interest differentials. And about five years, 10 years ago, they started trading on 
risk-on, risk-off. And a lot of these algos are built on historical models. And I think a lot of their 
factors are inappropriate because they're missing-- they're in an old regime as opposed to a new 
regime, and the world keeps changing. But they're very disruptive if price action versus news is a 
big part of your process, like it is for me.  
 
KS: So how does that play out? Is this going to get worse, or does it blow up? How do you see 
it?  
 
SD: I pray it blows up, but I don't see that happening because money managers are so bad, I 
assume they're going to outperform 90% to 95% of the money managers. I think the-- I don't know 
whether you read Kasparov's book, but he thinks like the ultimate chess player. It's not the 
machine, it's the machine with the man and his intuition using the machine heavily.  
 
I think there's always going to be five or 10-- maybe not a lot more-- humans who the best 
machine in the world, the AlphaGo type thing, will never beat that human as long as he's using 
the machine. And they need to be used, and they need to be understood.  
 
I can't see me passing my money onto a machine, but I think I'd be an idiot not to know the effect 
these machines are having. And frankly, using them is just one more input that I didn't have 20 or 
30 years ago. But you've got to understand when the signals are real and when they're driven by 
them, and you got to understand the time frames.  
 
KS: Are you using machines yourself?  
 
SD: I have money with a couple of machines. It's a very small amount of money. It's just enough 
money so they send me signals when they think something dramatic is happening. And I'm early 
enough on the process that I don't know my conclusion, but I assume that a lot of these machines 
are on the same factors. And if the machines start saying something is going to happen, they send 
me a notice. And that's-- to use a football term-- that's under review. I'm going to watch this for a 
year or two and see if they're on to something or if they aren't. 
 
KS: And there seems to be correlations that make no sense.  
 
SD: Yes.  
 
KS: For example, the RMB and gold are trading very closely. It makes no sense.  
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SD: Yeah.  
 
KS: And that's very dangerous.  
 
SD: And even day to day, there's correlations that make no sense. It's all messed up. My great 
hope is, A, we get out of this ridiculous monetary regime. And when we do, things start to make 
sense again. I've always, as you know, maybe to a fault, have been a critic of the new monetary 
regime, which is very academically run.  
 
And I've always thought part of capitalism was you got to have a hurdle rate to investment. You 
can't just go on these silly inflation this and that-- that if you're going to make an investment, it 
should have some hurdle rate. And I think taking the hurdle rate away from investments and all 
this stuff is causing a lot of this stuff we're talking about. I don't know that, but that's my intuition.  
And I'm hoping that, A, we go back to some sort of normal regime sometime in the next 20 years.  
 
And then I'm hoping that the stuff you're talking about at least diminishes greatly. But I don't 
know, Kiril. I just don't know. Like everything else, I'm open minded on it.  
 
KS: So summer of 2017, there was a hope that Kevin Warsh might run the Fed. He worked for 
you for seven years. I met him. He was against QE too, as you were, as I was. And unfortunately, 
that didn't happen. He worked for you for seven years.  
 
SD: He still works for me.  
 
KS: He still works there. What a fantastic opportunity to have a Fed chair grounded in the real 
world for once.  
 
So if you were running the Fed now, what would you do? And I give the two challenges which 
you obviously know, but for the audience-- if you don't raise rates, asset prices continue to build, 
and one of your major points in the past has been the way you cause a deflation is to deflate an 
asset bubble that went too high. That's been a major concern of yours and mine. On the other 
hand, because of the enormous rise in debt-- $247 trillion, up 11% in the last year, three times 
global GDP-- a lot of companies and countries would be bankrupt if interest rates go too high. 
Plus, all the malinvestment that took place as funds were forced to lend money at ridiculous rates.  
So how do we regularize?  
 
SD: This is really a problem. You said on low key or under the radar or wherever it is-- but in 
every private talk I've given for the last five years, I've answered this question the same way. But 
it's a much, much, much more challenging situation than five years ago for the reasons you cite.  
 
One of the more incredibly revealing things Trump said when he went after the central bank is, we 
shouldn't be raising rates. Don't they know we have all this debt to issue coming up? But it's the 
chicken and the egg. The reason the debt has exploded-- again, there's no hurdle rate for 
investment. And when you can borrow money at zero, of course, debt is going to explode.  
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So you're exactly right. We have this massive debt problem. If we don't normalize, it's going to 
accelerate and cause a bigger problem down the road. If we do normalize, we're going to have 
a problem. And unfortunately, we're going to have a much bigger problem than we would have if 
we had normalized four or five years ago.  
 
So I'm going to give you the same answer I gave at a dinner four or five years ago. I would raise 
rates every meeting as long as I could. And the minute you got substantial disruption, I would 
back off. And the sad thing is, since I made that statement, oh, my god, we've had these just rip 
roaring markets. And what I was saying is, just sneak one in every time you can. Just sneak one 
in. And they've passed up on so many golden opportunities.  
 
But the problem now-- and you articulated it beautifully-- is, now, the debt is so much higher, 
particularly in emerging markets, than it was five years ago. You're not going to be able to raise 
that much more, and we're already starting to see the consequences. But somehow, if I'm reading 
them correctly, which is not easy, they seem to have stumbled into, with Chairman Powell, pretty 
much the formula I would be doing now, although I wouldn't be on this quarterly path. It's way 
too predictable, which is, as I'm reading them-- by the way, other people with just as big brains 
are reading in the opposite. They're going to go every opportunity they have until you have a 
dramatic tightening in financial conditions.  
 
And because of the data out there, that's how I would play it right now. You can't just say, OK, 
I'm going to 3 and 1/2 or 4. No, you just sneak one in, see if they handle it-- and when I say they 
handle it, I'm not talking about 5% or 10% correction. I'm talking about all the various measures 
out there that we need to look at. That's what I would do.  
 
But it's just kind of ridiculous with the unemployment rate at 3.8 here, and conditions where they 
were are everywhere, to have rates at this level. And probably the most egregious has been the 
ECB. And one can't even imagine the rot that must be in those banks from malinvestment.  
 
KS: Well, I remember back in '96-- I think we were both in the same place at the contagion in 
emerging Asia, and I was arguing it was going to spread to all emerging countries and then come 
back to the United States, which it did. But it fueled-- all that money came into the US and fueled 
the US bubble much worse than it would have been. So the question is, if we keep raising rates, is 
that same scenario going to happen, putting our market more at risk of higher valuations?  
 
SD: I don't think that last blast off in NASDAQ was because of higher rates. I think it was 
because-- if you remember, we cut in September of '98, then we did the intermeeting cut in mid-
October, and then with the market on a new high, Greenspan did one final cut at the end of 
October. And I remember having been bearish that summer and then doing an about face, 
thinking we don't need to be easing, there's nothing at all wrong with the American economy.  
 
And this money is probably going to flow into the US. So I think the phenomena you described 
has already been happening. So I think we're somewhat well on the way.  
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It's interesting you bring up that period, because one of the more disturbing things that Powell said 
in Jackson Hole was his praising of Greenspan in the late '90s. In my opinion-- and by the way, it's 
all over the media what a genius he was for not hiking and letting the thing run. In my opinion, 
that was the original sin when the NASDAQ went to 125 times earnings, hit a dot-com bust, and 
then because of the dot-com bust, we offset that with the housing thing. So that started the whole 
thing.  
 
So I have a very-- you hate to have a different opinion with the central bank consensus, because 
you're not in charge of the central bank, they are, but-- so no, I think the phenomena you're 
talking about is already happening-- that money is flowing in here.  
 
On a practitioner's basis, we have a lottery ticket in Brazil and in South Africa, because, as we've 
seen, back in the '90s and again now, these things can move 50%, 60%, and your risk is 
probably not much more than the carry. I don't know whether I'm going to get paid, but with the 
monetary tightening, we're kind of at that stage of the cycle where bombs are going off. And until 
the bombs go off in the developed markets, you would think the tightening will continue.  
 
And if the tightening continues, the bombs will keep going off, I would think, in emerging markets, 
because there was no more egregious recipient of free money than emerging markets, because 
you had the double whammy. A, all the vanilla money managers poured money into the place. B, 
you had no market constraints on the political actors. I mean, the stuff that was going on even a 
year or two ago-- and can you imagine that Argentina issues a 100-year debt? 100 years at 7%-- 
I can't even remember a government surviving for five or 10 years, much less 100 years.  
 
KS: So you've been in tech, big tech. You've been right for the right reasons. How do you 
navigate the phenomenal oligopolies that they are, profit machines they are, with what looks like 
a regulatory tidal wave coming at them? And how do you decide when to get off that investment?  
 
SD: Perhaps I should have gotten off of a few weeks ago, and I missed my window. Kiril, it's hard 
to figure out. I guess, let's just take Google, OK, which is the new bad boy, and they're really a 
bad boy because they didn't show up at the hearing. They had an empty chair because they only 
wanted to send their lawyer.  
 
But it's 20 times earnings. It's probably 15 times earnings after cash, but let's just say it's 20 times. 
Let's forget all that other stuff. And they're under earning in all these areas, and losing money 
they could turn it off. And then I look at Campbell's Soup and this stuff selling at 20 times 
earnings.  
 
And they're the leaders in AI-- unquestioned leaders in AI. There's no one close. They look like 
they're the leaders in driverless car. And then they just have this unbelievable search machine.  
 
And one gets emotional when they own stocks, when they keep hearing about how horrible they 
are for consumers. I wish everyone that says that would have to use a Yahoo search engine. I'm 
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65, and I'm not too clever, and every once in a while, I hit the wrong button and my PC moves me 
into Yahoo. And Jerry Yang's a close friend so I hate to say this, but these things are so bad.  
 
And to hear the woman from Denmark say that the proof that Google is a monopoly and that 
iPhones don't compete with Android is that everyone uses the Google search engine is just 
nonsense. You're one click away from any other search engine. I just I wish that woman would 
have to use a non-Google search engine for a year-- just, OK, fine, you hate Google? Don't use 
their product, because it's a wonderful product.  
 
But clearly, they are monopolies. Clearly, there should be some regulation. But at 20 times 
earnings and a lot of bright prospects, I can't make myself sell them yet.  
 
KS: Right.  
 
SD: Now, one thing the Chinese internets are proving, outside of Tencent, they're just reminding 
us if and when we get in the bear market, it doesn't matter what your fundamental earnings are. 
You could argue Tencent, OK, there's an air pocket in games, and we all know what's going on 
there, but Alibaba has beat every estimate just nonstop. And the stock's gone from 210 to 165. 
  
It's just a reminder that all these estimates where they project out earnings three or four years 
from now, and then they price of sales based on today's price of sales, some of these cloud 
companies are selling at 10 times sales. If they're selling at six times sales, which is not crazy in a 
normal market-- by the way, I own these things-- in three or four years, I'll have lost money.  
 
So it's a challenge. It's a challenge. I completely missed Apple, because I'm not really a value 
investor and I just looked at that enterprise. I don't even think the phone is going to be the 
medium in 5 or 10 years. I don't know if it's going to be in your contact lens or some hologram, 
but-- so I completely missed that one.  
 
KS: When you worked with Soros for 12 years, one of the things that you said you learned was 
to focus on capital preservation and taking a really big bet, and that many money managers 
make all their money on two or three ideas and they have 40 stocks or 40 assets in their portfolio.  
 
And it's that concentration that has worked. Maybe you could go into that a bit more, how that 
works, how many of those concentrated bets did work, when you decided to get out if it didn't 
work, do you add when the momentum goes up assuming the algos don't interfere with it?  
 
SD: As the disclaimer, if you're going to make a bet like that, it has to be in a very liquid market, 
even better if it's a liquid market that trades 24 hours a day. So most of those bets, for me, 
invariably would end up being in the bond and currency markets because I could change my 
mind. But I've seen guys like Buffett and Carl Icahn do it in the equity markets. I've just never had 
the trust in my own analytical ability to go in an illiquid instrument, which in equity is if you're 
going to bet that kind of size on-- you just have to be right.  
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And for all the hoopla around Mr. Buffett, from '98 to 2008-- that's a 10 year period-- Berkshire 
Hathaway was down 40%. Nobody talks about that. If you had a hedge fund, you couldn't have 
a hedge fund down for 10 years, 40%. They would have gone out of business in year 3, 4, 
somewhere in there.  
 
But to answer your question, I'll get a thesis. And I don't really-- I like to buy not in the zero inning 
and maybe not in the first inning, but no later than the second inning. And I don't really want to 
pile on in the third or fourth or fifth inning.  
 
So I guess examples are the best. One bet I made, which was the gift that kept on giving-- it was 
after a funny incident with Soros. I had been there six months, wasn't clear who was running the 
fund. Well, it was clear it was him, but he was trading very badly. And I was trading very badly. 
And I had come from a environment at immodestly where people thought I was some kind of 
superstar, and no one had ever questioned me.  
 
And I flew to Pittsburgh because I had Duquesne at the same time. And he blew out my bond 
position while I was on the plane. I'd had total autonomy anywhere I'd been my whole career. So 
I basically call him up on a pay phone-- that's what we used back then-- and resigned.  
 
When I came back, he told me he was going to go to Eastern Europe for five months, and that he 
wouldn't be trading. And maybe we were just in each other's hair, and he couldn't have two 
cooks in the kitchen. And let's see whether that was a problem, or if I was really was inept-- his 
words, not mine.  
 
So while he was in Eastern Europe, the wall came down. And I had a very, very strong belief that 
Germans were obsessed with inflation. I know that most of them thought Hitler would have never 
happened if the Weimar Republic thing hadn't happened. And when the wall came down, and it 
looked like they're going to merge with East Germany, the world's thesis was, this is going to be 
terrible for the Deutschmark.  
 
My thesis was, the Bundesbank is the most powerful institution in Germany. The public is obsessed 
with inflation, and they will do whatever it takes on the rate side to keep their currency strong. 
And there's no way that Deutschmark is going down. In fact, the place is going to grow like a 
weed with all this labor from Eastern Germany.  
 
So while he was gone, this happened, and the Deutschmark gets killed the first two days. Now, 
here we are in zero inning. And I went in very, very big right away because the market gave me 
an opportunity. And I can't remember what it was down. It was down 3% or 4%, and I thought it 
should be up 10%.  
 
And then that, of course, led to this recurring devaluation. It started with Italy, but obviously the 
pound. Let's not go over that. That's been beat to death-- Sweden-- all these things we kept 
playing, and they're going on and on.  
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But there is a case where we never really averaged up. And in fact, we couldn't, because we 
were dealing, in those instances, with fixed currencies. So there's no price momentum. You're 
betting that something is going to break.  
 
But even against the dollar, it's all-in right away. Normally, I'll wait for-- I'll go in with, say, a third 
of a position and then wait for price confirmation. And when I get that, when I get a technical 
signal, I go.  
 
I had another very close experience with the success of the Deutschmark, which was the euro. I 
can't remember-- I think it was 2014 when the thing was at 140, and they went to negative interest 
rates. It was very clear they were going to trash that currency, and the whole world was long the 
euro. And it would go on for years. I'd like to say I did it all at 139, and I did a whole lot, but I 
got a lot more brave when it went through to 135. And that's a more normal pattern for me.  
 
Then there would be this strange case of 2000, which is kind of my favorite, and involves some 
kind of luck. I had quit Quantum, and Duquesne was down 15%. And I had given up on the year 
and I went away for four months, and I didn't see a financial newspaper. I didn't see anything.  
 
So I come back, and to my astonishment, the NASDAQ has rallied back almost to the high, but 
some other things have happened-- the price of oil is going up, the dollar is going way up, and 
interest rates were going up-- since I was on my sabbatical. And I knew that, normally, this 
particular cocktail had always been negative for earnings in the US economy. So I then went 
about calling 50 of my clients-- they stayed with me during my sabbatical-- who are all small 
businessmen. I didn't really have institutional clients. I had all these little businessmen. And every 
one of them said their business was terrible.  
 
So I'm thinking, this is interesting. And the two-year is yielding 604, not that I would remember, 
and Fed funds were 6 and 1/2. So I start buying very large positions in two and five-year US 
treasuries. Then, I explained my thesis to Ed Hyman, and I thought that was the end of it. And 
three days later, he's run regression analysis-- with the dollar interest rates and oil, what happens 
to S&P earnings? And it spit out, a year later, S&P earnings should be down 25%, and the street 
had them up 18.  
 
So I keep buying these treasuries, and Greenspan keeps giving these hawkish speeches, and they 
have a bias to tighten. And I'm almost getting angry. And every time, he gives a speech, I keep 
buying more and more and more. And that turned out to be one of the best bets I ever made. 
And again, there was no price movement, I just had such a fundamental belief. So sometimes it's 
price, sometimes it's just such a belief in the fundamentals.  
 
But for me, I've never trusted myself to go put 30% or 40% of my fund in an equity. I mean, I did 
it when I was managing $800,000, which is what I started with, but not in an illiquid position.  
 
KS: One of the great things I understand you do is when you've had a down year, normally a 
fund manager would want to get aggressive to win it back. And what you've told me you do, you 
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take a lot of little bets that won't hurt you until you get back to breakeven. It makes a tremendous 
amount of sense. Maybe you could just explore that a little bit with me.  
 
SD: Yeah, one of the lucky things was the way my industry prices is you price-- at the end of the 
year, you take a percentage of whatever profit you made for that year. So at the end of the year, 
psychologically and financially, you reset to zero. Last year's profits are yesterday's news.  
 
So I would always be a crazy person when I was down end of the year, but I know, because I 
like to gamble, that in Las Vegas, 90% of the people that go there lose. And the odds are only 33 
to 32 against you in most of the big games, so how can 90% lose? It's because they want to go 
home and brag that they won money. So when they're winning and they're hot, they're very, very 
cautious. And when they're cold and losing money, they're betting big because they want to go 
home and tell their wife or their friends they made money, which is completely irrational.  
 
And this is important, because I don't think anyone has ever said it before. One of my most 
important jobs as a money manager was to understand whether I was hot or cold. Life goes in 
streaks. And like a hitter in baseball, sometimes a money manager is seeing the ball, and 
sometimes they're not.  
 
And if you're managing money, you must know whether you're cold or hot. And in my opinion, 
when you're cold, you should be trying for bunts. You shouldn't be swinging for the fences. You've 
got to get back into a rhythm.  
 
So that's pretty much how I operated. If I was down, I had not earned the right to play big. And 
the little bets you're talking about were simply on to tell me, had I re-established the rhythm and 
was I starting to make hits again? The example I gave you of the Treasury bet in 2000 is a total 
violation of that, which shows you how much conviction I had. So this dominates my thinking, but 
if a once-in-a-lifetime opportunity comes along, you can't sit there and go, oh well, I have not 
earned the right.  
 
Now, I will also say that was after a four-month break. My mind was fresh. My mind was clean. 
And I will go to my grave believing if I hadn't taken that sabbatical, I would have never seen that 
in September, and I would have never made that bet. It's because I had been freed up and I 
didn't need to be hitting singles because I came back, and it was clear, and I was fresh, and so it 
was like the beginning of the season. So I wasn't hitting bad yet. I had flushed that all out.  
But it is really, really important if you're a money manager to know when you're seeing the ball. 
It's a huge function of success or failure. Huge.  
 
KS: So when you made that trade you just described, there was a huge amount of conviction and 
historical proof that this had always worked. So today, as we look at the US equity market, that's 
gone up for almost 10 straight years, and our performance has been dramatic, what would you 
need to see to give you the conviction to want to go short?  
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SD: Well, unfortunately, I have gone short several times this year. And at least I'm alive, but I 
regret having to do so. I looked at the seasonals in July-August. And I looked at the background 
of the-- I had no precedent for a balance sheet rate of change going down a trillion dollars from 
where it had been, but that gave me the conviction to go short, on top of the fact that, seasonally, 
I had a trustee period that also sort of rhymed with right when the slope of the curve of the QE 
was shrinking.  
 
It didn't work. I got a bloody nose. I'm now recontemplating my future. But everything for me has 
never been about earnings. It's never been about politics. It's always about liquidity.  
 
KS: Liquidity, right.  
 
SD: And my assumption is one of these hikes-- I don't know which one-- is going to trigger this 
thing. And I am on triple red alert because we're not only in the time frame, we're in the part, and 
maybe markets don't anticipate the way they used to. I thought markets would anticipate. There's 
no more euro ECB money spilling over into the US equity market at the end of the year, so this is 
a good time to take a shot. Clearly, it wasn't.  
 
If we get a blow off in the fourth quarter, which seasonally tends to happen, particularly in 
NASDAQ-type markets, particularly if these bombs keep going off in emerging markets, I could 
see myself taking a big shot somewhere around year end. But that's a long way off, and I'll cross 
that bridge when I come to it. Right now, I'm just licking my wounds from the last shot I took.  
 
KS: Well, we have JGBs, which has been the most amazing vehicle. I remember back in the late 
'90s, everybody's favorite short was JGBs. And I think I finally jumped on the bandwagon at one 
point. But the thought was that the JGB was the outlier, but the JGB was really the leader.  
 
SD: Absolutely.  
 
KS: That was what we all missed, but then I figured that out. So we got to minus 30, I think, on a 
10-year on the JGB, which I thought had to be a short. But it would have been-- if it was a year or 
two ago, it would have been dead money.  
 
Now, it looks like yields are breaking out of the JGB. I don't know if you agree with that. It looks 
like something is going on. Kuroda's accepting, perhaps, that it's not working, and they need to 
change. And them having been the most egregious of all the central banks, is that a really 
important change?  
 
SD: For the world, it's part of the puzzle I'm talking about. In and of itself, I don't know. But since 
it looks like it could be happening by the end of the year, if not sooner, and it looks like, at the 
same time, the ECB will stop buying bonds; it looks like, at the same time, we'll be shrinking our 
balance sheet $50 billion a month; it's an important-- all these pieces fit together for reckoning.  
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I'm not in the business of making a fortune if something goes from 10 basis points to 20 basis 
points. That's not something I'm going to make a big bet on. I might have a short on to amuse 
myself for something like that.  
 
But I do think it's very important in terms of this overall narrative. It's also instructive why they're 
doing it, because it looks like, to my view, they're not doing it for economic reasons. They finally 
understand that it's killing their banks, which is the blood and the oxygen you need to run the 
economic body. And that's causing a political problem.  
 
I sure hope we don't need 25 years of that kind of evidence before we normalize, but, Kiril, I 
think it's very important but only as a piece in an overall puzzle. They're all going the same 
direction, which is why I made the bet short in July and why it was wrong, at least on a trading 
basis. But psychologically, I'm still there. It's going to be the shrinkage of liquidity that triggers this 
thing. And frankly, it's already triggered it in emerging markets. And that's kind of where it always 
starts.  
 
Where I haven't seen it yet, and where I think should happen for the equity-- and God knows, talk 
about a crazy price market is the credit market. And it's amazing that, probably since the 1880s, 
1890s, this is the most disruptive economic period in history. There's hardly any bankruptcies. So 
whatever that Buffett line about swimming naked with the tide, there's probably so many zombies 
swimming out there and there's going to be some level of liquidity that triggers it. Who knows? It 
might start with Tesla. I don't know.  
 
Could this Tesla thing have happened in any other environment in history? I don't think so. It's just 
ridiculous what's going on there in the last few weeks. But I don't look at it so much as Tesla. It just 
describes the environment to me. It's nuts.  
 
KS: Right. And all the malinvestment and the trillions of dollars that were spent without a cash 
return. And you just can't imagine how many zombies there really are out there. And the 
corporation is buying back the stock to the tune of $5 trillion, running down their balance sheets. 
And then you go to the high yield market, where it's covenant light, and huge amount of issuance. 
What happens when interest rates start to reflect credit risk?  
 
SD: You know, intuitively, you can make a case that we're going to have a financial crisis bigger 
than the last one, because all they did was triple down on what, in my opinion, caused it. 
Bernanke and I have a big disagreement over what caused that crisis. But to me, the seeds of it 
were born in '03 when we had 9% nominal growth in the fourth quarter and we had 1% rates, 
which wasn't even enough. He had that stupid considerable period thing attached to it.  
 
And you had serious, serious malinvestment for three or four years. Subprime was pretty easy to 
identify if you had the right people showing you, which I was lucky enough to have had them 
come in. I don't know who the boogeyman is this time. I do know that there are zombies out 
there. Are they going to infect the banking system the way they did last time? I don't know.  
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What I do know is we seem to learn something from every crisis, and this one we didn't learn 
anything. And in my opinion, we tripled down on what caused the crisis. And we tripled down on 
it globally.  
 
KS: Tried to solve the problem of debt with more debt.  
 
SD: Exactly.  
 
KS: Which is what we did in the '20s, and that didn't work out.  
 
SD: With Wall Street just cheering them on, cheering them on.  
 
KS: Well, we've got this huge entitlement issue, which you've written a lot about-- 100 trillion 
unfunded liabilities, Medicare, Medicaid, Social Security, five times US GDP, just as bad in the 
rest of the world; worst demographics in 500 years; dependency ratios are rising. You're going to 
have a battle between creditors and debtors at some point. Up to now, the creditors have been 
winning, but they're starting to lose a couple. And when that plays out, we're going to have some 
really tough times, which brings me to this whole idea of populism. And I want to kind of bring 
them all together.  
 
So I started following populism back in 2011. That's when I felt it was coming. Then we had 
Brazil. I came back from Beijing in October 2012. It was clear to me that the new leadership-- we 
didn't know about Xi, if he'd be appointed, but we knew what they were planning to do, which 
was to clamp down on the corruption to save the Communist Party. And the word that we used to 
describe it is give a little bit now, rather than a lot later, having studied French and Russian 
revolutions. Unfortunately, in America, that didn't happen. So it's just gotten more wealth 
disparity.  
 
So populism, some people think, is represented by Trump. And other people have different 
theories. My feeling is populism is really about wealth divide and unequal sharing in the 
economy. So for 30 years, the worker didn't get a real wage increase. Now, he's starting to get 
some of it, but it's being taken away through higher cost of living.  
 
So when you look at this whole debt situation, we also have to look at it in the context of populist 
sentiment and creditor versus debtor. And I may be ahead of myself here, but how do you see all 
of that working out?  
 
SD: First of all, I think you nailed the cause of it because the previous populist periods we have 
required much worse aggregate economic statistics to set them off. But when I was running Soros, 
at year end for the first few years, we had a fixed system as a percentage of the profits. And the 
rage where the high performers felt about the low performers, even though they were all 
ridiculously overpaid, taught me that envy is one of the strongest human emotions.  
 
KS: Yes, yes.  
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SD: And when you look at the wealth disparity today, which by the way, in my opinion, the 
biggest success accelerant of has been QE, it's not even like debatable.  
 
KS: Absolutely.  
 
SD: And then you have the internet broadcasting this disparity through millions of bits of 
information on an ongoing basis. I personally think Jeff Bezos deserves every penny he has. I 
think it's one of the great companies ever. But there have been 20 articles in the last 48 hours, I 
promise you, on that he's worth more than $150 billion. I mean, how does a normal citizen look 
at that and even contemplate it? 
  
KS: Exactly.  
 
SD: So I think that is the seed of it. It's not some economic malaise. It's the disparity. The disparity 
has never been worse.  
 
And probably one of the most disturbing books I've ever read was Charles Murray's Coming 
Apart. And I read that, and I said, oh, my god, this is going to get worse, and it can't stop. It's just 
built into the system. The irony being, what really set it off is when these universities became 
meritocracies instead of an old boy network, and then you started to have inbreeding between 
the men and the women going to Harvard, and they all live in the same zip codes. And I'm 
looking at this and going, oh, my god, this is my family. And it comes home.  
 
So I don't see what stops this until you end up with some major, major dislocations politically and 
economically because of it. The Trump comment is interesting because had Bernie Sanders won 
the nomination, every poll that spring had Hillary running about even with Trump, just no one 
believed it. They all had Bernie Sanders 18 points ahead of Trump. And Bernie Sanders was not 
losing Michigan and Pennsylvania and all those states. And Bernie Sanders was also a populist.  
So I agree with you, it's not about Trump. Trump is clearly a populist. Don't get me wrong. But it's 
too global, and it's happening everywhere.  
 
And Macron was probably a short-term response to Trump, but other than Macron, there's just 
been surprise after surprise after surprise to the elites on these elections. And you wonder why 
they're surprised anymore.  
 
KS: Well, my theory on Bernie Sanders is that he was-- they used sort of internal politics to deny 
him the nomination that he should have won. And had he won the nomination, he would have 
beaten Trump, so we would have had that shift already.  
 
This leads me to what's going on now, and that is America's shift towards nationalism, at least 
under Trump. The rest of the world is focusing on maintaining multilateral alignments. Japan has 
just signed the biggest free trade deal with the EU. Mexico has-- TPP is powering ahead. We have 
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the China's One Belt. There's a lot of controversy about it, but I think it's a tremendous vision. I 
think it's real, and I understand why they're doing it. Which is destined to win in the end?  
 
SD: The answer is, I don't know. Probably the most destructive thing Trump has done in the global 
trading system is and once he figured out how powerful a weapon the US banking system was, 
and how powerful sanctions are-- but he doesn't understand that that weapon was created and is 
so powerful because, from the Marshall Plan on, we have been the only country that all the 
others, no matter how they might badmouth us or that trusted to do the right thing were, we're the 
only nation in history that handled success the way we did.  
 
And yes, you should use this weapon once in a while. But when you start just shooting it all over 
the place, and you're now shooting it at Canada, at Europe, here or there, that's a lot different 
than shooting at Iran or Russia.  
 
KS: Exactly.  
 
SD: And he's like a little kid that found this water gun, and he's just running around going all over 
the place with it. And the biggest danger I see is we lose that trust that America is good, and in 
the end they're going to do the right thing. I don't think it can be lost in four years. I really don't. 
But if Trump is re-elected, or maybe even worse, if another populist on the very hard left is re-
elected, and they use the weapon the same way, I think by '24, which, by the way, is exactly 
when the entitlement thing will start to get crazy, this thing could be very bad.  
 
I'm quite open minded. Let's see who the Democrats put up. Let's see if Trump's in office. But I 
don't think the world will give up on us in four years. I think-- I'm open minded to Trump having 
been a one-off and the trade system can survive this.  
 
But it's not like that's an 80% probability. It's probably somewhere between 40 and 55 that it 
works out. It's sad.  
 
KS: For sure. The whole supply chain issue is phenomenally interesting and complicated. And I'm 
concerned that the administration doesn't understand the complexities of it, and by trying to pull 
out all the sensitive components from China and relocate them to the US or to Vietnam or 
wherever else is so immensely disruptive and dangerous. And then you start a process.  
 
So during the worst part of the first meetings between the Chinese and the Americans, I was in 
Beijing. I was also in South Korea, and I met with Samsung. And already, China was moving very 
aggressively to create its own semiconductor industry. It was investing $150 billion, which of 
course has ramped up 10 times faster.  
 
And I asked Samsung, what are you going to do? If the Americans forbade you to sell 
semiconductors, would you continue to do so? And I was told that they would, but they would 
also help China build its own industry, even though it was going to cannibalize them.  
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So I see these trends that are taking place that won't be reversed. And Europe, which would 
normally be an ally of America to try to hold back China's advances, is now being forced more 
towards China. And these aren't things that are going to shift back, because once you start to take 
these positions, you're not going to reverse yourself.  
 
SD: I agree with you on the semiconductors. And again, it emphasizes what you talked about 
earlier, which is sort of now policies. Even if they worked-- and I can make an argument that it 
won't even work because if you disrupt supply chains, everything is going to blow up-- but now 
you've absolutely put in force the creation of a Chinese semiconductor industry that didn't need to 
happen in the time frame that's going to happen. I think there's been enough frustration with the 
Chinese that the Europeans could look at this as a one off and be right back with our allies, as our 
allies again.  
 
But no, you're right. There are a lot of other things that are said in force that we're not going back 
to. And I think you can make a good argument that some of the aspects of the China situation are 
a fight worth fighting. You can also make an argument they're not. But they're not a fight worth 
fighting without Europe and Canada and all of these allies we would have had.  
If you want to take on China-- and again, fair people can debate on whether that should be done. 
If you want to take on China, you can do it with a united front. You don't do it by alienating all 
your partners as the process gets underway.  
 
KS: Especially when the US is a net debtor to the tune of $8 trillion, is running fiscal deficits that 
are close to what they were in 2009. I think we— 
 
SD: At full employment.  
 
KS: At full employment.  
 
SD: I mean, I-- if we're in a recession, that thing could go to $2 trillion in a heartbeat. That's when 
deficits explode. Sorry to interrupt.  
 
KS: If we have a recession, yeah. I think we're rolling over, if I remember correctly, something 
like $10 trillion of nominal new each year. We sold $130 billion in July, which is a record since 
2008 or '09. And so the holders of our debt are the very people that we're having a trade war 
against. It seems a little ironic to me.  
 
SD: It is what it is.  
 
KS: So let's move over to your philanthropy and your passions there, and what you're most 
interested in, and what's happening that's exciting in your neuroscience and the stem cell work. 
  
SD: In general, Fiona and I didn't want to give to the arts. We don't have anything against the 
arts. We think they're wonderful, but they seem to be extremely well supported relative to the 
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utility society gets out of them. So our big areas-- and I'll get to your question specifically-- were at-
risk youth, education, the environment, and health.  
 
And the neuroscience and the stem cell are both Fiona's original idea, not mine. We both think 
that the brain is sort of the last frontier in terms of rapid advances with the body. And it's been 
extremely frustrating so far with autism and Alzheimer's and Parkinson's. And we're both 
convinced-- me by Fiona, Fiona by a lot of research-- that this problem, with the right funding, can 
be solved over the next, say, 20 years, and great advances are going to be made, not dissimilar 
with what started going on with cancer, seven or 10 years ago.  
 
So that's pretty much the thought on neuroscience and stem cells. Non-anonymously, we've funded 
the neuroscience center at, obviously, NYU and a lot of the basic research. And we've also 
funded anonymously some of the more applied research at other institutions. But we find them 
both very exciting.  
 
NYU seemed like the perfect place because they have a great aggressive leader in Bob 
Grossman. That's sort of a necessary requirement of anything we invest in. I mean, I don't think it's 
an accident that that place has gone from like 40th to third in medical school rankings since 
Langone got involved and Bob Grossman. It's just ridiculous. I mean, the only people ahead of 
them now are Harvard and Johns Hopkins. And I think they were considered average as late as 
15 years ago.  
 
And then, of course, stem cells are another great hope in all these areas. And I know Fiona was 
very enthralled with Susan Solomon and what they were creating, and the bang for their buck. So 
in both cases, we went for an area that we thought showed great potential in terms of progress, 
and we picked institutions which we thought, with very strong innovative leaders, who could 
execute on that proposition. Frankly, if some other institution solves the problem, I'll be thrilled. I 
don't really care.  
 
I'm sure you saw what NYU did with the medical school. I would also be-- while it wouldn't be the 
greatest outcome for NYU, I think even the people who run NYU, our dream would be that starts 
an arms race, because the brain drain going out of medicine into less productive things, like my 
business and the tech world, social media, and things, has been horrendous, because by the time 
these kids go through four years of pre-med, medical school, residency, and then fellowships, they 
usually don't start earning money until their mid-30s, and they've got $500,000 in debt. And you 
can be making $2 or $3 million a year in my business with a lot less preparation at the age of 27 
or 28. So I really hope Harvard, with their $40 billion endowment or whatever it is, and the 
others, decide that they can't let NYU just grab all the great medical students.  
 
KS: So in terms of defeating Alzheimer's and dementia, have you gotten far enough along to 
know what the formula is to figure that in?  
 
SD: I have not. There's all sorts of theories out there-- that some of the drugs right now that attack 
amyloid-- I mean, I know how Biogen's had a resurgence. And this company we actually own in 
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Switzerland caught on. Those drugs will be a bridge. The ultimate solution, I think, would have to 
be something different. And Fiona knows a lot more on the subject than me. And she's pretty 
optimistic that they're going to solve this thing in 20 years.  
 
KS: More and more of our friends are showing up with dementia, even at young ages. And you 
watch how debilitating it is, and it's incredibly depressing. 
  
SD: We've seen it. It didn't happen before we started the neuroscience center, but we've seen it 
up close and personal. And it's tragic, just tragic.  
 
KS: Very, very, very painful.  
 
SD: We're really hoping-- and even though you're seeing it in younger ages, we're all living 
longer. So it's manifesting itself more and more just simply because humans are living to ages they 
didn't use to. And every part of the body has seemed to have kept up with the progress except 
the brain. And we're not going to doing brain transplants, so we've got to fix this directly.  
 
KS: How would you like to be remembered? What's the most important thing-- when you look 
back in your life, this is how I want people to remember me.  
 
SD: I don't know how important that is to me, but since you asked the question, I just-- I've been so 
blessed to be in an industry with just crazy financial remuneration relative to society's benefits. 
And obviously, I was given a gift. I was a good student, but there were certainly smarter kids than 
me. I just have a gift of compounding money. I'd like to think that I made a difference with that.  
 
And I guess if people are remembering things, I'd like to be remembered as not some loud, 
ostentatious, overly consumptive person in the meantime. But I thank god I married Fiona, 
because she wasn't from a lot of money, but she had old money, and she taught me to behave in 
a way I probably wouldn't have from the get go when I see some of my peers. And I'd like to 
avoid that stamp, if possible.  
 
KS: For sure. For sure.  
 
SD: And now we have a president who seems to have exceeded that culture. So I guess that 
would be it, just that I made a difference and lived at least a life with some humility.  
 
KS: Well, you certainly have. And I think you're going to help a lot of people with your insights 
today. Thank you very much for joining us here— 
 
SD: Thank you, Kiril.  
 
KS: --and giving us your time.  
 
SD: Fun.  
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KS: It was really a lot of fun.  
 
SD: OK.  
 
KS: OK. Thank you.  
  
Raoul Pal: Stan Druckenmiller is the most requested guest in the history of Real Vision. Myself 
included, we all wanted to see and learn how he does things because his track record is 
extraordinary. And the brilliance of the man is something that doesn't come across enough in 
television because there's never an in-depth interview. You just don't know that much about him.  
But I'm so pleased that Kiril managed to flesh out what makes Stan, Stan, what makes him think 
and how he does things. There was so much learning for all of us in this, and it's truly an honor for 
us to have had Kiril conduct an interview. And I really hope you enjoyed it as much as I did. And 
I cannot wait to see also who Kiril brings next to Real Vision. It's going to be somebody 
legendary.  
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INDIA 

India’s got luck. The recent steep decline in crude oil prices is a big positive for India’s 

macroeconomic position assuming oil prices stay at current levels. Also, 2QFY19 results 

provided more evidence about earnings recovery with net profits of the Nifty-50 Index 

growing 10% yoy, 4% above our estimates. However, valuations are full for the broader 

market and the Indian stock market faces domestic (upcoming state elections) and 

global (tighter global monetary conditions and China slowdown) headwinds.  

 
 

Current oil prices (assuming they stay there) to support India’s top-down investment case 

India’s macroeconomic position appears to have stabilized with crude prices slipping to below 

US$70/bbl. We see stable INR and interest rates and a manageable fiscal position over the next 

few months if crude oil prices were to remain below US$75/bbl. We expect oil supply-demand 

balance to improve in CY2019 although a lot would depend on (1) OPEC+’s ability and desire 

(questionable) to sustain production at current high levels and (2) the level of Iran oil exports post 

expiry of the current 180-day exemption period extended to eight countries by the US.  

2QFY19 results to help India’s investment case on bottom-up basis 

2QFY19 net profits of the Nifty-50 Index grew 10% yoy, 4% above our expectations and of KIE 

coverage universe 2%, 1% above our expectations. 2QFY19 underlying trends showed mixed 

trends with (1) banks seeing further fall in slippages, (2) consumer staple companies showing 

strong volume growth and (3) industrial companies seeing robust order inflows but automobile 

companies reporting weak volumes.  

Politics may complicate matters in the case of unfavorable outcome in upcoming state elections 

(1) The results of forthcoming state elections (results due on December 11) in Chhattisgarh, 

Madhya Pradesh and Rajasthan where BJP is the incumbent party and (2) expectations around the 

outcome of general elections in April-May 2019 will influence market multiples over the next few 

months. A 3-0 or 2-1 (any combination) score for the BJP in the abovementioned state elections 

will boost the market’s confidence about the current BJP-led government forming the next 

government post the 2019 general elections in April-May 2019 but a 0-3 or 1-2 (BJP losing 

Madhya Pradesh and Rajasthan) tally will severely disappoint the market.  

Valuations are full for the broad market, inexpensive for ‘value’ stocks and rich for ‘quality’ stocks 

The Indian market valuations are still on the higher side relative to history and bond yields despite 

the correction over the past few months. Also, the valuations already factor in 15% and 26% 

growth in net profits of the Nifty-50 Index for FY2019 and FY2020. We find decent value in a few 

sectors and stocks in financials, energy, metals & mining and power utilities but do not find value 

in the ‘quality’ stocks. Also, it remains to be seen if their high multiples will hold up in the event 

of tighter global monetary conditions and higher bond yields.  
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Strategy India 

MARKET VIEW: LOOKING BETTER  

The recent improvement in India’s macroeconomic conditions helped by a sharp decline in oil prices will help 

improve India’s top-down investment case if oil prices were to sustain at current low levels. However, overall 

market valuations are still on the higher side despite the sharp correction over the past three months. Lastly, 

unfavorable outcomes in the forthcoming state elections and tighter global monetary conditions pose 

headwinds and potential risks to the market.  

Lower oil prices to help; other factors pose headwinds and risks 

We still see some uncertainty over the next few months to take an unequivocal positive 

stance on the Indian market despite the recent sharp decline in crude oil prices, which will 

support India’s macroeconomic position through stable currency and interest rates and also 

address a potential source of risk to India’s fiscal position in case oil prices were to stay 

below US$75/bbl. However, we would note that the exemption granted by the US to eight 

oil-importing countries from Iran is valid only for 180 days (from November 5, 2018) and the 

US may potentially remove the exemptions post the expiry of the 180-day exemption period 

given its stated objective to drive Iran oil exports to nil eventually.  

Also, India’s overall market valuations are still on the higher side relative to history (see 

Exhibit 1) and bond yields (see Exhibit 2). Also, they already factor in a strong recovery in 

earnings over FY2019-20E. The Indian market’s (Nifty-50 Index) valuations at 15.6X FY2020E 

‘EPS’ may look reasonable but the valuations factor in 15% and 26% growth in net profits 

in FY2019 and FY2020. Thus, we focus on bottom-up ideas and parts of the market where 

we find reward-risk balance view to be favorable despite a somewhat muddled top-down 

view. 

Exhibit 1: Valuation of the Indian market is still above historical average despite the recent sharp 

correction  
12-m rolling forward PE of Nifty-50 Index, March fiscal year-ends, 2004-19 (X) 
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Exhibit 2: Earnings yields have risen modestly, lagging the sharp increase in bond yields 
Nifty earnings yield and bond yield, March fiscal year-ends, 2004-19 (%) 
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Source: Bloomberg, RBI, Kotak Institutional Equities 

Among the key factors that will shape the Indian market over the next few months, we see 

potential headwinds and risks from (1) higher-than-expected crude oil prices on OPEC+ 

willfully reducing production to accommodate continued oil exports by Iran and likely 

deterioration in supply-demand balance from the middle of CY2019 in the case of Iran’s 

complete forced exit from global oil markets, (2) unfavorable outcome of crucial state 

elections in November/December 2018 and general elections in April/May 2019 in India, (3) 

tighter global monetary conditions with the US Fed likely to continue to raise rates in 

response to strong economic (labor) data in the US and (4) escalation in China-US trade row; 

this issue is far from resolved, in our view. We discuss these factors below.  

 Crude prices are down for now; next six months is all that the market would 

presumably care about for now. The recent decline in global crude oil prices reflects (1) 

higher oil production by several OPEC+ countries over the past few months and (2) 

temporary 180-day exemption granted by the US to eight countries to continue to import 

oil from Iran. However, the US administration has unambiguously stated its intention to 

bring down Iran oil exports to zero eventually. Also, Saudi Arabia has indicated that it 

may reduce oil production by as much as 0.5 mn b/d to remove the current surplus in oil 

markets. 

Thus, it would be imprudent to conclude that India is definitely past the oil ‘hump’. As 

per our calculations, Iran oil exports of 1 mn b/d or above would be important for world 

oil markets (see Exhibit 3) even assuming a steep increase in US shale oil production in 

CY2019. Russia and Saudi Arabia may not have sufficient spare capacity given the steep 

increase in their production in the past six months (see Exhibit 4) to offset the entire loss 

of Iran oil exports. Iran oil exports are down to 1.8 mn b/d (October 2018 data) from 

about 2-2.4 mn b/d over the past 12-14 months (before August 2018). Exhibit 5 gives 

IEA’s supply-demand projections for oil.  
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Exhibit 3: Further reduction in Iran exports and/or incremental cut by OPEC may lead to reduction in 

oil inventories 
Global crude demand supply, calendar year-ends, 2016-19E (mn b/d) 

Scenarios

2016 2017 2018E 2019E 2019E 2019E

Demand

Global oil demand 96.4 97.9 99.2 100.6 100.6 100.6

Yoy increase 1.3 1.5 1.3 1.4 1.4 1.4

Supply

Non-OPEC 57.1 58.0 60.3 62.3 62.3 62.3

Yoy increase (0.9) 0.8 2.4 1.9 1.9 1.9

OPEC NGLs 6.8 6.9 7.0 7.0 7.0 7.0

OPEC 33.0 32.6 32.4 31.6 31.1 30.5

Stock change 0.6 (0.4) 0.5 0.3 (0.2) (0.8)

OPEC production

Iran production 3.0 2.5 1.9

Incremental cut by OPEC 1.0 1.0 1.0

Total 31.6 31.1 30.5  

Source: IEA, Kotak Institutional Equities estimates 

 

Exhibit 4: Total crude oil production of Libya, Nigeria and Russia has increased by 0.6 mn b/d in the 

past six months 
Monthly crude production of major oil-producing economies, April 2018-September 2018 (mn b/d) 

Apr-18 May-18 Jun-18 Jul-18 Aug-18 Sep-18

Algeria 1.0            1.0            1.1            1.1            1.1            1.1            

Angola 1.5            1.5            1.5            1.5            1.5            1.5            

Ecuador 0.5            0.5            0.5            0.5            0.5            0.5            

Equatorial Guinea 0.1            0.1            0.1            0.1            0.1            0.1            

Gabon 0.2            0.2            0.2            0.2            0.2            0.2            

Iran 3.8            3.8            3.8            3.8            3.6            3.5            

Iraq 4.4            4.5            4.6            4.6            4.7            4.7            

Kuwait 2.7            2.7            2.7            2.8            2.8            2.8            

Qatar 0.6            0.6            0.6            0.6            0.6            0.6            

Saudi Arabia 9.9            10.0          10.5          10.4          10.4          10.5          

UAE 2.9            2.9            2.9            3.0            3.0            3.1            

Venezuela 1.4            1.4            1.3            1.3            1.2            1.2            

Total OPEC-12 29.1          29.3          29.7          29.7          29.8          29.7          

Libya 1.0            1.0            0.7            0.7            1.0            1.1            

Nigeria 1.6            1.5            1.5            1.5            1.6            1.7            

Congo 0.3            0.3            0.3            

Total OPEC 31.7          31.7          31.9          32.2          32.6          32.8          

Azerbaijan 0.8            0.8            0.8            0.8            0.8            0.8            

Kazakhstan 2.0            2.0            2.0            2.0            1.8            1.8            

Mexico 2.1            2.1            2.1            2.1            2.1            2.0            

Oman 1.0            1.0            1.0            1.0            1.0            1.0            

Russia 11.4          11.4          11.5          11.6          11.6          11.7          

Others 1.3            1.2            1.2            1.2            1.2            1.3            

Total Non-OPEC 18.4          18.4          18.5          18.6          18.5          18.7          

Total 50.1          50.1          50.4          50.9          51.1          51.5           

Source: IEA, Kotak Institutional Equities 
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Exhibit 5: Non-OPEC oil production to jump sharply in CY2019-20 led by higher US shale oil 

production 
Estimated global crude demand, supply and prices, calendar year-ends, 2012-19E 

2012 2013 2014 2015 2016 2017 2018E 2019E

Demand (mn b/d)

Total demand 90.7 91.7 93.0 95.0 96.4 97.9 99.2 100.5

Yoy growth 1.2 1.1 1.2 2.0 1.3 1.5 1.3 1.4

Supply (mn b/d)

Non-OPEC 52.5 54.5 57.0 58.1 57.1 58.0 60.2 61.9

Yoy growth (0.4) 2.1 2.4 1.1 (0.9) 0.8 2.2 1.8

OPEC

Crude 32.1 30.6 30.5 31.8 33.0 32.6 32.4 32.0

NGLs 6.4 6.2 6.3 6.6 6.8 6.9 7.0 7.0

Total OPEC 38.4 36.8 36.8 38.4 39.8 39.5 39.3 39.0

Total supply 90.9 91.3 93.7 96.5 96.9 97.5 99.5 101.0

Total stock change 0.2 (0.5) 0.7 1.5 0.6 (0.4) 0.3 0.4

OPEC crude capacity 35.8 35.2 35.2 35.2 35.9 35.6 35.3 35.0

Implied spare capacity 3.9 4.1 5.5 4.8 3.4 2.5 3.3 3.4

Notes:

(a) OPEC production data includes Indonesia in 2012 and Gabon from 2013 onwards.  

Source: IEA, Kotak Institutional Equities estimates 

We note that oil prices will be more relevant for the Indian stock market over the next six 

months (until the general elections in April/May 2019). Low oil prices will result in stable 

macroeconomic conditions and from an election standpoint, (1) keep domestic retail auto 

fuel prices under check; steep increases in retail auto fuel prices before elections could 

spiral into an election issue and (2) provide the current government more fiscal freedom 

to spend before elections. However, a spike in oil prices will make the government’s task 

that much harder. 

As discussed before, India’s macro position depends significantly on oil given its influence 

on several key variables—a US$10/bbl change in crude oil prices results in (1) 55 bps 

impact on CAD/GDP; we model 3.2% CAD/GFD at US$80/bbl Dated Brent crude price; 

see Exhibit 6, (2) 30 bps impact on inflation; we model 4% average CPI inflation for 

FY2019; see Exhibit 7 and (3) modest impact on GFD through higher subsidies on 

kerosene and LPG and possibly on diesel and gasoline; we model gross under-recoveries 

at `516 bn versus the government’s provision of `265 bn. 
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Exhibit 6: A US$10/bbl change in crude price affects CAD/GDP by 55 bps 
India's balance of payments, March fiscal year-ends, 2014-19E (US$ bn) 

2019E

2014 2015 2016 2017 2018 Oil@75/bbl Oil@80/bbl Oil@85/bbl

Current account (32.3) (26.9) (22.2) (14.4) (48.7) (78.8) (84.3) (89.7)

GDP 1,858 2,038 2,103 2,270 2,602 2,670 2,670 2,670

CAD/GDP (%) (1.7) (1.3) (1.1) (0.6) (1.9) (3.0) (3.2) (3.4)

Trade balance (148)          (145)          (130)          (112)          (160)          (195)              (202)              (210)              

Trade balance/GDP (%) (7.9) (7.1) (6.2) (4.9) (6.2) (7.3) (7.6) (7.9)

 - Exports 319 317 266 280 309 331 333 335

    - oil exports 63 57 31 32 39 44 47 49

    - non-oil exports 255 260 236 249 270 286 286 286

 - Imports 466 461 396 393 469 525 535 545

    - oil imports 165 138 83 87 109 147 157 166

    - non-oil imports 301 323 313 306 360 379 379 379

    - gold imports 29 34 32 28 34 33 33 33

Invisibles (net) 115 118 108 98 111 116 118 120

 - Services 73 77 70 68 78 77 77 77

    - software 67 70 71 71 72 74 74 74

    - non-software 6.1 6.1 (1.8) (2.4) 5.4 3.0 3.0 3.0

 - Transfers 65 66 63 56 62 68 70 72

 - Income (net) (23)            (24)            (24)            (26)            (29)            (29)                (29)                (29)                

Capital account 49             89             41             36             91             45                 45                 45                 

Percentage of GDP 2.6 4.4 2.0 1.6 3.5 1.7 1.7 1.7

Foreign investment 26 73 32 43 52 22 22 22

 - FDI 22 31 36 36 30 32 32 32

 - FPI 5 42 (4) 8 22 (10) (10) (10)

- Equities 14 15 (4) 9 2 (2) (2) (2)

- Debt (8) 26 (0) (1) 21 (8) (8) (8)

Banking capital 25 12 11 (17) 16 15 15 15

 - NRI deposits 39 14 16 (12) 10 10 10 10

Short-term credit (5) (0) (2) 6 14 4 4 4

ECBs 12 2 (5) (6) (0) 2 2 2

External assistance 1 2 2 2 3 2 2 2

Other capital account items (11) 1 3 8 6 — — —

E&O (1) (1) (1) (0) 1 — — —

Overall balance 15.6 61.4 17.9 21.6 43.6 (33.8) (39.3) (44.7)

Memo items

Average USD/INR 60.5 61.2 65.4 67.2 64.5 69.9 69.9 69.9

Average Brent (US$/bbl) 107.6 86.5 47.5 49.0 57.6 75.0 80.0 85.0
 

Source: RBI, Kotak Institutional Equities estimates 
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Exhibit 7: Inflation manageable at oil prices below US$75/bbl 
Headline and core CPI inflation (%) 
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Source: CEIC, Kotak Institutional Equities estimates 

 Politics—December 11 will provide more clarity. The upcoming state elections in 

Chhattisgarh, Madhya Pradesh and Rajasthan where the BJP is the incumbent political 

party will provide the market more visibility about the BJP’s prospects in the general 

elections in April-May 2019. Exhibit 8 gives the polling and results dates for the state 

elections. As of now, opinion polls (see Exhibit 9) indicate that the BJP will lose in 

Rajasthan but retain power in Chhattisgarh and Madhya Pradesh despite close contests in 

those states. The market expects a similar outcome. 

Exhibit 8: BJP will have to defend three out of the five states in the upcoming elections 
Polling and results dates for the upcoming assembly elections 

State Election date Results date Incumbent party

Chhattisgarh 12-Nov-18 and 20-Nov-18 11-Dec-18 BJP

Madhya Pradesh 28-Nov-18 11-Dec-18 BJP

Mizoram 28-Nov-18 11-Dec-18 INC

Rajasthan 7-Dec-18 11-Dec-18 BJP

Telangana 7-Dec-18 11-Dec-18 TRS  

Source: ECI, Kotak Institutional Equities 
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Exhibit 9: Opinion polls suggest fairly close contests in Chhattisgarh and Madhya Pradesh 
Opinion poll predictions for Chhattisgarh, Madhya Pradesh and Rajasthan elections 

ABP-CVoter India TV-CNX Times Now-CNX

Chhattisgarh

BJP 40 50 47

INC 47 30 33

Others 10 10

Madhya Pradesh

BJP 108 128 122

INC 122 85 95

Others 17 13

Rajasthan

BJP 56 75 70-80

INC 142 115 110-120

Others 8 7-10
 

Source: Media reports, Kotak Institutional Equities  

Thus, a 0-3 (BJP losing all the three states) or 1-2 (BJP losing Madhya Pradesh and 

Rajasthan) tally for the BJP may result in a sharp correction in the market with the market 

taking a dim view of the BJP’s prospects in the general elections given the importance of 

the three states in the BJP’s 2014 win (see Exhibit 10). However, a 3-0 or 2-1 (any 

combination) score for the BJP may fortify the market’s expectations about the current 

BJP-led government forming the next government post the April/May general elections.  
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Exhibit 10: BJP won 62 out of 65 seats in Chhattisgarh, Madhya Pradesh and Rajasthan in the last 

general elections 
Current number of seats in Lok Sabha by states 

Name of state Members BJP INC

Andhra Pradesh 25 2 0

Arunachal Pradesh 2 1 1 

Assam 14 7 3 

Bihar 40 22 2 

Chhattisgarh 11 10 1 

Goa 2 2 0

Gujarat 26 26 0

Haryana 10 7 1 

Himachal Pradesh 4 4 0

Jammu and Kashmir 6 3 0

Jharkhand 14 12 0

Karnataka 28 15 9 

Kerala 20 0 8 

Madhya Pradesh 29 26 3 

Maharashtra 48 22 2 

Manipur 2 0 2 

Meghalaya 2 0 1 

Mizoram 1 0 1 

Nagaland 1 0 0

Odisha 21 1 0

Punjab 13 1 4 

Rajasthan 25 23 2 

Sikkim 1 0 0

Tamil Nadu 39 1 0

Telangana 17 1 0

Tripura 2 0 0

Uttar Pradesh 80 68 2 

Uttarakhand 5 5 0

West Bengal 42 2 4 

Name of UT

Andaman and Nicobar Islands 1 1 0

Chandigarh 1 1 0

Dadra and Nagar Haveli 1 1 0

Daman and Diu 1 1 0

Delhi 7 7 0

Lakshadweep 1 0 1 

Puducherry 1 0 1 

Total (a) 543 272 48

Chhattisgarh, Gujarat, MP, Raj. and UP 171 153 8

Notes:

(1) BJP has lost three seats in Madhya Pradesh and Rajasthan in recent by-elections.  

Source: Lok Sabha, Election Commission, Kotak Institutional Equities 

As of now, the market firmly believes that a BJP-led coalition will form the next 

government too albeit with fewer seats for the BJP. We note that the BJP has a slender 

majority in the lower house of parliament currently (it lost a few seats in recent by-

elections) and its utter dominance in several states makes it vulnerable to loss of a few 

seats in those states.  

 Global factors—China, US separately and jointly. A sharper-than-expected slowdown 

in the Chinese economy and longer-than-expected expansion in the US economy may 

result in further pressure on CNY, continued strength in the USD and related pressure on 

EM currencies.  

The Chinese economy is slowing down (see Exhibit 11) with most growth indicators 
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barely in the expansion zone. China has already embarked on fiscal and monetary 

measures (see Exhibit 12 for recent initiatives) to support the economy but the Chinese 

government’s efforts to support growth may be inadequate if ongoing China-US trade 

issues were to escalate into a full-blown trade war, which could result in further 

disruption in the Chinese economy. Other EMs could be collateral damage in the process 

although India would be relatively less affected given its low export dependence.   

Exhibit 11: Chinese economy is slowing down 
Trend in key economic variables for China 

Monthly indicators Sep-17 Oct-17 Nov-17 Dec-17 Jan-18 Feb-18 Mar-18 Apr-18 May-18 Jun-18 Jul-18 Aug-18 Sep-18 Oct-18

Consumer confidence (X) 118.6 123.9 121.3 122.6 122.3 124.0 122.3 122.9 122.9 118.2 119.7 118.6 118.5

CPI (yoy,%) 1.6 1.9 1.7 1.8 1.5 2.9 2.1 1.8 1.8 1.9 2.1 2.3 2.5

Core CPI (yoy, %) 2.3 2.3 2.3 2.2 1.9 2.5 2.0 2.0 1.9 1.9 1.9 2.0 1.7

Credit growth (yoy, %) 13.1 13.0 13.3 12.7 13.2 12.8 12.8 12.7 12.6 12.7 13.2 13.2 13.2 13.1

Exports growth (yoy, %) 7.4 6.2 12.3 10.7 9.7 42.9 (3.6) 11.1 11.4 10.2 11.3 9.1 14.4 15.0

Fixed assets investment (yoy, %) 7.5 7.3 7.2 7.2 7.9 7.9 7.5 7.0 6.0 6.0 5.4 5.3 5.4 5.7

House price inflation (yoy, %) 6.3 5.4 5.1 5.3 5.0 5.2 4.9 4.7 4.7 5.0 5.8 7.0 7.9

Imports growth (yoy, %) 19.0 16.8 18.7 5.1 37.1 6.7 14.3 20.9 25.1 13.8 27.7 20.4 15.0 21.5

Money supply M2 growth (yoy, %) 9.0 8.9 9.1 8.1 8.6 8.8 8.2 8.3 8.3 8.0 8.5 8.2 8.3 8.0

PMI manufacturing (X) 51.0 51.0 50.8 51.5 51.5 51.6 51.0 51.1 51.1 51.0 50.8 50.6 50.0 50.1

PMI non-manufacturing (X) 55.4 54.3 54.8 55.0 55.3 54.4 54.6 54.8 54.9 55.0 54.0 54.2 54.9 53.9

Retail sales growth (yoy, %) 10.3 10.0 10.2 9.4 9.7 9.7 4.8 4.6 3.1 3.5 3.8 4.0 3.7 3.8

Real estate climate index (X) 101.5 101.5 101.6 101.7 101.7 101.7 101.5 101.4 101.6 101.7 101.9 102.0 102.0

Residential buildings sold growth (yoy, %) 11.4 9.6 9.9 11.3 15.7 12.3 13.3 14.2 14.2 13.6

Quarterly indicators Sep-16 Dec-16 Mar-17 Jun-17 Sep-17 Dec-17 Mar-18 Jun-18 Sep-18

Current account/GDP (%) 2.4 1.8 1.5 1.3 1.0 1.3 1.0 0.5 0.4

Real GDP growth (yoy, %) 6.7 6.8 6.9 6.9 6.8 6.8 6.8 6.7 6.5

Unemployment rate (yoy, %) 4.0 4.0 4.0 4.0 4.0 3.9 3.9 3.8  

Source: Bloomberg, CEIC, Kotak Institutional Equities 

 

Exhibit 12: China has already embarked on fiscal and monetary measures to support the economy 
Key initiatives undertaken in the past few months 

Initiatives

(1) PBOC has reduced reserve requirements for large banks to 14.5% from 17% at the beginning of the year

(2) In July 2018 the PBOC offered US$74 bn of Medium-Term Lending Facility credit with one-year maturity to major banks

(3) VAT rate reduced to 16% from 17% for manufacturing and some other industries, and to 10% from 11% for transportation, construction, basic 

telecommunication services, and farm produce

(4) China will expand and optimize export tax rebates; export rebates to be increased by 1-5%

(5) Personal income tax-free threshold raised to 5,000 yuan per month from 3,500 yuan earlier in the year. China also released a detailed draft plan for further 

cuts to personal income tax

(6) State-owned companies and Dongxing Securities in Beijing’s Haidian district set up a RMB10 bn fund to support listed non-state-backed technology firms to 

resolve share-pledge risks

(7) The PBOC will support bond financing by non-state firms and calls for private equity funds to support companies with financing difficulties

(8) The PBOC will increase the relending and rediscounting quota by RMB150 bn for small and micro companies and private enterprises
 

Source: Media reports, Kotak Institutional Equities 

The US economy continues to display strong momentum, especially in the area of 

employment (see Exhibit 13), which may embolden the US Fed to raise rates by another 

100 bps over the next 12 months. This may provide negative surprises for the market as 

the market is not prepared for meaningful rate increases in CY2019 although it expects 

the US Fed to raise rates in its December 2018 policy meeting (see Exhibit 14).     
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Exhibit 13: Recent data shows steady growth in the US economy 
Trend in key economic variables for the US economy 

Monthly indicators Oct-17 Nov-17 Dec-17 Jan-18 Feb-18 Mar-18 Apr-18 May-18 Jun-18 Jul-18 Aug-18 Sep-18 Oct-18

Average private earnings (yoy, %) 2.4 2.4 2.7 2.8 2.6 2.7 2.6 2.7 2.7 2.7 2.9 2.8 3.1

Conference Board consumer confidence (X) 126.2 128.6 123.1 125.4 130.8 127.7 125.6 128.0 126.4 127.4 133.4 138.4 137.9

Core PCE (yoy, %) 1.4 1.5 1.5 1.5 1.5 1.8 1.8 2.0 1.9 2.0 2.0 2.0

CPI (yoy,%) 2.0 2.2 2.1 2.1 2.2 2.4 2.5 2.8 2.8 2.9 2.7 2.3

Core CPI (yoy, %) 1.8 1.7 1.8 1.8 1.8 2.1 2.1 2.2 2.3 2.3 2.2 2.2

Housing starts (SAAR, '000) 1,265    1,303    1,210    1,334    1,290    1,327     1,276    1,329    1,177     1184 1268 1201

Industrial production (yoy, %) 2.6 3.5 3.1 3.2 3.9 3.6 4.8 3.1 3.8 4.0 4.9 5.2

ISM manufacturing (X) 58.7 58.2 59.3 59.1 60.8 59.3 57.3 58.7 60.2 58.1 61.3 59.8 57.7

ISM non-manufacturing (X) 60.1 57.4 55.9 59.9 59.5 58.8 56.8 58.6 59.1 55.7 58.5 61.6 60.3

Non-farm payrolls ('000) 271       216       175       176       324       155       175       268       208       165       270       118       250       

Participation rate (%) 62.7 62.7 62.7 62.7 63 62.9 62.8 62.7 62.9 62.9 62.7 62.7 62.9

Personal savings rate (% of disposable income) 6.5 6.2 6.2 7 7.4 7.2 6.9 6.8 6.8 6.7 6.6

Retail sales excl. automobiles (sa, yoy, %) 5.5 7.1 6.3 4.8 5.7 5.3 5.1 7.0 6.5 7.2 6.6 5.4

S&P house price index (yoy, %) 6.4 6.4 6.3 6.4 6.7 6.7 6.7 6.5 6.4 6.0 5.6

Unemployment rate (%) 4.1 4.1 4.1 4.1 4.1 4.1 3.9 3.8 4.0 3.9 3.9 3.7 3.7

Quarterly indicators Dec-16 Mar-17 Jun-17 Sep-17 Dec-17 Mar-18 Jun-18 Sep-18

CAD/GDP (%) (2.4) (2.3) (2.4) (2.3) (2.4) (2.3) (2.2)

GFD/GDP (%) (3.1) (3.4) (3.7) (3.4) (3.4) (3.7) (3.7) (3.8)

Real GDP (SAAR, qoq, %) 1.8 1.2 3.1 2.8 2.3 2.2 4.2 3.5  

Source: Bloomberg, CEIC, Kotak Institutional Equities 

 

Exhibit 14: Market expects US Fed to raise rates twice in CY2019 
Implied probabilities of Fed funds rate based on Fed fund future contract prices (%) 

2.25 2.50 2.75 3.00 3.25 3.50 3.75

19-Dec-18 22.5 77.5

30-Jan-19 21.5 75.1 3.3

20-Mar-19 8.2 41.9 47.9 2.1

1-May-19 7.4 38.9 47.3 6.2 0.2

19-Jun-19 3.7 23.2 43.1 26.7 3.2 0.1

31-Jul-19 3.5 21.6 41.2 27.8 5.5 0.4

18-Sep-19 2.4 16.2 35.3 31.8 12.2 1.9 0.1

30-Oct-19 2.2 15.1 34.0 32.4 13.5 2.5 0.2

11-Dec-19 1.9 13.0 31.0 32.6 16.6 4.3 0.6
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Source: CME, Kotak Institutional Equities 

Valuations are full for the market as a whole 

We find the valuations of the Indian market to be full (see Exhibit 15) in the context of 

earnings growth. However, the market’s valuations based on benchmark indices mask the 

wide discrepancy in valuations across stocks with ‘value’ stocks in the financials (‘corporate’ 

banks and PSUs), energy, metals & mining and power utilities trading at inexpensive 

valuations and ‘growth’ stocks in the financials (private ‘retail’ banks and certain NBFCs), 

consumer staples, consumer discretionary and pharmaceutical sectors trading at rich 

valuations.     
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Exhibit 15: We expect earnings of the Nifty-50 Index to grow 15% in FY2019 and 26% in FY2020 
Valuation summary of Nifty-50 sectors (full-float basis), March fiscal year-ends, 2019E-21E (based on current constituents) 

Mcap.
Adj. 

mcap.
(US$ bn) (US$ bn) 2019E 2020E 2021E 2019E 2020E 2021E 2019E 2020E 2021E 2019E 2020E 2021E 2019E 2020E 2021E 2019E 2020E 2021E

Automobiles 80       43.9        (15.2)  45.5   16.2    23.9  16.4  14.2  8.8    6.9    5.9    2.7    2.4    2.1    1.2    1.3    1.4    11.1  14.5  14.9  

Banking 295     221.8      38.1   82.7   23.6    28.9  15.8  12.8  0.0 0.0 0.0 2.6    2.3    2.0    0.6    0.9    1.1    9.1    14.6  15.6  

Cement 22       8.4          42.9   21.8   18.9    20.3  16.7  14.0  9.8    8.7    7.5    1.8    1.7    1.5    0.4    0.4    0.4    9.0    9.9    10.6  

Consumers 127     63.3        14.2   15.8   13.8    41.4  35.7  31.4  27.7  23.6  20.6  11.6  10.6  9.6    1.4    1.7    1.9    28.1  29.6  30.7  

Energy 164     68.4        3.4     6.7     7.9      11.9  11.2  10.4  7.4    6.8    6.2    1.5    1.4    1.2    2.1    2.2    2.3    12.4  12.1  12.0  

Industrials 27       24.0        33.3   0.6     13.6    20.3  20.2  17.8  17.6  17.1  15.1  3.5    3.2    2.9    1.6    1.7    1.9    17.3  15.7  16.1  

Infrastructure 10       3.7          9.3     11.5   27.6    17.1  15.3  12.0  12.8  10.7  9.4    3.0    2.6    2.2    0.3    0.5    0.5    17.5  16.7  18.0  

Media 6         3.4          11.4   17.1   12.6    26.4  22.5  20.0  15.4  13.5  11.9  5.0    4.4    3.9    1.0    1.2    1.6    18.8  19.4  19.3  

Metals & Mining 62       28.8        46.0   4.5     7.3      8.8    8.4    7.9    6.0    5.7    5.3    1.7    1.6    1.4    4.0    4.8    4.9    19.8  19.0  18.4  

Pharmaceuticals 29       15.7        16.3   35.7   26.0    29.4  21.6  17.2  15.9  11.5  9.1    2.9    2.6    2.3    0.5    0.9    1.1    10.0  12.1  13.6  

Others 5         3.9          9.5     14.7   11.4    16.2  14.1  12.7  10.7  9.1    7.9    3.6    3.0    2.5    1.2    1.4    1.6    22.0  21.0  19.8  

Technology 186     78.3        16.3   11.9   8.9      18.8  16.8  15.5  12.8  11.3  10.3  4.5    4.1    3.8    1.9    3.2    3.5    24.0  24.5  24.3  

Telecom 23       8.3          NM NM NM NM NM NM 9.0    8.3    7.0    2.2    2.4    2.6    2.6    2.6    2.7    NM NM 1.5    

Utilities 31       12.2        17.5   13.7   13.5    10.3  9.0    8.0    8.1    7.3    6.5    1.3    1.2    1.1    3.1    3.5    4.0    12.9  13.4  13.9  

Nifty-50 Index 1,068  584        15.2   25.6   14.8    19.5 15.6 13.5 9.8   8.7   7.8   2.6   2.4   2.1   1.5   2.0   2.2   13.3 15.1 15.6 

Nifty-50 Index (ex-energy) 904     516        19.8   31.9   16.7    22.1 16.7 14.3 10.9 9.6   8.5   3.0   2.7   2.4   1.4   1.9   2.1   13.7 16.2 16.9 

Notes:

(a) We use consensus numbers for Indiabulls Housing F inance and Kotak Mahindra Bank.

RoE (%)Earnings growth (%) PER (X) EV/EBITDA (X) Price/BV (X)   Div. yield (%)

 

Source: Kotak Institutional Equities estimates 

We expect further convergence of multiples between expensive ‘growth’ stocks and 

inexpensive ‘value’ if (1) oil prices were to remain at current levels, which will assuage 

investors about domestic macroeconomic conditions and (2) global and in particular US 

bond yields were to increase further from current levels.  

 Convergence of multiples across sectors. It would be interesting to see if multiples of 

‘growth’ stocks hold up if global bond yields were to increase further from current levels. 

So far, the multiples of consumer staple stocks have held up remarkably well despite the 

sharp increase in Indian and US bond yields (see Exhibit 16) over the past 12 months. The 

multiples of ‘growth’ stocks have expanded significantly over the past few years (see 

Exhibit 17) following the sharp decline in global bond yields. However, the multiples of 

‘value’ stocks have hardly seen any changes over the past few years (see Exhibit 18), 

which is probably fair given the business models of the companies in certain cases.   

Exhibit 16: Earnings yields of growth stocks have remained low despite the sharp increase in bond 

yields 
Trend in 10-year benchmark yields of US, India and earnings yields of HUVR and APNT (%) 
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Source: Bloomberg, Kotak Institutional Equities 
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India Financials

NBFCs: The Way Forward
Looking at this group in detail, we expect  different outcomes for those with 
strong parentage/vintage vs. others. We see low risk of contagion, but   system 
credit growth will struggle. Solutions are   PSU bank recap (growth capital)  and/
or pickup in asset sales via pass-through certificates.  

NBFCs/HFCs are stabilizing. How would we position from here?  
Not all NBFCs/HFCs  are equal, in our view. We divide them into those 
with strong parentage/long vintage and those with lesser vintage. 
The strong ones account for two-thirds of NBFCs/HFCs overall and 
have posted a 15% loan  CAGR during F15-18. The  latter grew at 26%, 
buoyed by easy and cheap liquidity. We expect stronger entities col-
lectively to sustain mid- to high-teens growth rates as they get a dis-
proportionate share of the liquidity available to the group. The 
lesser-vintage entities will face sustained funding challenges 
(against a backdrop of higher global rates),  causing a slowdown from 
the high growth rates of recent years.

Key concern for  lesser-vintage NBFCs and HFCs is rapid asset 
growth and   exposures to illiquid, opaque wholesale loans:  Two 
groups – wholesale lending NBFCs and some large, fast-growing 
HFCs – clocked loan CAGRs of ~35% over the past four years; their 
loan share  within NBFCs/HFCs rose ~900bp, to ~22%. We estimate 
that real estate exposures of NBFCs/HFCs  have risen at a ~30% 
CAGR,  to ~3.5% of system credit. These are not large numbers, but 
any major asset quality issues could cause the current crisis of confi-
dence to last longer.

Conviction in balance sheet strength is needed for confidence on 
a  sustained basis: Some of the lenders should pursue/continue their 
efforts in raising liquidity and capital by selling  retail loans and/or 
other assets. This could also help them support their wholesale 

exposures till they are able to manage them down.  Residential/com-
mercial real estate data indicate a gradual improvement, which 
should open up multiple redressal options (cutting prices, selling 
projects to stronger developers) even for weak borrowers.  A good 
part of developer financing could gradually move to funds –  global 
funds have shown appetite.

Risks to system credit growth and potential solutions? We esti-
mate that system credit growth could slip ~220bp over F19/20 if 
challenged wholesale-funded entities (lesser-vintage NBFCs/HFCs 
and Yes Bank) do not grow. Funding from mutual funds  to NBFCs/
HFCs will depend on  confidence and inflows; it is unlikely to go up 
soon. Banks will also be constrained by internal sectoral caps. We 
estimate that for public sector (PSU) banks to pick up this slack, they  
require  ~Rs400bn in additional capital. They lack  origination and col-
lection machinery; hence, aggressive buyout of retail loans from 
NBFCs/HFCs via  pass through certificates (PTCs) is easier to imple-
ment and more capital-efficient, in our view.

 In non-banks, we like HDFC, MMFS, and STFC: Risk-reward is 
attractive given parentage, vintage, reasonable  loan growth levels, 
and attractive valuations.

Industry View

India Financials - Attractive
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1. Not all NBFCs are alike  

We need to differentiate between those with  strong 
parentage and long business vintage and others. 

The existence of the NBFC/HFC business model is not under threat, 
in our view. They lend to diverse sections of the economy and have 
specialized in and developed origination, underwriting, and collec-
tion abilities in many credit-starved segments. 

More importantly, we assess that approximately two-thirds of the 
overall loan book of NBFCs and HFCs belongs to entities with strong 
parentage and long business vintage. HDFC, LICHF, and Bajaj Finance 
are some examples in our coverage. 

Our view is that while the current problems will cause a  slowdown 
in loan growth for the overall NBFC/HFC group, the stronger entities 
will continue to get funding to build their loan books at a healthy 
pace. Pricing will be higher than historical rates and spreads lower, 
but availability of funding should not be a problem for these entities. 

l By strong parentage, we imply strong cash-rich promoters (usu-
ally reputable corporate houses that have been in business for 
multiple decades), and also PSU entities, where there is implicit 
sovereign support.

l By long business vintage, we imply experience in running the busi-
ness across multiple cycles. 

l In this category, we also include lenders with strong parentage 
and lesser vintage but with exposures in safer asset classes. 

l We classify all other entities as "lesser vintage." 
l We also classify certain lenders with strong parentage but strong  

growth in recent years in illiquid and opaque asset  classes like real 
estate as "lesser vintage." 

Investment summary 

The past ten weeks or so have been  challenging for 
wholesale-funded lenders, especially NBFCs and HFCs. 
The default by IL&FS – and its subsequent downgrade to 
"D" by credit rating agencies from being rated AAA just a 
few months ago –  triggered a crisis of confidence in the 
wholesale funding markets. 

Three major underlying factors compounded this issue:

l  A buildup of asset liability mismatches at NBFCs/HFCs, 
more so over the past six months, as they borrowed 
heavily via short-tenor instruments like commercial 
paper in view of  higher longer-tenor interest rates; 

l  These short-term issuances were largely subscribed by 
mutual funds whose exposures to NBFCs/HFCs were 
almost at sectoral caps.  

l Increased exposures to illiquid and relatively opaque 
segments like real estate by the NBFCs/HFCs in recent 
years. 

There are meaningful  commercial paper maturities lined 
up in coming months. Mutual funds remain cautious 
about investing in NBFC paper. Banks are also cautious in 
extending new credit lines to these entities as concerns 
about asset quality have increased.  Could contagion 
result? How will this influence loan growth for the 
system as a whole? 

In this report we articulate our views on these questions. 
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Exhibit 2:
Non-bank system (NBFC + HFC) loan mix as of June 2018, percentage 
mix. Consumer + SME loans account for ~60%. Real estate finance +  
structured finance account for ~15%.

Home Loans, 31% 

Other Consumer / Gold 
/ Rural / Agri / Micro, 

7% 

Vehicle / 
Equipment, 12% LAP / SME, 11% 

Real Estate (CF / 
LRD etc.), 10% 

Structured / LAS / 
Distressed, 4% 

Infrastructure, 24% 

Other Corporate, 1% Others, 0% 

Source: Company Data, RBI, NHB, Morgan Stanley Research
We have factored in HFC system (estimated) and about 30 NBFCs (most listed).

Exhibit 3:
Almost two-thirds of NBFCs + HFCs by loan book, by our assessment, 
have strong parentage and businesses with long vintage

Source: Morgan Stanley Research

2. We expect funding divergence to 
emerge

Wholesale-funded entities where growth could be 
challenged contributed ~25% of incremental credit in F18.  
We expect funding divergence to emerge – and hence, 
different loan growth rates across strong and weak 
liability franchises in the near to medium term. 

Exhibit 4:
Incremental share in total credit of Yes Bank and NBFCs/HFCs of lesser 
vintage   picked up from ~5% in F2014 to ~23% in F2018

1% 2% 3% 
4% 

6% 
1% 

4% 

6% 

7% 

8% 

3% 

3% 

7% 

8% 

9% 

0%

5%

10%

15%

20%

25%

F2014 F2015 F2016 F2017 F2018

Low Vintage HFCs

Low Vintage NBFCs

Yes Bank

Source: Company Data, Morgan Stanley Research. Total credit includes outstanding commercial paper 
(CP), non convertible debentures (NCD) and external commercial borrowings (ECB)

In the past four years, NBFCs and HFCs of relatively lesser vintage, 
supported by easy access to equity and debt capital, grew fast (~26% 
loan book CAGR). They outpaced the stronger entities (~16% CAGR) 
by a sizable margin  and their share in incremental NBFC + HFC loans 
averaged ~45%.

Some of the lesser-vintage NBFCs/HFCs also aggressively increase 
real estate-linked lending. These wholesale asset exposures are one 
of the primary drivers of the current crisis of confidence. 

If we also include Yes Bank in the mix (since it is likely slow to loan 
growth very sharply, given capital constraints), these entities  
accounted for a quarter of incremental overall credit (loans + CPs + 
NCDs +  ECB).

We expect the stronger NBFCs/HFCs to moderate loan growth given 
higher cost of funds. However, we believe they should be able to col-
lectively generate loan growth of 15% p.a. in the near to medium term 
(vs. 18% in F2018).

On the other hand, entities with low business vintage and those that 
have seen rapid growth only  in recent years   could continue to face 
liquidity issues - curtailing growth. Their aggregate loan book could 
even stay flat or even shrink owing to paucity of funding and higher 
cost of funds.
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3. Overall system credit growth could 
slow down 

PSU banks might have to step in, making PSU bank 
recapitalization critical. 

Our previous base case assumptions for system loan growth were 
12% for F19 and 14% for F20. For overall credit growth (including all 
instruments), we had assumed 10.5% for F19 and 12.5% for F20. This 
assumed loan book growth for NBFCs/HFCs and Yes Bank (in aggre-
gate) of 20%  in both F19 and F20. 

Exhibit 5:
Sensitivity of system credit growth forecasts to various levels of loan growth at growth-challenged entities – i.e., lesser-vintage NBFCs/HFCs and  
Yes Bank

% YoY F2016 F2017 F2018 F2019E F2020E F2019E F2020E F2019E F2020E F2019E F2020E

Entities were growth prospects should not change much 8% 4% 8% 11% 14% 11% 14% 11% 14% 11% 14%

Banks (ex Yes Bank) 7% 2% 7% 10% 13% 10% 13% 10% 13% 10% 13%

NBFCs + HFCs with strong parentage / long vintage 15% 12% 18% 15% 15% 15% 15% 15% 15% 15% 15%

Growth Challenged Entities 14% 25% 34% 28% 27% 0% 0% 5% 5% 10% 10%

Low Vintage NBFCs + HFCs 12% 23% 31% 30% 28% 0% 0% 5% 5% 10% 10%

Yes Bank 30% 35% 54% 20% 20% 0% 0% 5% 5% 10% 10%

Total loans (ex bank loans to NBFCs) 8% 5% 10% 11.8% 14.2% 9.0% 11.5% 9.5% 11.9% 10.0% 12.4%

Other Credit (CP + NCD + ECB) ** 9% 17% 8% 6% 5% 6% 5% 6% 5% 6% 5%

Total Credit (all instruments) 8% 7% 9% 10.5% 12.4% 8.3% 10.2% 8.7% 10.5% 9.1% 10.9%

If Yes Bank, Low Vintage NBFCs + HFCs grow @

Previous Assumptions 

(20%)
0% 5% 10%

Source: RBI, NHB, Company Data, Morgan Stanley Research (E) Estimates. **Net of NBFC/HFC issuances

Exhibit 6:
Scenario analysis: potential equity capital requirements at PSU banks to take up slack of lower loan growth at Yes 
Bank and lesser-vintage  NBFCs + HFCs.

 (Rs trillion) 0% 5% 10%

Net Increase in loan book of PSU banks (to take up slack)

FY19 3.0 2.5 1.9

FY20 3.7 3.1 2.5

FY19 + FY20 6.7 5.6 4.4

Capital required @ 65% risk weight for 9% CET1

FY19 0.18 0.14 0.11

FY20 0.21 0.18 0.15

FY19 + FY20 0.39 0.33 0.26

If Yes Bank, Low Vintage NBFCs + 

HFCs grow @

Source:  Company Data, Morgan Stanley Research Estimates

In such a scenario, for credit growth to be in line with our estimates, 
PSU banks would have to participate meaningfully. This would entail 
significant equity capital for PSU banks. Assuming a blended risk 
weighting of 65% and a core capital requirement of 9%, we estimate 
that over two years, PSU banks could require Rs260-390 bn in equity 
capital across various scenarios. This is over and above the planned 
equity capital infusion as part of the recapitalization plan.

In the exhibit below, we present various scenarios. We analyze sensi-
tivity of system credit growth to various levels of loan growth (no 
growth, 5%,  10%)  at lesser-vintage NBFCs/HFCs and Yes Bank. 
Assuming no growth at these entities, decline in system loan growth 
could be up to 2.7ppt and in overall credit growth could be up to 
2.2ppt.
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4. Other potential capital-efficient  
solutions

In our view, there is a prudent way out: increased 
partnering between PSU banks and  NBFCs/HFCs  via pass-
through certificates (PTCs). We view this as a very 
capital-efficient way of transferring liquidity from PSU 
banks to NBFCs/HFCs. 

Since NBFCs/HFCs can provide  credit enhancement to make the 
instruments AAA-rated, PSU banks' investments in such paper could 
carry only 20% risk weighting, thus minimizing capital requirements. 

In addition, these instruments can also be sold more easily than loans 
to generate liquidity and capital if need be. 

We discuss this in more detail in a later section   of the report.

5. A key risk is NPLs in the real estate 
portfolios at NBFCs/HFCs 

This could  increase liquidity pressures for all NBFCs/
HFCs  – but is unlikely to be a systemic risk, in our view. 

Exhibit 7:
Wholesale real estate  credit & LAP/SME by major NBFCs/HFCs as a 
proportion  of overall credit has doubled in the past four years  

0.6% 0.8% 0.9% 1.1% 
1.2% 

1.1% 
1.2% 

1.4% 

1.7% 

2.1% 

0.0%

1.0%

2.0%

3.0%

4.0%

FY14 FY15 FY16 FY17 FY18

Wholesale Real Estate Credit by major NBFCs/ HFCs as a proportion of overall credit

LAP/SME by major NBFCs / HFCs as a proportion of overall credit

Source: Company Data, Morgan Stanley Research Estimates

A key concern is tight liquidity resulting in potential NPLs in  real 
estate loans by NBFCs/HFCs –  further reducing  liquidity to NBFCs/
HFCs.

Banks can and will replace NBFCs/HFCs in consumer loans (including 
mortgages) and SME loans. However, they are unlikely to be aggres-
sive lenders to the real estate sector. This is likely to reduce flow of 
credit to the sector. 

We don’t expect mass defaults among real estate developers. 
Residential real estate sales in India have picked up and  commercial 
real estate has also been doing well. Strong end user demand is a 
positive.  It could throw up multiple options, in our view. Cutting 
prices and accelerating unit sales is one. Strong players could also 
acquire or partner with weak players to complete stalled projects, 
etc. We discuss this in detail later in the report. There are still likely 
to be defaults by weaker developers – but this is unlikely to become 
a systemic problem, in our view. 

Real estate exposures of NBFCs/HFCs make up  ~3.5% of overall 
system credit. This prima facie doesn't appear massive, i.e., even if a 
part of  this portfolio were to turn bad, it wouldn't be  large enough to 
create a systemic risk, in our view. However, the risk is that if  there is 
default on a larger developer loan  or if multiple developers default 
quickly, worries around NBFCs/HFCs would increase sharply, poten-
tially curtailing liquidity flow  to the group overall. 

6. Amid volatility, we see opportunity 

We like select NBFCs/HFCs with strong parentage and 
long business vintage and trading at attractive valuations.

Exhibit 8:
NBFC/HFC stocks in our coverage with strong parentage and long 
business vintage – we have OW ratings on HDFC, STFC and MMFS

0.0

2.0

4.0

6.0

8.0

BAF HDFC Core MMFS SHTF LICHF

Current 1Y Fwd PBV 5Y Avg

Source: Thomson Reuters, Morgan Stanley Research Estimates
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Exhibit 9:
Snapshot of Total System Credit

Total Banks*, 60% 

NBFCs + 
HFCs, 18% 

Others, 22% 

Total System Credit (Rs 136 trillion) 

Strong 
Parentage / 

Long Vintage, 
64% 

Low Vintage, 36% 

NBFCs + HFCs Loan Book (Rs 24 trillion) 

Banks, 39% 

NCD / Bonds, 32% 

CP, 13% 

ECB, 1% Sub Debt, 4% 

CBLO, 1% Deposits/Retail / 
HNI/ ICD, 3% 

NHB, 2% 

Securitization, 4% 

Others, 2% 

Borrowing Mix (Rs 7 trillion) 

Home Loans, 36% 

Other Consumer / 
Gold / Rural / Agri / 

Micro, 11% 

Vehicle / 
Equipment, 6% 

LAP / SME, 
15% 

Real Estate 
(CF / LRD 
etc.), 15% 

Structured / LAS / 
Distressed, 7% 

Infrastructure, 10% Other Corporate, 
0% Others, 0% 

Loan Mix (Rs 9 trillion) 

Key 
concern 
areas / 
Illiquid 
Assets 

Source:   Company Data, RBI, NHB, SEBI, Morgan Stanley Research estimates. Note: In Loan mix, we have used our estimates for total home loans. * Total Bank share is net of  bank loans to NBFCs

Within our coverage, HDFC, LICHF, Bajaj Finance, Mahindra Finance, 
and Shriram Transport are the companies that have strong par-
entage and vintage.

We prefer HDFC, STFC and MMFS (all rated Overweight). Each  has 
strong domain  expertise and leadership. Operating trends (compa-
ny-specific factors) for these companies are also tracking well, 
growth trajectory and expectations  are reasonable, and valuations 
(one-year forward price to book at one standard deviation below  five-
year mean) are attractive.

We like Bajaj Finance as a business. However, the starting point of 
growth expectations is too high and multiples (P/E, P/B)   are too steep 
for a volatile and difficult period for NBFCs where the growth para-
digm is being questioned. There is little margin for error. 

LIC Housing stock is most attractive on valuation. However, profita-
bility in the core home loan business is under pressure, and the com-
pany is also losing market share there. 

Hence, we have Equal-weight ratings on both stocks. 



 

  

BofA Merrill Lynch does and seeks to do business with issuers covered in its research reports. 
As a result, investors should be aware that the firm may have a conflict of interest that could 
affect the objectivity of this report. Investors should consider this report as only a single 
factor in making their investment decision. 
Refer to important disclosures on page 6 to 7.  11939088     

   
 
 

 

 
   

India Economic Watch     

RBI board meeting: 4 welcome steps to 
ease liquidity 

   

    20 November 2018    

 
Bottom line: MSME support, CRAR delay, PCA, RBI reserves  
The RBI board has, as expected, proposed to ease liquidity to support recovery. It has 
advised the RBI to consider a scheme for restructuring stressed standard assets of 
micro, small and medium (MSME) borrowers of up to Rs250bn/US$3.5bn. Second, it has 
also recommended that the stricter 9% capital to risk assets ratio (CRAR) deadline by 
relaxed by pushing the last tranche of 0.625% under the Capital Conservation Buffer 
(CCB) out by a year to March 2020. Third, the RBI’s Board for Financial Supervision will 
examine dilution in the Prompt Correction Framework (PCA) to support MSME credit. 
Finally, a committee will examine the RBI’s economic capital framework, given that its 
reserves are higher by global comparisons. For these measures to work, we continue to 
expect the RBI to step up open market operations (OMO) to Rs500bn a month in 
December-March to arrest lending rate hikes. (See RBI: 3 questions 14 Nov 2018.) 

MSME support, CCB delay, PCA relaxations 
MSME:  The RBI board has advised a scheme for restructuring stressed standard assets 
of MSME borrowers with aggregate credit facilities of Rs250bn/US$3.5bn. 
CRAR delay: It has also decided to extend the 9% CRAR deadline by pushing the last 
tranche of 0.625% under the Capital Conservation Buffer by a year up to March 2020. 
Table 1 shows India’s prudential regulations are tighter than Basel III. 
Dilution of PCA norms: the RBI’s Board for Financial Supervision will examine this. 

RBI's reserves surely on the higher side 
We welcome the constitution of an expert committee to examine the RBI’s economic 
capital framework, given that its reserves are higher by global comparisons. Contingency 
reserves, at 7.1% of book, are well above the BRICS (ex India) average of 2% as the mid-
1990s’ 12%-of-book benchmark was set before the 2003 Fiscal Responsibility and 
Budget Management (FRBM) Act stopped monetization of the fiscal deficit (Table 2). 
Overall reserves, at 27% of book, are far higher than the 18% recommended by the 
2004 Usha Thorat group. We wish to clear two common misconceptions: 
Reserves drawdown does not need selling FX reserves. The RBI currently books 
interest income and revaluation gains in its net worth (net non-monetary monetary 
liabilities). Transferring them to the fisc for public spend is ultimately a fiat as the RBI is 
the creator of money. In fact, liquidity thus generated has to be offset by OMO cuts. 
MoF can draw down RBI’s reserves beyond annual surplus There is no legal bar as 
long as Delhi maintains Rs5 crore of reserve fund  with the RBI under Sec46 of the 1934 
RBI Act, in our view. Sec 47 requires the RBI to transfer its annual surplus to the 
government, after provisions, but does not place any restriction on further transfers.   

RBI OMO key: Rs500bn a month in December-March 
We expect the RBI to step up OMO to Rs500bn a month between December-March to 
arrest further lending rate hikes. Our liquidity model estimates that it has to inject 
US$33bn of durable liquidity (Table 3). While the RBI has sold US$24bn of FX, it has 
OMO-ed US$17bn (Tables 4-5). Even so, the money market will see a persistent deficit 
(Table 6). (See, RBI OMO: Step up key to avoid liquidity crunch 29 Oct 2018.)   
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RBI board meeting: 4 welcome steps to 
ease liquidity 
 

 
 
 
 
 
 
 

 

Table 2: RBI’s reserves are highest among BRICS… 
Central banks Ratio of reserves to assets (%) 
Brazil 3.7 
Russia 1.1 
India 7.1 
China (ow n capital + other liabilities) 1.9 
South Africa 1.5 
Source: Various Central bank reports 

  

 
 

Table 1: RBI rules more conservative vs Basel III reccos 

Jurisdiction Min common 
equity ratio 

Minimum tier 1 
capital ratio 

Minimum total 
capital ratio 

Basel III prescriptions 4.5 6 8 

Brazil   

11 from 2013, 
gradually  aligning 
to Basel III by  
2019-subsequently 
as per Basel 

China 5 6 8 
India 5.5 7 9 
Mex ico (CCB is integrated 
into min requirements) 7 8.5 10.5 

Singapore 6.5 8 10 
South Africa 5 6.75 9 
Sw itzerland 4.5 to 10 6 to 13 8 to 19 
Turkey  4.5 6 12 
Source: BIS 
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Table 3: RBI needs to inject US$33bn in FY19 

 Income 
elasticity 

Inflation 
sensitivity 

Interest rate 
sensitivity 

GDP 
growth 

Infla-
tion 

Δ interest 
rate 

Liquidity (credit/ money/ RM) growth 
(%) 

Multi-
plier 

RM 
(US$bn) 

Credit grow th = 2.15*GDP growth + core-WPI inflation –  0.01*∆int. rate       
WPI inf 1.98 1 -0.01 6 5 0.5 15.5 5 34.1 
core-
WPI 2.15 1 -0.01 6 3.5 0.5 15 5 33.1 

          
Money  demand growth = 1.57* GDP growth + core-WPI inflation – 0.0.15*∆int. rate     
WPI inf 1.41 1 -0.01 6 5 0.5 13 6.7 32.5 
core-
WPI 1.57 1 0 6 3.5 0.5 12.4 6.7 31.1 

CPI inf 1.27 1 -0.02 6 4.8 0.5 11.4 6.7 28.6 
          
Reserv e money demand growth= 1.5*GDP growth + core-WPI inflation – 0.02*∆int. rate     
WPI inf 1.33 1 -0.01 6 5 0.5 12.5 1 38 
core-
WPI 1.5 1 -0.01 6 3.5 0.5 12 1 36.6 

CPI inf 1.19 1 -0.02 6 4.8 0.5 10.9 1 33.3 
Source: BofA Merrill Lynch Global Research estimates, RBI, MOSPI, FinMin, Eviews 

 
 
Table 4: RBI to sell US$26bn if FPI flows end FY19 flat (US$16bn outflow FYTD) 

Item FY16 (US$ 
45.7/bbl) 

FY17(US$ 
49.5/bbl) 

1Q 
FY18 

2Q 
FY18 

3Q 
FY18 

4QFY1
8 

FY1
8 

1QFY1
9 

FY19 (oil @ 
73$/bbl) 

FY20 (oil @ 
70/bbl)) 

Current Account -22.2 -15.3 -14.9 -7.2 -13.7 -13 -48.8 -15.8 -70 -76 
% of GDP -1.1 -0.7 -2.4 -1.1 -2.1 1.9 -1.9 -2.4 -2.5 -2.7 

Trade balance -130.1 -112.4 -42 -32.8 -44 -41.6 
-

160.
4 

-45.7 -190 -200 

- Exports 266.4 280.1 73.6 74.9 76.3 79.3 304.
1 129 321 350 

- Imports 396.4 392.6 112.5 107 119 121.3 459.
8 83.3 511 550 

Net Oil imports 82.9 86.8 15 13.8 18.8 22.6 70.2 22.7 95 90 
o/w Gold imports 31.8 27.5 10 7.2 10.3 7.8 35.3 10.8 35 37 

Invisibles 107.9 97.1 27 25.5 30.6 28.6 111.
7 30 120 124 

o/w private transfers 63.1 56.6 14.5 15.7 16 16.2 62.4 65 67 70 
o/w income from reserve 
assets 3.3 3.7     0 10 10 13 

Capital Account 41.2 36.6 25.8 16.4 22 25 89.2 5.3 54.1 98 
Foreign investment 31.9 43.2 19.5 14.4 9.6 8.7 52.2 1.5 30 60 
- FDI 36 35.6 7.1 12.3 4.3 6.4 30.1 9.6 30 35 
- FII+ -4.1 7.6 12.4 2 5.3 2.3 22 -8.7 0 25 
Banking capital 10.6 -16.6 6.2 0.2 4.6 4.6 15.6 10 10 12 
- NRI deposits 16.1 -12.4 1.2 0.7 3.1 4.6 9.6 3.5 3.5 12 
External assistance 1.5 2 0.7 0.08 0.7 1.4 2.88 0.5 0.5 4 
ECBs -4.5 -6.1 -0.3 -1.1 0.5 1 0.1 -0.6 -0.6 4 
Short term credit -1.6 6.5 0.6 3.9 4.8 4.5 13.8 -3.7 15 18 
Other Capital 3.3 7.6 -0.8 -1.1 1.8 4.8 4.7 6.8 0 0 
Errors and Omissions -1.1 0.4 0.3 0.6 0.8 1.3 3 -0.8 -0.8 0 
Overall balance 18 21.6 11.4 9.5 9.4 12 42.3 -11.3 -15.9 22 
Memo        0 0  
RBI's forex intervention 13.2 16     24.1 -16 -26.4 9 
Import Cover (in months) 10.9 12     11 9.3 9.6 9.4 
Source: BofA Merrill Lynch Global Research estimates, RBI, Ministry of commerce, Bloomberg 
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Table 5: RBI to OMO US$50+bn in FY19 (US$17bn FYTD)… 

1.Borrowing (a+b) in INR bn 8640 
a. Center 4340 
b. States 4300 
2.Total demand (c+d+e) in INR bn 7455 
c. Bank demand (net) 3555 
d. FII  0 
e. Others (ex cl FII) 3900 
3. RBI's OMO needed to balance G-Sec mkt (1-2) in INR bn 1185 
4. Total RM creation by RBI in US$ bn 33 
5. FX intervention in US$ bn -26 
6. RBI injection for liquidity (=4-5) in US$ bn 59 
7. Government buyback 5.5 
8. RBI OMO 53.5 
Rs bn  
9. RBI OMO/Govt buyback/MSS T-Bill maturity    (@Rs72/USD for 
FY19) 4104 

8. Excess G-Sec demand = (7-3) 2919 

Source: BofA Merrill Lynch Global Research estimates, finMin, RBI, Bloomberg 

 

 Table 6: … given persistent liquidity deficit 
 BofAMLe 
(In INR bn) Oct-18 Nov-18 Dec-18 
1. Opening balance -58.07 -1,008.98 -779.7 
2. Net flow s (4-3) -951 229 -649 
3. Outflow s (= a+b+c+d) 2614.59 2124.65 2006.8 
a.Currency in circulation  270.3 373.5 166.2 
b. CRR 69.0 34.3 34.3 
c.Gross Central issuance 550 360 480 
d.T bill issuances (incl. CMB) 1250 950 950 
e. SDL issuance 475.25 406.86 376.32 
4. Inflow s (=a+b+c+d+e+f) 1663.7 2353.9 1357.4 
a.Total coupon payments 223.8 626.4 662.1 
b. Redemptions (Gsec + SDL)                126.32                      61.2  
c. T bill redemptions               1,129.25              1,022.33                 1,069.2  
d. Net  gov t .expenditure 350.6 278.9 -835.7 
e. FX interv ention -400 -100 -100 
f. RBI OMO/ buy back of G-
secs 360 400 500 
5. Closing balance (=1-3+4) -1,008.98 -779.7 -1,429.0 
Source: BofA Merrill Lynch Global Research estimates, RBI, FinMin, Bloomberg 
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This is a short story of what happened to the 
U.S. economy since the end of World War II. 

This is a short story of what happened to the U.S. economy since the 
end of World War II. 

That’s a lot to unpack in 5,000 words, but the short story of what 
happened over the last 73 years is simple: Things were very uncer-
tain, then they were very good, then pretty bad, then really good, then 
really bad, and now here we are. And there is, I think, a narrative that 
links all those events together. Not a detailed account. But a story of 
how the details fit together. 

Since this is an attempt to link the big events together, it leaves out 
all kinds of detail of what happened during this period. I’m likely to 
agree with anyone who points out what I’ve missed. My goal isn’t to 
describe every play; it’s to look at how one game influenced the next. 

If you fell asleep in 1945 and woke up in 2018 you would not recog-
nize the world around you. The amount of growth that took place 
during that period is virtually unprecedented. If you learned that 
there have been no nuclear attacks since 1945, you’d be shocked. If 
you saw the level of wealth in New York and San Francisco, you’d 
be shocked. If you compared it to the poverty of Detroit, you’d be 
shocked. If you saw the price of homes, college tuition, and health 
care, you’d be shocked. Our politics would blow your mind. And if 
you tried to think of a reasonable narrative of how it all happened, 
my guess is you’d be totally wrong. Because it isn’t intuitive, and it 
wasn’t foreseeable 73 years ago. 

Here’s how this all happened. 
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1. August, 1945. World War II ends.

Japan surrendering was “The Happiest Day in American History,” 
the New York Times wrote. 

But there’s the saying, “History is just one damn thing after another.” 

The joy of the war ending was quickly met with the question, “What 
happens now?” 

Sixteen million Americans -- 11% of the population -- served in the 
war. About eight million were overseas at the end. Their average age 
was 23. Within 18 months all but 1.5 million of them would be home 
and out of uniform. 

And then what? 

What were they going to do next?

Where were they going to work?

Where were they going to live?

Those were the most important questions of the day, for two reasons. 
One, no one knew the answers. Two, if it couldn’t be answered quick-
ly, the most likely scenario -- in the eyes of many economists -- was 
that the economy would slip back into the depths of the Great De-
pression. 
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2. So we did something about it: Low 
interest rates and the intentional 
birth of the American consumer.

The first thing we did to keep the economy afloat after the war was keep 
interest rates low. This wasn’t an easy decision, because a burst of infla-
tion when soldiers came home to a shortage of everything from clothes 
to cars temporarily sent inflation into double digits:
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3. Pent-up demand for stuff fed by a 
credit boom and a hidden 1930s pro-
ductivity boom led to an economic 
boom.

The 1930s were the hardest economic decade in American history. But 
there was a silver lining that took two decades to notice: By necessity, 
the Great Depression had supercharged resourcefulness, productivity, 
and innovation.

We didn’t pay that much attention to the productivity boom in the ‘30s, 
because everyone was focused on how bad the economy was. We didn’t 
pay attention to it in the ‘40s, because everyone was focused on the war. 

Then the 1950s came around and we suddenly realized, “Wow, we have 
some amazing new inventions. And we’re really good at making them.”

Appliances, cars, phones, air conditioning, electricity. 

It was nearly impossible to buy many household goods during the war, 
because factories were converted to make guns and ships. That created 
pent-up demand from GIs for stuff after the war ended. Married, eager 
to get on with life, and emboldened with new cheap consumer credit, 
they went on a buying spree like the country had never seen.



Collaborative Fund 2018

4. Gains are shared more equally 
than ever before.

The defining characteristic of economics in the 1950s is that the 
country got rich by making the poor less poor. 

Average wages doubled from 1940 to 1948, then doubled again by 
1963. 

And those gains focused on those who had been left behind for de-
cades before. The gap between rich and poor narrowed by an extraor-
dinary amount. 

Lewis Allan wrote in 1955:

The enormous lead of the well-to-do in the economic race has 
been considerably reduced.

It is the industrial workers who as a group have done best -- peo-
ple such as a steelworker’s family who used to live on $2,500 and 
now are getting $4,500, or the highly skilled machine-tool op-
erator’s family who used to have $3,000 and now can spend an 
annual $5,500 or more.

As for the top one percent, the really well-to-do and the rich, 
whom we might classify very roughly indeed as the $16,000-and-
over group, their share of the total national income, after taxes, 
had come down by 1945 from 13 percent to 7 percent.
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This was important. People measure their well being against their 
peers. And for most of the 1945-1980 period, people had a lot of what 
looked like peers to compare themselves to. Many people -- most peo-
ple -- lived lives that were either equal or at least fathomable to those 
around them. The idea that people’s lives equalized as much as their 
incomes is an important point of this story we’ll come back to.

5. Debt rose tremendously. But so 
did incomes, so the impact wasn’t a 
big deal.

Household debt increased 5-fold from 1947 to 1957 due to the com-
bination of the new consumption culture, new debt products, and in-
terest rates subsidized by government programs, and held low by the 

Federal Reserve.
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6. Things start cracking. 

1973 was the first year where it became clear the economy was walk-
ing down a new path. 

The recession that began that year brought unemployment to the 
highest it had been since the 1930s

Inflation surged. But unlike the post-war spikes, it stayed high. 

Short-term interest rates hit 8% in 1973, up from 2.5% a decade earli-
er. 

And you have to put all of that in the context of how much fear there 
was between Vietnam, riots, and the assassinations of Martin Luther 
King, John and Bobby Kennedy. 

It got bleak. 

America dominated the world economy in the two decades after the 
war. Many of the largest countries had their manufacturing capacity 
bombed into rubble. But as the 1970s emerged, that changed. Japan 
was booming. China’s economy was opening up. The Middle East was 
flexing its oil muscles. 
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7. The boom resumes, but it’s different 
than before.

Ronald Reagan’s 1984 Morning in America ad declared: 

It’s morning again in America. Today more men and women will go to 
work than ever before in our country’s history. With interest rates at 
about half the record highs of 1980, nearly 2,000 families today will 
buy new homes, more than at any time in the past four years. This af-
ternoon 6,500 young men and women will be married, and with infla-
tion at less than half of what it was just four years ago, they can look 
forward with confidence to the future.

That wasn’t hyperbole. GDP growth was the highest it had been since the 
1950s. By 1989 there were 6 million fewer unemployed Americans than 
there were seven years before. The S&P 500 rose almost four-fold between 
1982 and 1990. Total real GDP growth in the 1990s was roughly equal to 
that of the 1950s -- 40% vs. 42%. 
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8. The Big Stretch

Rising incomes among a small group of Americans led to that group 
breaking away in lifestyle. 

They bought bigger homes, nicer cars, went to expensive schools, 
and took fancy vacations. 

And everyone else was watching -- fueled by Madison Avenue in the 
‘80s and ‘90s, and the internet after that.  

The lifestyles of a small portion of legitimately rich Americans in-
flated the aspirations of the majority of Americans, whose incomes 
weren’t rising. 

A culture of equality and Togetherness that came out of the 
1950s-1970s innocently morphs into a Keeping Up With The Joneses 
effect. 

Now you can see the problem. 

Joe, an investment banker making $900,000 a year, buys a 4,000 
square foot house with two Mercedes and sends three of his kids to 
Pepperdine. He can afford it. 
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9. Once a paradigm is in place it is 
very hard to turn it around.

A lot of debt was shed after 2008. And then interest rates plunged. 
Household debt payments as a percentage of income are now at the 
lowest levels in 35 years. 

But the response to 2008, necessary as it may have been, perpetuat-
ed some of the trends that got us here. 

Quantitative easing both prevented economic collapse and boosted 
asset prices, a boon for those who owned them -- mostly rich people. 

The Fed backstopped corporate debt in 2008. That helped those who 
owned their debt -- mostly rich people. 

Tax cuts over the last 20 years have predominantly gone to those 
with higher incomes. People with higher incomes send their kids to 
the best colleges. Those kids can go on to earn higher incomes and 
invest in corporate debt that will be backstopped by the Fed, own 
stocks that will be supported by various government policies, and so 
on. Economist Bhashkar Mazumder has shown that incomes among 
brothers are more correlated than height or weight. If you are rich 
and tall, your brother is more likely to also be rich than he is tall. 
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10. The Tea Party, Occupy Wall 
Street, Brexit, and the rise of Trump 
each represents a group shouting, 
“Stop the ride, I want off.”

The details of their shouting are different, but they’re all shouting -- at 
least in part -- because stuff isn’t working for them within the context 
of the post-war expectation that stuff should work roughly the same 
for roughly everyone. 

You can scoff at linking the rise of Trump to income inequality alone. 
And you should. These things are always layers of complexity deep. 
But it’s a key part of what drives people to think, “I don’t live in the 
world I expected. That pisses me off. So screw this. And screw you! I’m 
going to fight for something totally different, because this -- whatever 
it is -- isn’t working.”

Take that mentality and raise it to the power of Facebook, Instagram, 
and cable news -- where people are more keenly aware of how other 
people live than ever before. It’s gasoline on a flame. Benedict Evans 
says, “The more the Internet exposes people to new points of view, the 
angrier people get that different views exist.” That’s a big shift from 
the post-war economy where the range of economic opinions were 
smaller, both because the actual range of outcomes was lower and be-
cause it wasn’t as easy to see and learn what other people thought and 
how they lived. 
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