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9 Grey Swans for 2019
Black swan events are ones that are out of the realms of possibilities at least as
envisaged by market participants. For 2018, perhaps the only black swan event was the
US-North Korean peace summit in June. As far as I could tell – no one was remotely
thinking that was possible at the end of 2017. As for the other outsized moves of 2017,
such as the EM FX sell-offs, VIX spike and equity sell-offs, these were grey swans – they
were risks that many had highlighted, but turned out to materialise in a much more
extreme fashion than expected.
So what grey swans are possible in 2019? This year, we try to provide some “positive”
grey swans as well to provide some balance against the pessimistic ones. None of these
are our base case, and instead are more an exercise in forcing us to think outside our
usual base scenario-risk modes of thinking. We’ve identified nine in all:
Shock 1: End of populism
Shock 2: Oil price plunges to $20/bbl
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1: End of populism
The rise of populism in many ways can be traced back to China. Its economic rise,
especially since the financial crisis, has brought unease to many developed countries.
Globalisation rather than just producing cheap goods for rich countries, has now allowed
countries such as China to take middle-class jobs from developed countries. Moreover,
unlike the previous ideological rival the USSR, China’s rise has shown that liberal
democracy is not the natural end-stage of political-economic evolution.
President Xi’s ascension to lead China has further crystallised these ideas. He has
focused on ridding the system of corruption by elites (tigers not just flies), has embarked
on a centralisation of power and taken a more harsh stance on the media. This template
appears to have been adopted elsewhere around the world, and populism of this sort is
on the rise.
The specific characters in the populism story are well known from US President Trump to
Brexit forces to Salvini in Italy in developed countries and President Erdogan of Turkey,
President Putin of Russia and Premier Xi in China in developing countries. Much has
also been written on the causes of this rise from widening inequality, the fall-out from
globalisation and the financial crisis and social media. But at the macro level, without the
example of China, this rise may not have been so widespread.
From this it follows that if China’s model falters, then it could provide a leading indicator
of populism declining elsewhere. And it is certainly the case that China’s model is under
pressure. Economic growth has fallen, thanks in part to an active policy-led deleveraging
programme, but also due to growing tensions with the US. Some of this tension has
been exacerbated by the overconfident tone of the Chinese administration, whether it
was its One Belt Initiative or its 2025 agenda. Moreover, an overbearing state on the
private sector has created a backlash with stock market weakness a notable reflection.
All of this shows how populism could be eroded elsewhere – populists failing to deliver
growth, a backlash from the private sector and hubristic errors on the international stage.
Already we are seeing signs of this. The Republicans have lost control of the House in
the US midterms, and stock market weakness appears to have influenced President
Trump’s trade policy to become more conciliatory. In Europe, Brexit forces have
splintered and the UK could be heading for a referendum to return the UK to the EU,
Germany’s AfD has lost ground to the Green Party and even Italy has seen one half of
the populist coalition, the 5 Star movement, steadily lose support. Also, as we have seen
with President Macron reversal of tax hikes in response to the “yellow vest” protests,
mainstream parties can adopt core “populist” policies such as anti-austerity.
Finally perhaps the best guide to reaching “peak populism” is the sheer number of
articles and books on the topic. According to Google, recent years have seen a surge in
new articles referencing populism (Figure 2). And not a day goes by without another
book that looks at some aspect of populism.
Fig. 2: Popularity of term “populism” in news searches
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2: Oil prices slump to $20/bbl
Oil prices fell to a 13-year low of around $26/bbl on 20 January 2016. Six months before
that, prices had been $60/bbl. A year earlier, in June 2014, they had been $100/bbl. In
other words oil prices have a recent history of moving from boom to bust and in ways
that oil analysts have not expected. Could a similar slump in oil prices unfold in 2019?
While it admittedly carries a low probability, we think the scenario is certainly plausible.
Here’s why:
– Emerging economies in Asia are now the key driver of oil demand gyrations,
particularly China, and to a lesser extent India. That sharp decline in oil prices in early
2016, for example, was wrapped up in financial and economic instability in China and
this generated unexpected weakness in oil demand (Figure 3). It’s worth highlighting
then that our economists expect China’s growth rate to probably be weaker than
expected in the immediate months ahead as trade fragility combines with further debt
deleveraging. Insofar as this generates ripple effects for financial conditions and world
trade it could also instigate a far weaker picture for oil demand than the market is
expecting. The restraint that heightened protectionism for world trade could apply a
brake as we head through 2019.
– Currently, there is arguably a big glut in the oil market, partly thanks to rising oil
production in the US. The EIA estimates that US crude oil production is presently
close to record levels. And less production restraint from Iran of late, combined with
lingering tensions between OPEC and Russia supply responses could leave that oil
glut larger for longer in the period ahead.
– An added consideration here on the demand side of this equation is the policy
response to weaker oil prices. If oil prices were, for example, to now fall sharply global
inflation levels would also decline and move much closer to deflation territory once
again (Figure 4). That could lift real interest rates, complicate efforts of central banks
with headline inflation mandates to further normalise monetary policy and further
derail oil demand.
– In the background to these shorter-term considerations there are a number of longerterm structural considerations that are probably pressuring oil prices to the downside.
These include shifting consumer preferences from diesel to electric cars and the
growth of autonomous vehicles. They include a reduced need to use cars (and other
oil-intensive transportation methods) thanks to increasingly sophisticated mobile
technology. They include the growing impact of new technologies such as 3D printing,
and robotics. These are reducing the energy intensity of manufacturing by reducing
waste and at the same time re-incentivising some onshoring of manufacturing activity
and structurally reducing transportation needs. Finally, environmental considerations
are shifting government policy toward more efficient energy technologies that will
reduce oil demand (versus other energy sources).
Fig. 3: China manufacturing PMI versus oil prices

Fig. 4: Simulated impact on global CPI of a $20/bbl oil price
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3: The big market quake
It’s easy to paint a picture of a market crisis in 2019, market liquidity conditions
worsening with lingering effects of Fed hikes and continued balance reduction, the ECB
and BOJ scaling back their QE measures and China continuing its deleveraging policies.
Meanwhile, the US joins slowing Europe and China as US fiscal stimulus effects fade.
Then there were the mini-quakes in 2018 from the VIX sell-off, the EM FX collapse, trade
wars, the Italian blow-out, Brexit and US stock correction. These could be precursors for
the big one.
The more challenging issue is to determine the scale and location of the big market
quake. On scale, it’s worth noting that one measure of market risk shows it is close to its
decade lows even after the 2018 bouts of risk aversion (Figure 5). This suggests that any
market adjustment could see a very significant increase in volatility and spreads.
As for location, the three sources of imbalance are US stock valuations, Italian sovereign
risk and China’s mountain of private debt (see Figures 6-8). So collapsing stock prices, a
contagious sovereign crisis in Europe and Chinese defaults would be the obvious
manifestation of a market quake. In such an environment, cash would likely be king, risk
markets would underperform and safe-haven currencies such as the yen would do well
(on repatriation flows).

Fig. 5: Global risk at lows
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Fig. 7: China private debt at highs

Fig. 8: Italy spreads widest since 2012
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4: Italian renaissance
Italian government net debt is over 100% of GDP, the country has a populist government
that is at logger-heads with the EU over fiscal slippage and growth has been weak.
There’s not much to like about Italy fixed income. But while it is tempting to extrapolate
2018’s bearish trend, the market may suddenly realise how overly pessimistic it has
become.
After all, if we exclude interest payments the Italian government has been running a
budget surplus since the early 1990s (Figure 9). So overall budget deficits since then
reflect high interest payments for past sins rather than enduring bad behaviour.
Moreover, since the European recession of 2012, Italy has been running a current
account surplus (Figure 10). This means the country is a net lender to the rest of the
world. If we sum the budget and current account balances, we find that Italian spreads
are trading at the upper bound of where they would be based on their pre-single
currency relationship (Figure 11). But of course, we do have a single currency, so if
anything it should be trading in the lower bound.
Finally, should Italy push through its fiscal plans, it would enjoy a fiscal impulse similar to
what the US enjoyed in 2018 (Figure 12). And just as investors under-estimated US
growth, they could make the same mistake with Italy. A major rally in Italian bonds could
be the surprise of 2019.
Fig. 9: Overall budget deficit, primary surplus since 1992

Fig. 10: Italy has a current account surplus
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Fig. 11: Italian spreads trading too high to twin balances

Fig. 12: Italy could see large positive fiscal impulse in 2019
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5: EM deflation
There are glaring exceptions such as Argentina and Turkey, but generally CPI inflation in
2018 has fallen to historical lows in large EM economies such as Brazil (3.6% y-o-y),
India (4.3%), Indonesia (3.2%), Russia (2.6%) and South Africa (4.6%). If we extend the
period back to 2017-18, these five EMs have still averaged low inflation (Figure 13). It’s
unusual for so many large EMs to have a lengthy period of low inflation, considering
several have had a chequered past with bouts of high or hyperinflation, and it suggests
something structural could be going on. Large EM economies experiencing deflation in
the next few years may have sounded bananas five years ago, but now it seems
plausible.
We would start with the basic observation that these EMs already have low single-digit
inflation, so it would not take much to move to deflation – but perhaps because of their
record of being inflation prone, nobody’s forecasting deflation. Yet there are a number of
reasons why you should not rule out deflation in some big EMs. First, most are entering
2019 with growth below trend (i.e. negative output gaps). Second, compared with DMs
the CPI basket of the big EMs is weighted towards commodities, and with US shale
producers ramping up their production and China’s growth slowdown set to accelerate in
the spring of 2019, commodity prices could tumble further. Third, the currencies of some
of these EMs depreciated to weak levels in 2018, and with Bilal Hafeez bearish on USD
in 2019, EM currency appreciation could be another disinflationary force.
The final and most important reason to be prepared for EM deflation – and of a good
variety – is the digital technology revolution. In our opinion it has been a powerful
disinflationary force in DM, helping explain why, in a strong growth-low unemployment
world, inflation has remained quiescent. As they start to grapple with privacy and security
issues the digital age is maturing in DM, while in EM it is still in its infancy (Figure 14,
diamonds are grey for DM, black for Asia ex-Japan and red for the rest for EM). In 201920, the digital wave should penetrate EM faster than it did in DM, as younger EM
populations are quicker to embrace the digital age and leapfrog to the latest
smartphones models and the next era of 5G. The digital wave should also be a more
powerful disinflationary force in EM than DM because of the faster speed of penetration,
empowering the consumer with more choice and pricing knowledge than ever before and
cutting out the all-too-big rent-seeking middle man in EM’s archaic retail distribution
systems. And while DM statisticians are playing catch-up in revamping their
methodologies to update the CPI basket more frequently and better reflect increased
product quality, EM statisticians lag even further behind – and these methodological
changes are lowering measured CPI inflation.

Fig. 13: Average CPI inflation in large EMs
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6: CNY comeback
Bloomberg consensus forecasts RMB to depreciate in H1 2019 with USD/CNY just
under the 7-figure. Our current baseline is a break of 7.0 in Q2 2019. But the grey swan
is if the broad market is wrong and RMB appreciates rapidly against USD. Even though
we believe this as an unlikely scenario – especially with China growth set to slow
significantly from around March to until end-Q2, there is still a possibility that several
factors align and surprise the market.
Globally, RMB would see support if the US Fed gives much more dovish signals
(possibly at the December FOMC meeting), leading to a further reduction in market
pricing for a hike in 2019 and leads to cuts being priced for 2020. This scenario could
also add to substantial downward pressure on USD. Politically, the G20 President Trump
and Xi meeting has helped to de-escalate trade protectionism. The surprise would be if
there is substantial near-term progress before the 90-day deadline. Both sides are
engaged and the key is the US and China sides look to be aligned on goals.
Locally, China could surprise by being much more forceful and pre-emptive on fiscal
stimulus (our baseline is this happens only around May 2019). Stable to stronger China
growth and reduced default concerns would likely result in a further slowdown in net
capital outflows from locals. Indeed, we believe it could lead to the local corporate
sector/exporters increasing their foreign currency remittances after hoarding in recent
months. Indeed, if RMB sentiment improves markedly, we even see the potential for
locals to remit foreign currency earnings that we believe are held offshore. The other
potential positive development is increased global demand for RMB and the likelihood
that foreigners, whom have held back from investing in local bonds and equities in recent
months, will return.
Overall, even though it is not our base case, the potential for China’s BoP to improve
notably over coming months is not negligible. Combined with the fact that even if
USD/CNY falls back to 6.40 and almost on an idiosyncratic basis, this only means that
the competitiveness that China gained on a basket basis since the accelerated
depreciation in June 2018 will be lost. But even with that, our overall FX valuation
analysis would still show RMB is only slightly overvalued.
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7: Global growth takes off
In our base case Nomura’s economics team expects the world economy to slow in 2019
and to potentially disappoint consensus expectations. That’s driven by factors such as
less accommodative fiscal policy, more restrictive monetary and financial market
conditions, a slowing Chinese economy, together with uncertainties about the impact
from trade wars, Brexit and Italian politics.
However, it’s not too difficult to envisage an alternative more positive scenario in which
global growth picks up pace in the period immediately ahead. Consider the following:
– Some leading indicators of global growth have turned up in recent weeks.
These include some of the regional manufacturing surveys from the US (e.g. the
Empire State index) and important forward-looking sub-components of those surveys
that concern capex plans. Still-high levels of new orders and low inventories in
national surveys (e.g. the ISM) additionally point to healthy growth in the period
immediately ahead (Figure 15). Several forward-looking indicators of activity in the
meantime have either stabilised or staged some (modest) recovery (e.g. German
factory orders, EU business sentiment, China and Japan’s composite PMIs).
– Most mainstream estimates of output gaps suggest there is still spare capacity
in the world economy (Figure 16). There is still room in other words for the world
economy to continue expanding without running into bottlenecks. More importantly
there is little need for the world’s major central banks to lift interest rates beyond
neutral in order to slow the world economy.
– The deceleration in some economies in recent months (e.g. the eurozone) partly
reflects the impact of higher oil prices on consumers’ real incomes. This will
unwind in coming months if oil prices remain close to (or below) current levels. We
note as an aside that activity in the auto sector will also rebound in Germany as this
autumn’s transitory weakness fades.
– While the impact of heightened protectionism has in our view been significant,
so far there are offsets that ought to limit the damage. One of these is the
sensitivity of policymakers, and US President Trump in particular, to the financial and
economic instability that trade policies have – to some degree – already been
instigated. The recent agreement between Presidents Trump and Xi to delay further
tariff increases and to initiate high level negotiations on issues that had previously
been subject to some dispute is a good example of this.
In recent weeks weaker equity markets, wider credit spreads, flattening yield curves and
a still-strong US dollar suggest investors have priced in a much weaker outlook for
growth and profitability. If – against our expectations – global growth does now reaccelerate, many of these trends would clearly reverse.
Fig. 15: Still-high new orders and low inventories suggest US
manufacturing could re-accelerate
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8: Deflating euro area
Low inflation has been a prominent feature of the post-GFC landscape. Our measures of
the output gap in developed economies are now firmly in positive territory. But inflation is
much lower than it has normally been at this stage in the cycle. This is particularly
apparent in the euro area, where core inflation tracks around 1% (Figure 17).
Subdued price pressures could be one reason for being optimistic about a further
prolonging of this business cycle. Central bankers are less likely to tighten policy and kill
growth; indeed, monetary policy remains exceptionally loose. Moreover, low inflation
means stronger real wage growth for any given nominal wage rate. But there is another
side to the low inflation coin. Low inflation rates at this advanced stage of the cycle
mean that when growth does roll over, deflation risks increase far quicker than
they would normally.
This is very concerning for central bankers. Negative inflation means higher real interest
rates. This kills growth and drives further deflation; the notorious deflation spiral. Adding
to this, policy rates in Europe and Japan are still at the effective lower bound. Central
bankers do not have much in the way of ammunition to deal with deflation.
The euro area business cycle faces multiple downside risks, any of which could plausibly
come to the fore in 2019. While monetary policy remains accommodative, Europe is
highly exposed to China’s structural slowdown. Italy’s debt and competiveness problems
pose systemic risks to the euro area economy. Should the euro area face a cyclical
downturn, the risk of deflation should rise. We likely see the market price risks towards
2015 levels. Currently, deflation protection is very cheap (Figure 18).
Deflation in Europe would have important ramifications for markets. Japan faced these
challenges in the last downturn. As a result of the BOJ’s efforts to fend off deflation, 10yr
rates in Japan are the lowest in the G4. With policy rates already negative, the ECB
would likely be forced into further rounds of QE. This, alongside falling inflation
expectations would flatten the yield curve. If the ECB is unable to lower real yields,
equities and credit markets are likely to price growth risks even lower.
Deflation would also be extremely challenging for European sovereigns attempting to
manage their large debt burdens. Borrowers are hurt by deflation – nominal debt
burdens increase in real terms. A deflation spiral would raise further questions about
debt sustainability in the euro area periphery.
Finally, workers are normally unwilling to accept lower nominal wages. This means
deflation could see real wages increase. This labour market inefficiency would likely lead
to higher levels of unemployment than would be normally expected given the downturn.
This could fuel populist and eurosceptic agendas.

Fig. 17: Euro area core inflation very low given stage in cycle

Fig. 18: Deflation protection is cheap
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9: Inflation sonic boom in late 2019
Deflation, demographics and debt have been the three infamous Ds haunting markets
and central banks for the better part of a decade. Although inflation has been fleeting
and sporadic, what if it has just been pent up and is waiting to be unleashed? The US
economy could be one of the first to confront higher inflation at full employment.
Although our base case for the US includes a mild retreat on the inflation front, it could
already be more than priced in given the fourth quarter collapse in inflation expectations.
Even if inflation is lackluster in Q1 2019, there is a risk that inflation perks up later in the
year.
So if the recovery continues for longer than most expect and the federal fiscal largess
does not abate, just like a plane that eventually breaks the sound barrier, US economic
conditions may become ripe for an inflation sonic boom to hit later in 2019.
• Wage pressures exist even as we throttle back: As Figure 19 shows, the spread
between the unemployment rate (U/R) and the marginally attached/part-time worker
ratio has had a good visual correlation with year-over-year average hourly earnings.
Excluding the recent sharp rates rally from mid-November through early December,
10yr USTs have also been tracking wage-based indices. Also, difficulty in finding
qualified labor in the US is resulting in CFOs (Figure 20) expecting wages to rise to
levels last seen right before the dotcom peak.
• An inflation impulse is just waiting in the wings: In Figure 21, we show the NY Fed’s
underlying inflation gauge (UIG) and compare it with the year-over-year core CPI rate.
The UIG seems to be leading core CPI inflation by roughly 18 months.
• Commodities have yet to create turbulence for DMs: The ongoing US recovery has yet
to produce a lasting move in commodities (Figure 22). If, in 2019, global growth
improves, OPEC cuts result in higher oil prices and copper stays on a higher path,
commodities could add to the 2019 inflation boom.
Fig. 20: Wage growth expected to continue by US CFOs
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Fig. 21: Fed’s UIG index could be leading core CPI upwards

Fig. 22: Commodities haven’t improved much from GFC lows
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Crude turning from a headwind to a tailwind
Bodes well for Indian macros
Cooler oil provides a much-needed relief
Brent crude oil prices have corrected by 30% since Oct’18, while the INR has
bounced back from the lows of INR74 per dollar to ~INR71.6 now. Petrol and diesel
prices per liter have also come off from the peak of INR91 and 80.1 to INR75.8 and
INR67.7, respectively, in two months in Mumbai. We believe that sustenance of oil
prices at current levels can provide a welcome relief for India’s external balance,
sentiment and market valuations. In this note, we thus analyze implications of the
oil price correction from a macro and micro perspective.

Macroeconomic impact: CAD, fiscal deficit and inflation
Crude oil prices have a serious bearing on the key macro variables like current
account deficit (CAD), fiscal deficit and inflation. Overall, a USD10/barrel decrease in
the price of crude oil pushes down the CAD by ~USD11b, which is equivalent to 0.4%
of GDP. Ascertaining the impact of crude oil prices on fiscal deficit is complex as
several factors are at play, primarily the level of pass-through of the change in crude
oil prices to retail fuel products. Assuming a full pass-through of reduced oil prices
to retail fuel prices, a USD10/barrel reduction in the price of crude oil would push
down retail petrol and diesel prices by ~INR4/liter. Given the low weightage (2.38%)
of fuel components in CPI, even a sharp change in the oil price does not result in
significant movements in CPI inflation. However, it impacts WPI inflation numbers
significantly: a 10% increase in crude oil price will lead to an impact of ~150-200bp
on WPI (including indirect impact).

Sectoral earnings implications
The rise in crude oil prices has impacted the margins of sectors like
Consumer/Auto/Cement in 1HFY19 and also raised the bogey of fuel price
regulation for the OMCs, resulting in a sharp correction in the stock prices. Thus,
cooling crude oil prices does provide a cushion for margins of companies in these
sectors. It also precludes the need for any material price increase. Rising prices
could have imperiled the steady but gradual demand recovery in the economy. Had
crude prices sustained at USD85+, the possibility of further earnings downgrade for
Consumer/Auto/OMCs/Cement sectors could not have been ruled out.
In this note, we look at the implications of crude price correction and other
demand/cost variables for three sectors: (1) Oil & Gas, (2) Consumer and (3)
Automobiles. These sectors are the direct beneficiaries of a deflationary crude oil price
environment, in our view.
We believe that Financials also benefit indirectly from lower oil prices, given the
cool off in bond yields, easing liquidity and potential lower inflation trajectory.
While OMCs do benefit from moderation in oil prices, we do not expect them to rerate in the near term, given the imminent general elections in 1HCY19.
Key beneficiaries: OMCs, Pidilite, Asian Paints, HUL, GCPL, Maruti, Indigo, SH
Kelkar and tyre companies.
Indirect Beneficiaries: Financials [Our top ideas: ICICI Bank, Federal Bank, HDFC,
LIC HF, and MMFS]
Gautam Duggad – Research Analyst (Gautam.Duggad@MotilalOswal.com); +91 22 3982 5404
Research Analyst: Bharat Arora (Bharat.Arora@MotilalOswal.com); +91 22 3982 5410 | Aditya Kabra (Aditya.Kabra@MotilalOswal.com);

Investors are advised to refer through important disclosures made at the last page of the Research Report.
Motilal Oswal research is available on www.motilaloswal.com/Institutional-Equities, Bloomberg, Thomson Reuters, Factset and S&P Capital.
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Macroeconomic impact of changes in crude oil prices
India’s dependence on crude oil imports is well known. Almost ~85% of India’s
crude oil demand is imported, and thus, any change in the crude oil prices impacts
the economy’s various macroeconomic parameters. In this section, we analyze the
impact of a change in crude oil prices on three major macroeconomic indicators,
CAD, fiscal deficit and inflation.
Exhibit 1: Summary table—Impact of change in crude oil prices on various macro parameters
Absolute amount

Fiscal deficit

Current
account deficit
(CAD)



Imports will change by ~$20b
Exports will change by ~$6b
Remittances will change by
~$3-4b



A change of $10/bbl in crude
oil implies a change of
~INR4.1/liter in retail fuel


WPI inflation

Crude oil & natural gas and
mineral oils account for
~10.4% of the Wholesale
Price Index (WPI) basket

Comments


Subsidies will change by
~INR180b
A change of INR1 in excise
duty = INR120-130b





CPI inflation

Impact

0.09% of GDP
0.07% of GDP





Impact of higher/lower import bill
will be partly offset by
lower/higher oil exports and
remittances

Total impact of 2025bp (equally spread
between direct and
indirect impact)



Assuming full pass-through

A 10% hike in crude oil
price will lead to an
impact of about 150200 bps on WPI



Assuming full pass-through

Net impact of 0.4% of GDP
(~USD10-11b)





Assuming no change in retail
prices of LPG and kerosene
If the government provides some
respite to petrol and diesel
consumers

1. Impact on Current Account Deficit (CAD): India imports ~85% of its crude oil
requirements, making the country highly sensitive to movements in international
crude oil prices. As seen in Exhibit 2, a high degree of correlation is visible between
crude oil prices and India’s net oil (crude and petroleum products) imports. The
sharp fall in crude oil prices during FY13-16 helped India reduce its net oil import bill
by ~50% during the same period, from USD103b in FY13 to USD53b in FY16. This
(along with duty hikes and restrictions on gold imports) also helped bring down the
CAD sharply during this period (Exhibit 3).
Our analysis suggests that a USD10/barrel increase in the price of crude oil pushes
up the oil import bill by ~USD20b and increases oil export earnings by ~USD6b. Thus,
the net oil import bill increases by ~USD14b. Besides, higher crude oil prices also
result in an increase in remittances to India, given that ~50% of the remittance flow
to India is from the heavily oil dependent Middle Eastern countries. Overall, a
USD10/barrel increase/ decrease in the price of crude oil pushes up/down the CAD
by ~USD11b, which is equivalent to 0.4% of the GDP.
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Exhibit 3: Oil prices v/s Current Account Deficit

*(Imports-exports)

Source: Commerce Ministry, Bloomberg, MOSL
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Exhibit 2: Oil accounts for ~23% of India’s imports

Source: RBI, Bloomberg, MOSL

2. Impact on fiscal deficit: The impact of crude oil prices on fiscal deficit is
complicated and depends on several assumptions, primarily regarding the passthrough of change in crude oil prices to retail fuel products. The Center charges
excise duty on fuel sales and provides for fuel subsidies. Movements in crude oil
prices may affect excise collections and expenditure on fuel (LPG and kerosene)
subsidies, thereby affecting the government’s fiscal position. Our calculations
suggest that an increase in the price of crude oil by USD10/barrel will push up the
government’s fuel subsidy bill by ~INR180b, assuming no change in the exchange
rate (Exhibit 4).
Further, the impact on tax collections would depend on the extent of pass-through
of an increase in oil prices to retail fuel prices. There are two possible scenarios –
a. Assuming a full pass-through of increased oil prices to retail fuel prices, we
estimate that a USD10/barrel increase in the crude oil price would push up retail
fuel prices by ~INR4.1/liter (assuming no change in the exchange rate). This
would not impact the Center’s excise collections on fuel as the government
charges a fixed amount in INR as excise duty; however, state governments stand
to benefit from higher fuel prices, since they charge on an ad valorem basis.
b. Alternatively, if the Center chooses to cut excise duty to maintain retail fuel
prices, INR1 change in excise duty would result in a change of ~INR120b in the
Center’s tax collections. Thus, a USD10/barrel increase in the price of crude oil,
if countered by an excise duty cut to prevent any pass-through to the consumer,
is expected to lead to a revenue loss of ~INR500b (or 0.3% of GDP). As crude oil
prices fell in FY15-FY17, the government hiked excise duty, which led to a huge
surge in excise tax collections (Exhibit 5).
Overall, the impact of higher/lower crude oil prices would depend on the
government’s decision to cut/raise excise duty. In the worst case scenario (excise
cut to prevent pass-through of an increase in oil prices), a USD10/barrel increase in
crude oil prices would lead to a shortfall of ~INR700b (or 0.4% of GDP) on account of
a higher subsidy burden and an excise duty cut. Given the sharp correction in crude
oil prices over the last two months and the outcome of the state assembly elections
held in Nov-Dec 2018, the government may choose to provide relief to consumers in
the form of excise duty cuts.
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Exhibit 4: Center’s fuel subsidy bill moves in line with crude
oil prices
Fuel subsidies (INR b)
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Exhibit 5: Excise receipts from fuel products increased in
FY16-18 as lower oil prices were not passed on to consumers

84

85

83

70

84

70
969
685

29

Crude oil ($/barrel)

854
603

384

46
300

150

56

48
275

245

FY09 FY10 FY11 FY12 FY13 FY14 FY15 FY16 FY17 FY18

541

625

680

689

733

780

56

48

46

992 1,786 2,427 2,290

FY09 FY10 FY11 FY12 FY13 FY14 FY15 FY16 FY17 FY18
Source: Union budget, PPAC, Bloomberg, MOSL

3. Impact on CPI-based inflation…: Petrol, diesel and lubricants, together, have a
weight of just 2.38% in the Consumer Price Index (CPI). Given the low weightage, a
sharp change in oil prices does not result in significant movements in the CPI
inflation. Assuming a full pass-through of changes in oil prices to retail fuel prices,
we estimate that a USD10/barrel increase in crude oil prices pushes up domestic
retail fuel prices by INR4.1/liter, implying 4-5% YoY increase. It, thus, implies a direct
impact of 10-12bp in the headline CPI inflation. Assuming an equivalent indirect
impact, headline CPI inflation will move up by 20-25bp. If the higher oil prices,
however, are not passed through to the end consumer, then it will have no impact
on CPI inflation.
Exhibit 6: Petrol prices have tapered off lately
Petrol price( INR/Litre)
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Exhibit 7: …as well as diesel
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…and WPI-based inflation: Crude oil & natural gas and mineral oils, however,
account for ~10.4% of the Wholesale Price Index (WPI) basket (Exhibit 8). Further,
since non-fuel imported items have a large share in WPI; there is also a significant
indirect impact as higher crude oil prices lead to weaker INR. As seen in exhibit 9, a
rise/fall in crude oil prices is generally associated with similar movements in
headline WPI-inflation – implying a reasonable degree of correlation between the
two. Thus, a 10% hike in crude oil price will lead to an impact of about 150-200 bps
on WPI (including indirect impact).
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Do you su er from 'buy-side personality
disorder'?
by Daniel Davies 04 December 2018

There is never a nice time to talk about nasty things. But there is a phenomenon in our industry which many people suffer from - it’s an
occupational hazard and it needs to be brought out into the open. At this time of year, when people in finance are often forced into close
social proximity by the party season, it’s more important than ever to talk about that most unspoken of conditions - 'Buy Side Personality
Disorder'.
As a syndrome, BSPD has a fairly obvious set of root causes – overwork, stress and salespeople. To work in the modern asset
management industry is to spend long days in the thankless task of trying to outperform ever-more efficient markets. In the process, it
becomes incumbent upon practitioners to give up on any real prospect of a social life outside of work.

Newsletter sign up
Get the latest career advice and insight from
eFinancialCareers straight to your inbox
Your email address

Sign up

So far, so traditional - people in finance have always tended to rely upon the office for socialization. Except that now, as investment
managers cut staff and concentrate on passive and quant investment, it gets harder and harder to find much meaningful interaction in
the office, either. And that means that today’s high-achieving buy side professional ends up being someone who has surprisingly little
social contact with anyone except sell-side brokers.

Ad

There’s nothing wrong with the sell side, not intrinsically. Some of them are very clever and some of them are nice people; a few are
both. But, painful though it is to admit, the first four letters of the phrase “sell-side” form a word which is not ornamental to the concept.
They’re selling something, the buy-sider is their customer, and this simple fact shapes every conversation between the two parties. The
problem is that it's really not psychologically healthy to spend too much time in the exclusive company of people who know it’s
commercially suicidal to tell you that you’re wrong. If you’re in an environment where at least half the time you definitely are wrong, and
the market will be along to prove it in a short while, the cognitive dissonance can become unbearable.
Buy Side Personality Disorder is the result of a combination of an underlying insecurity, combined with excessive exposure to
sycophancy. It can manifest itself with a varied gallery of symptoms, and at different levels of seriousness.
Do you work on the buy-side? Are you a sufferer? Think about the last four weeks. During that period have you ever:
1. Made a comment at an internal meeting which you took from a sell-side note and passed it off as your own idea?
2. Claimed that you only take a sales call “to find out what the Street is thinking”?
3. Told yourself that a sell-sider of the opposite (or indeed same) gender genuinely fancies you, and that if it wasn’t unprofessional you’d
probably be dating?
4. Blamed a sell-sider for a stock that you bought and lost money on?
5. Tutted to yourself about the formatting of an earnings model that you got an analyst to send to you?
6. Ordered a bottle of wine at lunch that you probably guessed would be over the salesperson’s expense limit?
7. Made a weak joke about an investor relations person and basked in the laughter and applause of a group of sell-siders at a
conference?
8. Won an argument with one sell-side analyst purely by quoting the research of another?
9. Made an impassioned pitch at an investment committee for a stock that you had not heard of until two days ago?
10. Complained about the unacceptable volume of free research in your inbox?
If you answered “yes” to more than three of these questions, it’s quite likely that you are suffering from some form of BSPD. If you
answered yes to seven or more, it’s extremely likely that your sell-side contacts (the ones that are really polite to your face) have a
WhatsApp group dedicated to discussing your behaviour. Many people suffer from BSPD and never find out, until the day that their
employer has a round of downsizing and they need to “reach out” to their former sellside contacts on LinkedIn. Don’t let it get that far.
Luckily, Buy Side Personality Disorder is as easy to cure as it is to diagnose. And with the holiday season coming round, effective
treatment is close at hand. When you go back home for Christmas, try to speaking to your mum or your siblings in the same way that
you interact with your brokers. Not only will you quickly find out whether you have BSPD, you’ll get a more or less immediate dose of
shock therapy that will bring you back to earth with a bump. In the meantime, thanks for taking the call!
Have a confidential story, tip, or comment you’d like to share? Contact: sbutcher@efinancialcareers.com in the first instance.
Whatsapp/Signal/Telegram also available.
Bear with us if you leave a comment at the bottom of this article: all our comments are moderated by human beings. Sometimes these
humans might be asleep, or away from their desks, so it may take a while for your comment to appear. Eventually it will – unless it’s
offensive or libelous (in which case it won’t.)
 Follow @efc_Global
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The deleveraging dialectic
Beijing
Sentiment amongst investors in Beijing, whom GREED & fear has been meeting in the Chinese capital
this week, remains more bearish on the trade dispute with America than GREED & fear’s base case.
This is perhaps not surprising since no local fund manager GREED & fear has met this week has read
The Art of the Deal, which remains the best insight into the American president’s psychology or what
makes him tick, while the general psychology of mainland investors is now resigned to the view that
America regards China as a strategic rival. This sentiment has only been further re-confirmed by the
arrest of the Huawei CFO Meng Wanzhou last week.
Despite this latest unfortunate turn of events GREED & fear remains of the view that a trade deal will
be done within the 90-day deadline. And that trade deal will primarily be focused on areas where
China will be willing to make concessions, namely intellectual property and access to the mainland
market, rather than targeted attacks on the “Made in China 2025” industrial policy where President
Xi Jinping will not be willing to negotiate. Supporting GREED & fear’s positive view is that Donald
Trump has continued to put out positive tweets regarding a deal with Xi while discussions between
the two sides have commenced. It is also of note that the Donald had the prime hawk on China go
on Fox TV on 4 December to make positive comments about the negotiations. Thus, Peter Navarro
said: “We’ve set off with a clear path over the next 90 days to deal substantively with structural
issues and market access issues and I think people should be very optimistic about the possibilities
here”.
Figure 1
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What about the arrest of Meng, the daughter of Huawei founder Ren Zhengfei, who, as one person
put it to GREED & fear this week, is as revered in China as the founder of Toyota in Japan? The
incident is clearly unhelpful in the extreme and GREED & fear remains firmly of the view that Trump
did not know that the arrest was happening at the same time as he was having dinner with Xi in
Buenos Aires on 1 December. It certainly has not helped his agenda of securing a deal with China
and enlisting Xi’s help on securing a deal with North Korea. Meanwhile, it is extraordinary that
National Security Advisor John Bolton told National Public Radio (NPR) on 6 December that the
Justice Department had informed him of plans to arrest Meng before the dinner but he did not know
Thursday, 13 December 2018
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if Trump was aware of the pending action. This statement, if true, beggars belief since if Bolton was
aware, it was surely his responsibility to inform the American president. On this point, Bolton told
NPR: “These kinds of things happen with some frequency. We certainly don’t inform the president
on every one of them”!
The problem is that the prosecution has now been initiated. This means that the Donald, unlike Xi in
similar circumstances, is not able to shut the case down assuming he wants to, which GREED & fear
suspects he does. In this respect, the best hope must be that the Canadian authorities deny the
extradition request, assuming it is made. On this point, Meng was granted bail of C$10m by a
Canadian judge on Tuesday, while the US now has until 8 January to file a formal extradition request
with Canada. Meanwhile, Trump reportedly said in an interview with Reuters on Tuesday that he
would intervene in the Justice Department’s case against Meng if it would serve national security
interests or help close a trade deal with China (see Reuters article: “Trump says he could intervene in
US case against Huawei CFO”, 12 December 2018). The problem here, of course, is that it is unclear if
he has the power to do this.
Still it cannot be denied that the Huawei factor creates a serious complication which is why stock
markets reacted so negatively to it, including it should be noted the American stock market (see
Figure 1). This is further evidence for the Donald that he needs to take a profit on his “beating up on
China” trade before the profit turns into a loss. And the way to do that, as discussed here last week,
is to conclude a deal before the threatened tariff hikes which will be negative for Wall Street and
the American economy, as well as for China.
Figure 2
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Meanwhile, returning to the issue of sentiment in China and the state of the Chinese economy and
stock market, it is clear that investors believe that the A share market has discounted a lot of bad
news, in terms of discounting a further decline in earnings growth in 2019, but there is no
conviction that the market has formed a bottom. Citic Securities forecasts only 5.4% earnings
growth for A shares next year. There is also general agreement on what is GREED & fear’s main
concern about China. That is, as previously discussed here (see GREED & fear - The prospects for a
truce, 29 November 2018), not Trump and his threatened tariff hikes but whether the confidence of
the private sector can be revived after the pain of deleveraging. While there is a general consensus
that the government now understands the issue of the loss of private sector confidence, there is
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much scepticism about how the government will be able to get bank credit flowing to the private
sector.
Figure 3
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Ultimately, such concerns can only be assuaged over the passage of time. A positive point is that the
scale of deleveraging, which is best captured in the collapse of bank asset growth to below nominal
GDP growth, should create an opportunity for surviving private sector players since weaker firms
will have already disappeared. China depository corporations’ asset growth slowed from 15.8% YoY
in November 2016 to 7.0% YoY in October 2018, compared with nominal GDP growth of 9.6% YoY
in 3Q18 (see Figure 3). Meanwhile, utilisation rates are running at around 83% for domestically
orientated SMEs and are even higher for some upstream sectors such as coal and steel which have
been the big beneficiaries of supply-side reform.
Figure 4
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It is also worth remembering that, amidst all the talk of a loss of private sector confidence, private
sector capex actually bottomed in 2016 and has been rising since. Private sector fixed asset
investment growth slowed to 2.1% YoY in the first eight months of 2016 and has since risen to 8.8%
YoY in the first 10 months of 2018 (Figure 4). And this constitutes a much larger share of China’s
fixed asset investment than the much more widely followed property and infrastructure investment.
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Private sector capex accounted for 62% of total fixed asset investment in the first 10 months of
2018. By contrast, residential property investment and infrastructure investment accounted for 13%
and 26% of total investment.
Meanwhile, meetings this week revealed a common concern that economic data is likely to continue
to slow in the next two quarters with residential property one area of continuing weakness. One
cause of weakness in this area is again policy-driven in terms of the government’s decision to wind
down the shantytown redevelopment plan. The money injected by the PBOC, via the state policy
banks, may decline by 40% next year according to CRR strategist Haixu Qiu. The slowing trend can
be seen in the decline in the so-called pledged supplementary lending (PSL) disclosed monthly by the
PBOC. The monthly net increase in PSL averaged Rmb83bn in 1H18 but has since declined to only
Rmb9.1bn in August and US$25.5bn in November (see Figure 5).
Figure 5

China net increase in Pledged Supplementary Lending (PSL)
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The positive side of the shantytown redevelopment scheme has been a big decline in unsold
inventory in China’s smaller cities. But the downside has been an increase in local government debt
at a time when Beijing, having addressed to a large extent the excesses in shadow banking, is now
starting to focus on China’s other big debt issue. That is the so-called “hidden” debt of local
governments, which includes the debt of local government financing vehicles (LGFVs). Guesstimates
of the total size of this exposure are enormous, ranging from Rmb30tn to Rmb40tn.
This is a work in process and GREED and fear does not pretend to be an expert. But the key point is
that default risk at LGFVs is on the rise, as noted in a recent S&P report (see S&P Global Ratings
report: “China’s hidden subnational debts suggest more LGFV defaults are likely”, 15 October 2018).
This is because the State Council has made it clear that all LGFV borrowings since 2015 will be
treated as corporate borrowings and are, therefore, not guaranteed by the central government. See
attached chart on LGFV refinancing schedule (see Figure 6).
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Figure 6

China LGFV bonds maturing schedule
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Meanwhile, returning to the economy, there is a growing focus on weakening consumption as
reflected in the decline in retail sales growth. China’s retail sales growth slowed from 11% YoY in
nominal terms and 10% YoY in real terms in June 2017 to 8.6% in nominal terms and 5.6% in real
terms in October 2018 (see Figure 7). Still, on this point it is possible to get too bearish since it is
important to understand that retail sales is in many respects a misleading indicator since it captures
spending by both households and corporates. This is because it is really measuring spending on
physical goods, and corporates may account for 50% of this spending. In this respect, weaker retail
sales probably reflects in part the impact of deleveraging on corporates.
Figure 7
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That is why, with services a growing share of Chinese consumption, a superior measure of
consumption is the quarterly household survey, which includes services. This shows a better growth
rate. Consumption expenditure per capita growth accelerated from 7.1% YoY in nominal terms and
5.4% in real terms in 2017 to 8.5% YoY in nominal terms and 6.3% YoY in real terms in the first
three quarters of 2018 (see Figure 8). It is also worth noting that services now account for 40% of
total consumer spending based on this measure.
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Figure 8

China household survey: Consumption expenditure per capita growth
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The other issue is income growth which has continued to hold up well amidst all the recent gloom
on China, a trend undoubtedly supported by China’s declining working-age population. CLSA’s China
Reality Research still estimates middle-class income growth at around 5% YoY but wage growth is
more like 9% for what CRR defines as the “working class”. This section of society, estimated at
430m in number, is the subject of a recommended recently published CRR report (Critical mass – Up
close with China’s urban workers, 20 November 2018). This data-rich study is based on a survey of
more than 1,000 working-class consumers comprising both migrant workers living in tier 1-3 cities
and local residents in tier 4-5 cities. The migrant workers report average income growth of 9% YoY
compared with 5% for local residents in tier 4-5 cities. Interestingly, both income groups expect
annual income growth of about 10% over the next three years (see Figure 9). This certainly does not
suggest a lack of confidence.
Figure 9

CRR Survey of working-class consumers: Current income growth and expectations
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With middle-class consumption patterns now maturing after years of rapid growth, a trend
influenced by a rising household debt serving burden, this working-class cohort is described in the
CRR report as “a crucial bulwark of the domestic economy”. This makes sense to GREED & fear.
Meanwhile, the middle-class should be the major beneficiaries of the income tax cut, implemented
from 1 October. Those with monthly salaries in the Rmb10,000-30,000 range will now enjoy a 7-9%
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increase in take-home pay. The new tax law will also allow for the deduction on six forms of
spending from 1 January 2019. Amidst all the current negative sentiment, it is easy to forget that
this represents the biggest income tax cut in modern China history.
Still, GREED & fear observes a complete lack of excitement among domestic fund managers as
regards the income tax cut with the general view being that any extra cash will be saved. Rather all
the attention is on the annual Central Economic Work Conference due to be held in the next few
days and whether it will signal a reversal of deleveraging. On this point, there is clearly the
possibility of a more significant easing move than the market is currently positioned for. For example,
the stance of monetary policy is currently defined as “neutral and prudent”. One possible option is
to remove the word prudent. With inflation remaining very low, there is also room to cut rates in
2019. Citic Securities Chief Fixed Income Analyst Dr Ming Ming expects a 30bp cut in the one-year
medium-term lending facility (MLF) rate which is currently 3.3%. With the 10-year government bond
yield at 3.27%, down from 3.98% in mid-January (see Figure 10), GREED & fear would not disagree.
Another point to watch out for, as regards the ongoing squeeze of shadow banking, is whether there
is any loosening of the rules which currently prevent any mismatch in the maturity of wealth
management products and the so-called “non-standard assets” they are investing in.
Figure 10

China 10-year government bond yield

5.0

(%)

4.5

4.0
3.5
3.0

Mar 06
Jul 06
Nov 06
Mar 07
Jul 07
Nov 07
Mar 08
Jul 08
Nov 08
Mar 09
Jul 09
Nov 09
Mar 10
Jul 10
Nov 10
Mar 11
Jul 11
Nov 11
Mar 12
Jul 12
Nov 12
Mar 13
Jul 13
Nov 13
Mar 14
Jul 14
Nov 14
Mar 15
Jul 15
Nov 15
Mar 16
Jul 16
Nov 16
Mar 17
Jul 17
Nov 17
Mar 18
Jul 18
Nov 18

2.5

Source: China Central Depository & Clearing Co (CCDC)

Moving away from China, the latest US payrolls data keeps the Federal Reserve on course to raise
rates this month though GREED & fear will stick for now with the view that there will only be one
more rate hike in 2019. Job growth remained respectable though, on a three-month moving average
basis, the growth of payrolls is slowing. US nonfarm payrolls increased by 155,000 in November and
are up by on average 170,000 in the three months to November, compared with 220,000 in the
three months to August (see Figure 11). Meanwhile, average hourly earnings growth remained at
3.1% YoY in November (see Figure 12), though it will be a relief for investors in Asia looking for a
weaker US dollar that it was not stronger. Average hourly earnings rose by 0.22% MoM in
November. They were up 0.38% MoM in December 2017 and on average 0.20% MoM in 1Q18,
which means that if average hourly earnings continue to grow by 0.22% MoM in coming months, the
growth rate will slow to 2.9% YoY in December and 2.8% YoY in January before rebounding to 3.0%
YoY in February-March 2019.
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Figure 11

Increase in US nonfarm payrolls
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Figure 12

US average hourly earnings growth for all private employees
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Meanwhile, the labour participation rate also continues to pick up from the recent lows though the
US labour market remains a long way from a tight labour market in stark contrast to Japan where
labour market conditions remain genuinely tight courtesy of the demographics. The US labour
participation rate rose from 62.7% in September to 62.9% in both October and November,
compared with the low of 62.3% reached in September 2015, while the number of Americans not in
the labour force declined from a record high of 96.4m in September to 95.9m in October and
November (see Figure 13).
Where there is evidence of tightness in America is in the demand for skilled labour, as reflected in
the recent Federal Reserve Beige Book published last week which summarises observations from 12
Federal Reserve districts on current regional economic conditions. The report noted: “Over half of
the districts cited firms for which employment, production, and sometimes capacity expansion had
been constrained by an inability to attract and retain qualified workers”. But this lack of skilled
workers is more a reflection of the deficiencies in the American education system than raising any
concerns about inflation. It also raises a question mark about the negative focus on immigration
espoused by the Trump administration in what after all is a nation of immigrants.
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Figure 13

US labour force participation rate and Americans not in the labour force
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Figure 14

University of Michigan Survey of Consumers: US inflation expectations
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Meanwhile, if the recent decline in inflation expectations (see Figure 14) has been in significant part
influenced by the abrupt correction in oil, a trend likely to reverse with the recent OPEC production
agreement, GREED & fear’s base case remains, as discussed here last week (see GREED & fear - Cock
up or sabotage, 7 December 2018), that core CPI and PCE inflation have peaked out in this cycle, a
conclusion also suggested by the shape of the yield curve. It is also interesting to note that, while
speculative short positions on 10-year Treasury bond futures have declined significantly during the
recent Treasury bond rally, speculators are still net short. The 10-year Treasury bond futures’ net
speculative short positions have declined from a record 756,316 contracts in late September to
293,186 contracts in the week ended 4 December (see Figure 15). As regards oil, OPEC and allied
non-OPEC oil producing countries, including Russia, agreed last Friday to cut oil production by
1.2mb/d from January for an initial period of six months (0.8mb/d from OPEC and 0.4mb/d from
non-OPEC) with a review in April 2019.
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Figure 15

CFTC US 10-year Treasury bond futures net speculation positions
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Figure 16

India CPI inflation and RBI policy repo rate
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The absence of inflationary pressures is also a feature of Asian data. The latest data in India has
again highlighted the lack of inflation and again raised the question of whether the Reserve Bank of
India has been too tight. CPI inflation slowed to 2.3% YoY in November, down from 3.4% in October
and 4.9% in June, while core CPI inflation slowed from 6.1% in October to 5.7% in November (see
Figure 16). Interestingly, the RBI commentary in response to the recent inflation data was more
dovish than in the past. Governor Urjit Patel, who resigned on Monday, said in the monetary policy
press conference last week that “there is a possibility of space opening up for commensurate policy
actions by the monetary policy committee” if upside inflation risks do not materialise. This contrasts
with his comment just two months ago when he stated that “a rate cut is off the table”. Indeed the
RBI has now slashed its inflation projections to 2.7-3.2% for 2HFY19 ending 31 March, down from
3.8-4.5% projected in October.
All this already suggested a lack of further monetary tightening. But with the appointment of the
new RBI Governor, Shaktikanta Das, on Tuesday, Indian financial markets have now started to price
in renewed easing. Indeed with the policy repo rate 4.2 percentage points higher than CPI, which is
the RBI’s formal target, there is in GREED & fear’s view a compelling case for a rate cut. This is
probably why the bond market has rallied on the change in RBI governor (see Figure 17), while the
rupee has not sold off much. Indeed, the Indian currency seems far more sensitive to movements in
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the oil price than monetary policy (see Figure 18). Meanwhile, equity investors should view the
change of leadership at the RBI as pro-growth. It also likely means the use of RBI reserves to
recapitalise state-owned banks. This does not concern GREED & fear since, as previously discussed
here (see GREED & fear – Modi revisited and “shadow banking”, 16 November 2018), the RBI’s balance
sheet is as overcapitalised as the Federal Reserve’s is undercapitalised. Thus, the RBI’s capital to
assets ratio is now running at 30%, compared with only 1% at the Federal Reserve.
Figure 17

India 10-year government bond yield
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Figure 18

India rupee/US$ (inverted scale) and Brent crude oil price
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The lack of inflationary pressures in Asia is also highlighted in the latest Chinese data, which is
hardly surprising given the deflationary undertow from the government’s deleveraging campaign.
CPI inflation slowed from 2.5% YoY in October to 2.2% YoY in November (see Figure 19). Still, it is
healthy that PPI remained positive at 2.7% YoY in November, though down sharply from 4.7% in
June (see Figure 20), and should remain positive in 2019, albeit lower. PPI forecasts for next year
are in the 1-2% range. This means that nominal GDP growth in China looks healthier than real GDP
growth and nominal growth is what should matter for equity investors. Nominal GDP growth slowed
from 9.8% YoY in 2Q18 to 9.6% YoY in 3Q18, but is still well above the recent low of 6.4% YoY
reached in 4Q15 (see Figure 20). By contrast, real GDP growth slowed from 6.7% YoY in 2Q18 to
6.5% in 3Q18, the lowest level since 1Q09.
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Figure 19

China CPI inflation
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Figure 20

China PPI inflation and nominal GDP growth
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The subdued inflation certainly suggests China has room to ease monetary policy further as already
discussed. The same applies to Indonesia where monetary policy has been tightened significantly
this year, in spite of subdued inflation and an economy running well below trend growth, simply to
support the currency. Bank Indonesia has raised its policy seven-day reverse repo rate by 175bp
since May to 6.0%, while core CPI inflation has slowed from 4.9% in 2015 to an average of 2.8%
year-to-date and 3.0% in November (see Figure 21). Indonesia’s real GDP growth was only 5.2% YoY
in the first three quarters of 2018 (see Figure 22).
This suggests huge room to ease should US monetary tightening end in 2019, as expected, and with
it US dollar strength. Meanwhile, bank credit growth accelerated from 7.5% YoY in January to a
four-year high of 13.1% YoY in October, compared with nominal GDP growth of 9.5% YoY in 3Q18
(see Figure 23). For such reasons, GREED & fear will increase the asset allocation this week to
Indonesia by two percentage points in the Asia Pacific ex-Japan relative-return portfolio with the
money taken from Korea and Singapore (see Figure 32).
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Figure 21

Indonesia CPI inflation and Bank Indonesia policy rate
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Figure 22

Indonesia real GDP growth

(%YoY)

6.5

Indonesia real GDP growth
6.0

5.5

5.0

4.5

4.0
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 9M18
Source: CEIC Data
Figure 23
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GREED & fear has been running Korea as a Neutral asset allocation in large part because of the
expectation that a deal is coming sooner or later on North Korea. But without such a catalyst, the
market remains vulnerable to the semiconductor downturn and self-induced problems in the
domestic economy caused by misconceived policies.
Certainly, the monetary policy move in Asia which has most surprised GREED & fear of late was the
recent decision to raise rates in South Korea. The Bank of Korea increased its policy Base rate by
25bp to 1.75% at the end of November, the first rate hike in a year (see Figure 24). This monetary
tightening came despite a lack of inflationary pressures and a continuing weakening of the domestic
economy as a consequence of the misconceived socialist policies of the Minjoo administration. CPI
inflation has remained at the central bank’s inflation target of 2% YoY for two consecutive months,
while core CPI inflation (excluding food and energy) rose from 0.9% in October to 1.1% in
November (see Figure 24). Real GDP growth slowed from 2.8% YoY in 2Q18 to a nine-year low of
2.0% YoY in 3Q18 (see Figure 25).
Figure 24
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Figure 25
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Figure 26

Korea YoY increase in total employment
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The most negative feature of these policies has been sharp hikes in minimum wages which have led,
seemingly directly, to a collapse in job growth. The government plans to raise the minimum wage by
10.9% at the beginning of next year, following a 16.4% increase this year. Meanwhile, the year-onyear change in employment has averaged only 80,000 jobs since February, down from 316,000 jobs
in 2017, though it rose to 165,000 in November (see Figure 26).
The government has made matters worse by indulging in the Minjoo Party’s penchant for property
tightening driven by a social engineering agenda. This is the topic of a report published this week by
CLSA head of Korean research Paul Choi (Korea strategy - Property-driven consumption winter, 10
December 2018). One self-defeating measure has been a government drive to increase supply in
areas “where few people want to live” to quote Choi directly. Unsold residential units in regional
areas have risen by 29% since President Moon Jae-in took office in May 2017 and are up 74% since
the beginning of 2016 (see Figure 27), with unsold units in Busan and Gyeongnam up 283% and 62%,
respectively, since May 2017.
Figure 27
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Meanwhile, supply constraints in areas of Seoul defined as “speculative”, but where people do want
to live, have caused a 25% increase in average apartment prices over the past 12 months in the
capital as a result of surging credit flows (see Figure 28). The key area of focus here is less lending to
households than loans to so-called real estate SOHOs, defined as entities registered as real estate
rental businesses. This was enabled by property deregulation in 2014 under the previous Park Geunhye administration which exempted such vehicles from capital gains tax as well as from previously
draconian loan-to-value ratios. The idea was to increase the transparency of rental income from an
income tax collection standpoint.
Figure 28
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Since then the number of entities registered as SOHO has soared, as has lending to such SOHOs.
According to the Ministry of Land, Infrastructure and Transport, 50% of all real estate SOHOs
registered have been registered within the last two years (see Figure 29), with each of the newly
registered SOHOs having 2.5 houses on average. While growth in lending to the SOHO segment
accelerated from 12.7% YoY in 2016 to 16.6% YoY in 1H18 (see Figure 30). This has led to
significant property price appreciation in desirable areas of the capital, helped by 80% LTV ratios.
Figure 29
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Figure 30

SOHO loan growth and real estate related loans as % of total SOHO loans
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This clearly raises the risk of speculative excess though a mitigating factor is that most SOHO
borrowers are higher income earners. Still, a slowdown is now coming as the most recent round of
property tightening announced in September means that SOHOs will now face the same LTV ratio
and property taxes as set by the government for other property buyers. Meanwhile, the SOHO
lending boom will result in a surge in the supply of new apartments in Seoul next year. Supply in
Seoul is expected to rise to 52,054 units next year, up from an estimated 27,034 units in 2018 (see
Figure 31), with completions in the next three months projected at 22,358 units, compared with
19,824 units in the first 11 months of 2018. Still, Choi notes that the real problem of excess supply
will be in the regions.
Figure 31
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My Favorite Investment Writing
of 2018
Posted December 11, 2018 by Nick Maggiulli

Plus My Favorite Books I Read This Year

Photo: Pixabay

I know the year isn’t over yet, but last year I wrote about my favorite
investment writing of 2017 and decided to continue this tradition on Of
Dollars And Data. As I mentioned previously, I do not consider other

nancial bloggers as competition, but as assets to this blog. The reasoning is
simple. Every great nance article increases engagement in nance and
keeps people coming back to read more. So whether a post spoke deeply

to me or not, thank you to all of the nance writers for everything you
do for our community. Without further ado, my favorite investment
writing of 2018:

Tails, You Win (Morgan Housel)
If you had to model how to write a great investment article, this is it. The
title, the story, the data, the ending. It’s all there. Yes, I am a fan of all of
Morgan’s writing, but his cra smanship in this piece is just superb. His
ability to distill the entire point of the article into the title while also doing a
play on words is simply excellent. It’s fractal and almost all of the best blog
posts do this. The title acts as a summary of the larger whole. Study this if
you want to take your writing to the next level.

Factor Fimbulwinter (Corey Ho stein)
Every year Corey writes at least one piece that just shatters my reality, and,
this year, this was it. I knew that getting a proper sample size could be
di cult, but Corey illustrates just how long it can take to determine whether
a factor has gone out of favor. This piece masterfully addresses the age-old
question: How can we tell the di erence between signal and noise?

The Ghost of Tech Stocks Past (Michael Batnick)
I loved this piece by Michael because it illustrated just how crazy valuations
were during the DotCom bubble. His ability to link the high ying tech
companies of the late 1990s to the FANG stocks of today puts the DotCom
bubble in perspective. Also, this piece is even more impressive considering
Michael wrote it in the same year he published his rst book.

Too Clever by Half (Ben Hunt)
Incredibly insightful piece from Ben Hunt at Epsilon Theory on nancial
innovation and the roles of di erent actors in the development of those
innovations. Ben is such a great writer because of his use of analogies (most

involve animals from his farm) to explain complex nancial concepts. Stellar
work here.

Factors From Scratch (O’Shaughnessy Asset Management)
This is a brilliant piece from OSAM in concert with Jesse Livermore, the
blogger. It is a bit more technical, but if you want to take a deep dive into
how the value and momentum factor fundamentally work, I highly
recommend this piece.

Yards A er Contact (Josh Brown)
A veteran of Wall Street explains his time in the game and how that game has
evolved. No one in nance writes with as much passionate intensity as Josh,
and this is why I keep reading. This post is no exception to that rule.

The 3 Levels of Wealth (Ben Carlson)
Simple, yet profound. This is Ben’s style. I particularly liked this piece
because it changed how I viewed levels of wealth from a psychological
standpoint. This is something a lot of people do not discuss, but as soon as
you read it you immediately understand what he is saying.

The Behavioral and Performance Bene ts of Trend
Following (EconomPic)
I didn’t use to believe in trend following, but this changed a er I met Jake,
the anonymous blogger who runs EconomPic. Jake is one of the most
knowledgeable people I know on this topic and was able to convince me of
trend’s usefulness. If you aren’t familiar with this topic and want to learn
more, this piece is a great start that explains a lot of the bene ts of trend.

When Investing in Stocks Makes You Feel Like Throwing Up and
You Do It Anyway (Jason Zweig)
Last year I closed with the GOAT of our industry and this year I will do the
same. The level of introspection in this one is astounding as Zweig gives you
a view inside his mind during the worst nancial crisis of our lifetime. I only
hope one day we all can understand our investing selves half as well as Zweig
does in this piece.

My Favorite Books I Read in 2018
I read 37 books in 2018 which is down from 45 in 2017 (NYC has kept me
busy haha). Here are some of my favorites I read this year:

Everybody Lies: Big Data, New Data, and What the Internet Can
Tell Us About Who We Really Are (Seth Stephens-Davidowitz)
My favorite book of 2018. It’s got big data revelations on the private thoughts
of Americans that no one else could have guessed. One of the funniest facts
from the book is that “men make as many searches looking for ways to
perform oral sex on themselves as they do how to give a woman an orgasm.”
If you like data, this book is for you.

The Success Equation: Untangling Skill and Luck in Business,
Sports, and Investing (Michael Mauboussin)
Mauboussin does a better job parsing out luck from skill than anyone else I
have ever read. Just trust me and move it to the top of your reading list.
Also, the fact that this book only has 4 stars on Amazon is even more
evidence that markets are not always e cient.

Atomic Habits: An Easy & Proven Way to Build Good Habits &
Break Bad Ones ( James Clear)
I heard about James’ blog earlier this year and his book takes his ideas on
building habits to another level. Great concept and very applicable to
actually changing habits. This is probably the best part of the book because
he explains exactly how you can create systems to allow habits to develop on
their own. “You do not rise to the level of your goals, you fall to the level of
your systems.”

Scale: The Universal Laws of Life, Growth, and Death in
Organisms, Cities, and Companies (Geo rey West)
Everything is a scaled version of something else. This is the premise of the
West’s book that addresses the life and death of complex systems such as
organisms, cities, and companies. I wrote a post about this book and highly

recommend you check it out if you are interested in understating some of
the hidden order within natural systems.

Bad Blood: Secrets and Lies in a Silicon Valley Startup ( John
Carreyrou)
I wrote a post on this book because it was so good. The inside story of
Elizabeth Holmes and the fraud inside her company Theranos. It is nonction that reads like a thriller, and also a lesson in the power of people to
in uence others.

Thinking in Bets: Making Smarter Decisions When You Don’t Have
All the Facts (Annie Duke)
One of the best books I have ever read on decision-making. Duke
approaches belief formation, separating process from outcome, and many
other concepts in a novel way. The book has been recommended by Marc
Andreessen (one of the kings of VC) and it was also the most purchased book
I referenced on Of Dollars And Data this year (I tracked this data through the
Amazon A liate account for this site).

The Evil Hours: A Biography of Post-Traumatic Stress
Disorder (David J. Morris)
Spellbinding. Chilling. Dark. The writing in this book is just superb. Even if
you aren’t highly interested in PTSD, this book is a must read. Some
passages will rock you to the core.

How Not to Be Wrong: The Power of Mathematical Thinking
( Jordan Ellenberg)
One of Bill Gates’ favorite books and also one I thoroughly enjoyed. This
book is the answer to the famous question: “When am I ever going to use
this?” Math is everywhere around us, and if more people thought like
Ellenberg did, we would have a far more mathematically literate society.

The Elements of Eloquence: Secrets of the Perfect Turn of Phrase
(Mark Forsyth)

I have mentioned this book before and it took my writing to another level.
Forsyth is able to reveal the hidden mysteries of eloquent English in a way
that makes you feel like you knew them all along, but never noticed. If you
want to improve your writing, this one is for you.

I hope you found something useful in this list. Enjoy the holidays, travel safe
in the coming weeks, and thank you for reading!
➤ You can follow Of Dollars And Data via Twitter or through my weekly
newsletter (go the bottom of my About page to signup).
This is post 102. Any code I have related to this post can be found here with
the same numbering: https://github.com/nmaggiulli/of-dollars-and-data

Full Disclosure: Nothing on this site should ever be considered to be advice, research or an invitation to buy or
sell any securities, please see my Terms & Conditions page for a full disclaimer.
OfDollarsAndData.com is a participant in the Amazon Services LLC Associates Program, an affiliate advertising
program designed to provide a means for sites to earn advertising fees by advertising and linking to
Amazon.com and affiliated sites.

Now go talk about it.
FACEBOOK

TWITTER

LINKEDIN

9 Responses
Anonymous commented on Dec 11

Hello Nick.. Thanks for sharing these recomendations. I have
been enjoying your posts for quite awhile, as well as those of
several other members of Ritholtz Wealth Management.. You
guys do a great job. If you’d like to take a look at my blog you can
nd my latest here

FO R E W O R D

How to invest
in 2019
David Bailin | Chief Investment Officer

‘What should I do with my
portfolio for 2019?’ A decade
or so after the global economic
recovery began and following a
more difficult year in the markets
in 2018, that’s the one question
you ask us more than any other.

We believe the answer lies in reconciling
two very different and powerful
developments in the world. The first is
a return to pre-crisis normalcy in the
global monetary system and markets. The
second is the uncomfortable new normal
in politics and international relations.
The return to normalcy in the global
monetary system and markets concerns
central banks’ bringing to an end their
emergency measures to prevent the
Global Financial Crisis of 2008 becoming
a new Great Depression. Central banks are
gradually retreating from zero borrowing
costs and their multi-trillion dollar asset
purchases that had fueled markets. The
withdrawal of these measures has seen
market volatility rise, unsettling many
investors who had become accustomed
to the placid conditions of recent years.

Against this backdrop, 2018 was different
to 2017 for investors. Global equities were
down 1.9% for the year as of 9 November,
compared to their 20.0% gain the prior
year. Emerging markets fell 15.7%, after
their 34.4% rally in 2017. This pullback
may have been partly a reaction to the
strong gains that preceded it. But the
withdrawal of monetary stimulus - as well
as rate rises in the US - clearly left markets
more vulnerable to the political shock of
the escalating international trade war in
particular. Asset prices thus suffered greater
volatility than they had done for several
years. The return to normalcy has not felt
as good as investors may have expected.
In politics and geopolitics, by contrast,
normalcy is in retreat. The post-Cold War
international order – characterized by
multilateral cooperation, freer movement
of people, and more tolerant societies
– is under pressure. Voters in countries
including the US, the UK, the Philippines,
Italy, Hungary, and Brazil have given their
backing over recent years to political
movements fronted by populist strongmen
whose agendas are characterized by
foreign policy isolationism, economic
nationalism, closed borders, and perhaps
also authoritarian law-and-order policies.
The populist strongmen have skillfully played
upon voters’ fears and insecurities. Income
stagnation, growing wealth inequality,
official corruption, and intellectual property
theft do indeed present genuine challenges
in many countries. But the strongmen
have been quicker to decry the problems
than to propose genuine answers.
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Anti-immigrant rhetoric has intensified,
while immigrants’ social and economic
contribution has been ignored. Greater
security has been offered in return for
sacrificing some personal liberties. In
certain countries, a restoration of national
greatness has been promised, with the details
of implementation to be filled in later.
We do not see this new and uncomfortable
political normalcy reversing any time soon.
Certain leaders will continue to seek to
bolster their powers, sweeping aside many
checks and balances. President Xi has already
abolished limits on his time in office in China,
while Brazil’s new president Bolsonaro has
praised the country’s former dictatorship.

8

1

3

Don’t try and time the
financial markets – it’s a fool’s
game. See This is not the
time for market timing.

2

Faced with the return of market normalcy
on the one hand and its retreat politically,
how should you invest in 2019? The
approach we take in Outlook 2019 has
two main elements. First, we create
guideposts to determine how we may
anticipate events, and assess their
potential impact on your portfolio. Second,
we advise building stronger portfolios
for turbulent times by investing in more
resilient assets and by employing strategies
that reshape investment outcomes.

4

Assess your portfolio now.
Request your Outlook Watchlist,
and discuss the opportunities with
your Investment Counselor. Seek the
insights of our Global Investment Lab
where you have specialized queries.

Understand your risk profile.
If you have a five- to ten-year
investment horizon, you probably
don’t need to change it. But if your
circumstances or risk tolerance
has changed, your portfolio
should be updated accordingly.

Any weakening of global economic growth
could further strengthen nationalist
sentiment, the appetite for trade tariffs,
and calls to vest even greater power
in the hands of these politicians.

Preserve your portfolio’s value
by diversifying globally and
adding higher quality assets.
Global investors will be able to
ride out turbulence better and
may potentially recover faster.
See Safeguarding assets.

5

Have a discretionary manager
rebalance your portfolio as events
unfold. By doing so quarterly or at
least semi-annually, your portfolio
should add assets when markets are
cheaper and tilt towards markets
likely to recover faster. As markets
rally, such portfolios are likely to
garner better risk-adjusted returns.

Fo re w o rd

By watching the guideposts, you can
then make portfolio adjustments
going forward, seeking additional
diversification, and tactically exploiting
valuation opportunities as they arise.

As well as trade, we believe investors
should focus upon the likely impact
of the Fed’s gradual, but extended
tightening cycle – see Overview.

Among our key guideposts for 2019 is the
state of global trade. The escalation of
trade tensions in 2018 took many investors
by surprise, triggering volatility in markets
in China and other emerging economies
in particular. As longer-term investors, we
continue watching trade developments,
as well as Chinese and Asian economic
performance, and comparing them to
market data to determine whether or not
it is an appropriate time to add or reduce
exposure – see Asia asset class preview.

6

Manage your cash – all of
it – more wisely – see Make
your cash work much harder.

7

8

Besides watching our guideposts, we also
emphasize taking positive action now. The
return of monetary and market normalcy
– and the new normalcy in politics – make
portfolio quality even more important.
We therefore urge you to allocate to
countries and companies that are most
likely to withstand the challenges now
facing the world. We also advocate seeking
to augment your total return profile and
help mitigate your risks. Here are nine
steps that we recommend you consider to
strengthen portfolios as we enter 2019:

Create an opportunistic element
within your portfolio to allow you
to invest during unusual events
and short-term market dislocations
– see Core vs opportunistic
investing in Themes: Important
actions and forces that will
drive portfolio returns.

We stand ready to discuss
how you might implement
these and other steps in your
portfolio. I look forward to
speaking with you in person,
either at one of our Outlook
2019 events or thereafter.

Explore risk management tools as
well as strategies with different
risk-return characteristics. You can
help preserve the safety and return
potential of your portfolio this way.
Seek our advice more frequently,
and let us help you understand the
data, and interpret the guideposts.

9
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Building stronger
portfolios for
turbulent times
Steven Wieting

|

Chief Investment Strategist and Chief Economist

In today’s late-cycle US monetary tightening phase, we recommend a
variety of actions to prepare portfolios for the coming year and beyond.
10

Global investors have routinely doubted
the durability of the economic expansion
that began in 2009. However, their doubts
have been repeatedly contradicted by the
breadth and persistence of the recovery.
By the second half 2019, we believe the
US expansion will likely have become
the longest since records began in 1854.
That means we need to understand what
allowed the expansion to continue so long,
what will likely bring it to an end, and what
investors should do to make their portfolios
resilient. We do not recommend that
investors attempt to time markets in their
core portfolios. We do recommend investors
add quality and rotate from more expensive
markets into better value ones.
The US expansion to date has not seen the
same sort of excesses in consumer demand
and indebtedness that occurred around past
peaks. This is good – but also somewhat
remarkable - given the late-stage stimulus
delivered by tax cuts in 2018. Although US
inflation is rising, it remains low for the later
stages of a long expansion.

Against this backdrop, the Federal Reserve is
tightening monetary policy more gradually
than usual – figure 1. Whereas more
aggressive tightening in past cycles has
choked off expansions prematurely, this
recovery has not faced this constraint.

Staying positive, but building up our
defenses
We expect the global expansion to continue
over the coming year, despite various risks
from politics and international relations,
in particular – see The expected and
unexpected events of 2018. We also see
the outlook for asset prices as positive, with
the potential for ongoing modest returns in
global equities and fixed income by the end
of 2019 – figures 2 and 3. With a handful of
idiosyncratic exceptions around the world –
see Portfolio perspectives – the economic
expansion outside the US should provide a
tailwind to world economic growth.

Overview

FIGURE 1. GRADUAL FED TIGHTENING
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Chart shows inflation adjusted US short-term interest rate. The personal consumption expenditure
(PCE) inflation indicator is an average of changes in prices for all domestic personal consumption
in the US, and is the Federal Reserve’s preferred inflation measure. Source: Haver, as of 31 Oct
2018. Past performance is not indicative of future return.
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FIGURE 2. GLOBAL EQUITY TOTAL RETURN
ESTIMATES 2019 (US$)

FIGURE 3. GLOBAL CURRENCY HEDGED
FIXED INCOME RETURNS ESTIMATES 2019

2019 (%)
MSCI GLOBAL

+7%

S&P 500

+7%

MSCI GLOBAL
EX-US

+8%

MSCI EMERGING MKTS

+9%

EURO STOXX
600

+8%

2019 (%)
GLOBAL
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US AGGREGATE

+1.5%

EURO AREA
AGGREGATE

-1.5%

EMERGING
MARKET
SOVEREIGN

+3.5%

Source: Return estimates from Citi Private Bank’s Office of the Chief Investment Strategist; The Yield Book, as of
26 Nov 2018. Past performance is no guarantee of future returns. Real results may vary. Indices are unmanaged.
An investor cannot invest directly in an index. They are shown for illustrative purposes only. See Glossary for Index
definitions. All forecasts are expressions of opinion and are subject to change without notice and are not intended to
be a guarantee of future events.
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FIGURE 4. OUR ASSET ALLOCATION

ASSET CLASS

STRATEGIC (%)

TACTICAL (%)

POSITION

GLOBAL EQUITIES

38.1

1.0

OVERWEIGHT

GLOBAL FIXED INCOME

38.4

-1.0

UNDERWEIGHT

ALTERNATIVES*

21.5

n/a

n/a

COMMODITIES

0.0

0.0

NEUTRAL

CASH

2.0

0.0

NEUTRAL

*Alternatives: Private Equity, Real Estate, Hedge Funds. Source: Citi Private Bank, as of 26
Nov 2018. Strategic = benchmark; tactical = Citi Private Bank Global Investment Committee’s
current view. All allocations are subject to change at discretion of the GIC of the Citi Private Bank.
Risk Level 3 is designed for investors with a blended objective who require a mix of assets and
seek a balance between investments that offer income and those positioned for a potentially
higher return on investment. Risk Level 3 may be appropriate for investors willing to subject their
portfolio to additional risk for potential growth in addition to a level of income reflective of his/her
stated risk tolerance.
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Recent market turbulence - such as we saw
in early October 2018 - has done nothing to
change our positive conviction that global
companies can increase their profits in 2019.
Investors were clearly unsettled by the US
10-year Treasury yield rising above 3% for
the first time since late 2013. This came on
top of ongoing concerns over global trade
– see Will the trade war open or close
markets?. We see what really happens
with global trade as a key guidepost for the
markets for the coming year and beyond. If
there is clarity on trade between China and
the US, it would refocus investors on the
positive economic conditions enjoyed by
many countries. Greater clarity seems likelier
following the successful summit meeting
between President Trump and President
Xi on 1 December 2018. A further critical
guidepost is from US monetary policy,
by way of movements in the yield curve.
Tightening is led principally by the Fed, with
central banks elsewhere eventually following.
The speed and degree of such actions needs
to be followed closely.

Regular portfolio rebalancing is
essential for 2019 and beyond
Persistent global growth in the face of heavy
bouts of market anxiety on the one hand
and monetary policy tightening on the other
are contradictory forces that will ultimately
moderate return prospects for 2019. While
the Federal Reserve has recently refocused
on the need for its policy to react to positive
or negative economic outcomes, we still, we
recommend a clear focus on portfolio quality
and a more conservative asset allocation at
this stage of the market cycle. We remain
slightly overweight global equities – figure 4
– but with gradually increasing allocations to
defensive fixed income strategies, relative
to one year ago. Over time, we are likely to
continue reducing our cyclical exposure, in
anticipation of the increasing impact of the
Fed’s tightening.

Overview

What central bank policy tightening
means for portfolios
Unlike in the early years of the present
expansion, investors can no longer expect
a favorable confluence of strong economic
growth and easy monetary conditions.
Assuming a lack of negative economic
shocks next year, the Fed might hike
rates as many as four more times in the
twelve months from December 2018. Many
investors never believed the Fed would get
this far. Indeed, markets currently doubt
the Fed will see its stated schedule of hikes
through. However, investors should be
mindful that there have already been eight
rate increases of 25 basis points. The Fed
may do significantly less, as markets now
expect. However, under the most positive US
growth scenarios, the rate hike tally could
conceivably reach twelve or thirteen by the
end of 2019.

Fed interest rate hikes have typically been
an indicator of favorable conditions. As the
economy strengthens, corporate profits
rise, markets rally, and the Fed tightens
in response to this strength. Early cycle
tightening periods are thus positive for
investors – figure 5. The Fed then gradually
raises its risk-free rate towards or above the
US nominal economic growth rate. As the
expansion ages, and parts of the economy
overheat, underlying risks progressively
build – see What to expect when you are
expecting recession below. Subsequently,
the early stages of Fed easing cycles are
generally bearish for investors. Business
cycle activity is depressed, and the Fed is
typically lagging behind in delivering the
rate cuts necessary to stimulate recovery.
That said, the fact that the US is raising rates
means it will ultimately have the monetary
firepower to re-energize the economy when
conditions call for it.
13

FIGURE 5. EARLY TIGHTENING BULLISH FOR EQUITIES, EARLY EASING BEARISH
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Source: Haver, Federal Reserve forecasts for Fed funds, as of 31 Oct 2018. Past performance is no guarantee of
future returns. Real results may vary. All forecasts are expressions of opinion and are subject to change without notice
and are not intended to be a guarantee of future events.
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FIGURE 6. HEDGED AND UNHEDGED RETURNS IN ACTION

S&P 500 RETURNS 1980 - 2015

1 YEAR

AVERAGE RETURN OVER
12-MONTH PERIOD:
UNHEDGED

BEST RETURN OVER
12-MONTH PERIOD:
UNHEDGED

WORST RETURN OVER
12-MONTH PERIOD:
UNHEDGED

10.0%

53.0%

-43.0%

S&P 500 RETURNS 1980 - 2015

1 YEAR

AVERAGE RETURN OVER
12-MONTH PERIOD:
HEDGED

BEST RETURN OVER
12-MONTH PERIOD:
HEDGED

WORST RETURN OVER
12-MONTH PERIOD:
HEDGED

7.6%

49.0%

-14.0%

Source: Bloomberg, as of 30 Nov 2018. Citi Private Bank’s Office of the Chief Investment Strategist. Hedging
illustration above involves purchasing a put option with a strike price 10% below the contemporaneous S&P 500
level with an expiration one year forward. Hedging comparison is shown to illustrate the volatility environments during
specific time periods. Returns do not include any expenses, fees or sales charges, which would lower performance.
For illustrative purposes only. Past performance is no guarantee of future results. Real results may vary. See also the
options disclosure at the end of this article.
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A second headwind
Not only is the Fed raising rates, but it also
plans to shrink its balance sheet by roughly
$700 billion by not reinvesting the proceeds
of its bond holdings as they mature. Other
central banks will not be stepping in to offset
the resulting loss of stimulus. This makes
a slowdown more likely. That is because as
rates rise and as the central bank lends less
with its own balance sheet, government
borrowing in many countries will crowd
out the private sector for savings. Their
increased demand for funds will gradually
affect returns across all asset classes,
continuing the trend begun in 2018. Given
these facts and assuming we avoid negative
shocks to the global economy, it is possible
that the US 10-year Treasury yield could rise
to as high as 3.75% in 2019.

Buying value is better than
chasing momentum
With the US at a later stage of its economic
cycle than the rest of the world, US earnings
per share (EPS) are 55% above their 2007
peak. By contrast, non-US EPS remain 20%
below their last peak. As well as a stronger
recovery in earnings, US equity valuations
have risen more sharply. Investors pay about
one-quarter more for a dollar of US earnings
than they do for non-US earnings. But should
they do so now?
For much of the time in recent years,
buying the more highly valued US has been
rewarded with outperformance. However,
we do not advocate persisting with this
approach. In a late-cycle environment, we
are mindful of the risk of ‘buying high.’

Before entering into any transaction using listed options, investors should read and understand the current Options Clearing Corp.
Disclosure Document (Characteristics and Risks of Standardized Options) at http://www.theocc.com/components/docs/riskstoc.pdf
http://www.theocc.com/components/docs/about/publications/november_2012_supplement.pdf. If you would like an additional copy of this
document please contact Citigroup Global Markets Inc., Options Department, 390 Greenwich Street, New York, NY 10013 or from your
Financial Advisor.

Overview

The history of markets suggests that good
recent performance in one asset class is
unlikely to repeat itself. Over the last decade,
the best performing of the ten asset classes
shown in the infographic in Safeguarding
assets has been US small-cap and mid-cap
equities. Currently, they trade on 24 times
trailing earnings. Most of these smaller firms
have weaker balance sheets to weather
future economic storms, with greater
debt burdens. We currently have a slightly
underweight tactical allocation to US small
caps, even while acknowledging that the
segment may rebound in coming months.
We are likely to deepen our underweight
as future risks build, underscoring our view
that small caps are unlikely to be the next
decade’s top performer – see Wise idea: Sell
booms, buy busts.

Managing late-cycle risks
Despite our conviction that there is
meaningful upside for risk assets heading
into 2019, we also recognize investors’
desire to preserve prior years’ gains.
We therefore want investors to consider
ways of maintaining market exposure
while protecting against downside - see
Safeguarding assets. We also advocate
exploring hedging possibilities.
The cost of hedging against a cyclical bear
market – a temporary drawdown of 20% or
more in US stocks – is priced at 63%1 lower
for the next two years than it was during
the first two years of the present economic
recovery. At that stage, the US economy was
deeply depressed. Equity valuations were
half their current level. It seems anomalous
to us that a cyclical bear market is priced as

1 Source: Bloomberg, as of 31 Oct 2018

being less probable after a decade of growth
and rising markets than it was after just two
years of the same. We see the low cost of
hedging now as an anomaly and a potential
opportunity. We believe hedging offers a
potential alternative to attempts to time the
market aggressively – see This is not the
time to time the markets.

A time to hedge
Hedging has shown benefits when measured
over full cycles – figure 6. However, it
seems likelier to add value after a long bull
market than at times when asset prices and
economic activity are deeply depressed. We
thus recommend hedging at times like these.
While the macro-level illustrations are useful,
we suggest doing so in a cost-effective way
that does not require frequent and expensive
adjustments.

It is the right time to take portfolio
actions…
Hedging is just one of our recommended
actions as we enter 2019. In this publication,
we explore a variety of opportunities
that may help to prepare portfolios for
the coming year and beyond. As well as
our tactical positioning for the period
immediately ahead, we also consider the
multi-year prospects for asset classes – see
The long-term outlook for asset classes
– as well as our investment themes. By
combining our recommended actions, we
believe you can build stronger portfolios for
more turbulent times. We believe you should
do so now.
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The expected and
unexpected events
of 2018
Steven Wieting

|

Chief Investment Strategist and Chief Economist

The trade war came as a shock to markets in 2018, alongside
the strong growth and monetary tightening that we expected.
We consider the implications for investors looking ahead.
20

In 2018, financial market returns were
shaped by three major influences. We had
expected two of them, but underestimated
the likelihood and impact of the third.
First, we expected strong economic and
corporate profit growth. Full year average
US GDP growth is estimated at around
3% for 2018, with global growth of about
3.3%. US earnings per share (EPS) are on
track for a gain of roughly 23%, and global
EPS for some 17%.1 We estimate roughly 8
percentage points of the 2018 US profit gain
derives from a one-time cut in corporate tax
rates. Still, the overall robustness of profits,
particularly for the US, has been better than
we expected.
Second, we anticipated the US Federal
Reserve’s reduction in its asset holdings and
higher borrowing by the US Treasury would
syphon flows away from other asset classes.
1.
2.

Consensus estimates via Bloomberg, as of 23 Nov 2018
Bloomberg, as of 23 Nov 2018

In turn, we thought this would mean
more limited returns for most financial
markets than in 2017. This too came to
pass. Valuations in global equities and
fixed income have fallen, but returns have
been positive overall. Returns over the past
twelve months have been about 3.1% for US
equities and -7.9% for non-US equities, as of
23 November 2018. For a global benchmark
of equities and fixed income together, the
return in US dollar terms has been about
0.1%.2
The Fed’s asset holdings have fallen by $230
billion in 2018 to date. At the same time, due
to higher deficits from the tax cut, borrowing
by the US Treasury has increased by $100
billion relative to 2017. Increased government
borrowing from the private sector is one of
many factors that drove US yields up in 2018,
pressuring fixed income and equity returns
worldwide.

Overview

Thirdly, though we noted in Outlook 2018
that disruptions to world trade represented
the biggest risk to global growth, we did not
expect the trade war to unfold as it did –
figure 1. The anticipated disruption of global
trade – in combination with Fed tightening
and some idiosyncratic country issues –
caused sharp divergence between US and
non-US asset market performance during
the year. In some cases, this involved already
undervalued assets declining and already
richly valued ones rising further.

We consider trade to be
critical to the outlook for
how corporate profits
might perform

New world disorder
Both tax cuts and trade protectionism were
among Donald Trump’s presidential election
campaign promises in 2016. However, trade
protectionism got sidelined by US domestic
political negotiations in 2017, before coming
to the fore. The desire of all countries
involved to strike quick trade deals with
the US or risk worse actual or threatened
tariffs is not easy to judge. Trade policy
uncertainty was the single biggest reason
why we reduced our overall non-US equities
weightings in July 2018. Importantly, we
consider trade to be critical to the outlook
for how corporate profits might perform,
including for US firms, whose vulnerability
may be underappreciated by investors.
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FIGURE 1. US TRADE POLICY UNCERTAINTY INDEX
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Source: Haver Analytics, Stanford University, as of 1 Nov, 2018. Data derived from news
searches. Indices are unmanaged. An investor cannot invest directly in an index. They are shown
for illustrative purposes only. Past performance is no guarantee of future returns. Real results
may vary. All forecasts are expressions of opinion and are subject to change without notice and
are not intended to be a guarantee of future events.
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Successfully completed trade agreements
with Mexico and Canada will likely
further convince President Trump of the
effectiveness of his aggressive, tariff-led
approach. However, those two nations have
by far the greatest reliance on US trade,
and are threatened directly by diminished
econimic activity with the US. The lengthy
battles to achieve these new North American
trade deals highlight just how difficult it may
be to reach further agreements with the
European Union and China, despite hopeful
statements from all sides.
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In May 2018, US Treasury Secretary Mnuchin
announced that the US was ‘putting the
trade war on hold’ following negotiations
with Chinese counterparts. The initial
optimism that his statement created was
quickly dashed. Since then, it has seemed
that the US’s ideal outcome would be a
complete overhaul of China’s approach to
subsidizing industry, the opening of the
country’s domestic markets to foreign
competition, and a hard quantitative
reduction in China’s trade surplus with the
US. The US would also like greater protection
of intellectual property, a goal widely shared
by others. While these goals might seem
advantageous, the US has offered nothing in
return save lifting its punishing tariffs.
Following failed attempts to strike an early
deal, the US subsequently announced
large-scale tariffs on Chinese imports with
pre-set escalation. The Chinese authorities
compared the situation to the bitter Opium
Wars of the nineteenth century, in which
the British Empire forced China into legalize
the opium trade, open its markets to British
merchants, and lift import taxes. Memories
of the accompanying ‘century of humiliation’
– the loss of economic control and territory
to foreigners – remain sensitive in modern
China.
All this naturally presents a host of
geopolitical and economic hazards for the
world. However, on 1 December, Presidents
Trump and Xi separately announced a ‘highly
successful’ agreement to negotiate a trade
truce. The US’s has set a deadline for its
conclusion in late February, and expects
it to be followed by large-scale Chinese

In the coming year,
the US and China
may also clash over
currency policy

purchases of US agricultural products and
industrial supplies, a variety of measures
to protect intellectual property, and for US
firms to be given better access to Chinese
markets. While the agreement is clearly a
positive development, suspense will continue
right up until the deadline. Also, the trade
talks cannot be expected to end all friction
between the two powers.
After decades of global economic
integration, a disintegration of ties between
the world’s two largest national economies
raises risks to both business and portfolios
– figure 2. Companies and investors
underappreciate many potential outcomes
including the possibility that citizens of
certain domiciles will not be as free to invest
as they are now. Another is the risk that
services, currently not on the negotiating
table, will become a target for China,
widening the trade war’s scope, and hurting
US businesses more directly. In a potential
silver lining that is merely theoretical for
now, a reversal of the integration between
the Chinese and US economies could bring
about lower correlations between asset
prices over time, and thus greater potential
portfolio diversification benefits.

Overview

Ire over Iran
The US trade dispute with China is not the
only pressing issue for the coming year. In
pulling the US out the 2015 nuclear nonproliferation deal with Iran, President Trump
stated that ‘anyone doing business with Iran
will not be doing business with the US.’ The
US subsequently took action to exclude firms
found engaged in commerce with Iran from
using the US banking system, from settling
trade in US dollars, and from engaging in
commerce in the US. Quite unpredictably,
it also exempted eight of Iran’s major oil
customers from the same sanctions, causing
convulsions in the global oil price.

FIGURE 2. US FIRMS’ REVENUE % IN CHINA BY SECTOR
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illustrative purposes only.

By contrast, the European Union said it
would not abandon the 2015 accord. In
an unprecedented step, it said it would
create a special payments channel open to
all countries that would facilitate what it
recognizes as legal trade with Iran. Whether
or not this special purpose vehicle can
successfully hide and shield economic actors
from US sanctions, the opposing stances
of two longtime allies over Iran suggests a
great loss of policy cohesion between the US
and Europe.
The US has elsewhere openly stated that a
multi-lateral approach weakens outcomes
for the US. For a second year at the United
Nations, Trump argued against accepting
a consensual approach that fails to put US
interests first. As long-term wealth and risk
managers, we have to be concerned over
whether the value of strategic alliances will
some day be tested again, as in so many
great tragedies of history.
As international cohesion weakens and
diplomatic relations become less predictable,
we reiterate the importance of global
diversification. Having exposure to multiple
asset classes across the world may help to
mitigate the effect of local or regional flareups. While the world as a whole is likely to be
worse off as a result of greater barriers to
trade, certain countries may be less affected
than others, while some may gain at others’
expense. We also highlight the possibility
of making opportunistic investments if
short-term overreactions to flare-ups create
divergences between price and value.
Even if trade and geopolitics become less
global, your portfolio should certainly not.
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Wise idea:
Selling booms
and buying busts
Steven Wieting

|

Chief Investment Strategist and Chief Economist

Investing more in cheap asset classes and
less in expensive ones can help improve
risk-adjusted returns over time.
But doing so requires a disciplined approach.
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Late-cycle investing presents a unique
challenge. After sustained growth periods,
profits have accumulated and future investor
expectations follow animal spirits, running
wild. Many investors herd into markets and
asset classes that have already performed
well, paying high valuations in the hope of
further gains. Later on, amidst the despair
of a final-stage bust, investors all too easily
capitulate not long before markets begin
to rebound strongly. These poor investor
behaviors reflect, in the first case, the fear
of missing out and, in the second case, loss
aversion. In both cases, the poor behaviors
can have significant effects on wealth.
The seemingly logical answer here may be
to adopt Warren Buffett’s approach of selling
booms and buying busts. Some investors try
to do this by switching aggressively between
risky assets and cash at perceived times of
boom and bust. Such random market timing
efforts almost inevitably limit portfolio
returns and increase portfolio volatility – see
This is not the time for market timing.

Asset allocation

A better way via AVS
Investors do not need to shift allocations
based on perceptions, however. Citi
Private Bank’s strategic asset allocation
methodology – Adaptive Valuation Strategies
(AVS) – has an inherent tendency to sell
booms and buy busts. When determining
how much to allocate to each asset class,
AVS focuses upon current valuations and
how they compare to historical ones. In order
to do so, it relies on a simple but powerful
insight: low current valuations have typically
preceded periods of high relative returns
over time. In contrast, high valuations are
indicative of future periods of comparatively
low returns.
AVS thus allocates more to asset classes
whose low valuations point to higher
future risk-adjusted returns, which is a

typical feature of those markets or asset
classes that have suffered a ’bust‘, a period
of unusual underperformance. AVS also
allocates less to asset classes whose high
valuations potentially indicate lower riskadjusted returns, something often seen after
a long boom. While risk asset classes have
generally risen over the last decade, some
have appreciated much more than others.
The US is a standout example. Driven by the
US economy’s uninterrupted recovery since
mid-2009, US large-cap and US small- &
mid-cap equities were the decade’s two topperforming asset classes - see Safeguarding
assets. The appreciation of the US dollar has
further contributed sharply to US returns
measured in US dollars – figure 1 – as well as
pushing US equities’ share of global market
capitalization to multi-year highs.

FIGURE 1. THE DOLLAR AND US SHARE OF GLOBAL MARKET CAP
US share of total global equity capitalization (left)
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Source: Bloomberg, as of 20 Oct 2018. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for
illustrative purposes only. Past performance is no guarantee of future returns. Real results may vary.

Understanding return expectations
We do not believe that US small- and midcap equities and US large caps will be the
next decade’s top performers. Why? As
our Asset class performance infographic
shows - see Safeguarding assets - no asset
class in our study has experienced two
consecutive decades as top performer. We
thus believe that these two asset classes’
current high valuations point to more
typical future returns, according to AVS
methodology. Sometime after 2019, we also
expect the US dollar to begin weakening
and continue doing so over subsequent
years. This would reduce US asset values
for non-dollar investors and raise returns
for non-dollar assets. In our present tactical
asset allocation, therefore, we have neutral
weightings to both US small- and mid-cap
equities, as well as to US large-caps.
26

By contrast, emerging market equities
suffered something of a bust in 2018. As a
result, their relatively low valuations point
to annualized returns over the coming
decade of 11.6% - more than double the
strategic return estimate for developed
market equities – see figure 1 in The longterm outlook for asset classes. AVS thus
adapts its recommended allocations in light
of this outlook. And our Global Investment

Committee has complemented this with a
further ‘tactical’ or additional overweight
recommendation on our present twelve- to
eighteen-month view favoring emerging
equities.
The case for selling booms and buying
busts based upon decades of market
data is compelling. Market timing is an
ineffective way to enhance a portfolio’s
risk-adjusted returns. In contrast, buying
undervalued markets and reducing exposure
to expensive ones has proven incrementally
profitable – provided the portfolio remains
fully invested. By aligning your portfolio to
your recommended AVS allocation while
reallocating its assets periodically, selling
booms and buying busts automatically
becomes an element within your investment
strategy. Both shorter- and longer-term,
this is likely to produce better risk-adjusted
returns and make the trajectory of your
portfolio potentially less volatile and more
profitable. Allowing your assets to be
managed via a disciplined discretionary
process is one way to help ensure your
portfolio is routinely re-evaluated and
rebalanced. That sure beats being guided by
animal spirits.

Buying undervalued markets and
reducing exposure to expensive
ones has proven incrementally
profitable – provided the portfolio
remains fully invested

O U T LO O K 2 0 1 9

C I T I P R I VAT E B A N K

This is not the time
for market timing
Gregory van Inwegen | Global Head of Quantitative Research and Asset Allocation
Paisan Limratanamongkol | Head of Quantitative Research and Global Asset Allocation
Gasan Abdulaev | Investment Lab Analyst

Market timing in a late-stage bull market may sound like a good idea.
But experience suggests that there is no ‘right time’ to time the markets.
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It sounds perfectly logical. If we can avoid
the ’big drawdown’ by selling at the peak
and buying back in at the trough, we will
obviously make more money. So obvious
does it seem that many investors devote
themselves entirely to trying to catch most
of the markets’ upside and then switching
into cash during downturns. However, a look
at the data suggests that market timing is
neither easy nor profitable. Let’s start from
the bottom.

Getting in at the ’wrong‘ time
How would you have done if you’d been
unfortunate enough to have invested at
some of the least favorable times in recent
decades? Figure 1 shows how long you’d
have had to have waited to get back to
breakeven had you invested one month
before eight of the worst periods of market
stress from 1973. These are returns from
an investment in a global multi-asset class
allocation equivalent to a Citi Private Bank
AVS allocation at Risk Level 3, containing
developed equities, investment grade fixed
income, and US corporate fixed income.

Investing one month prior to a crisis
generates losses that take time to recover.
How long? On average, it would have taken
2.8 years to recover the original investment.
In the worst-case scenario, it took 4.7
years. If the investment had been entirely
in developed equities – a concentrated
allocation that we would not recommend –
the average recovery time was 3.2 years and
the longest was 6 years.

Getting in at the ’right’ time
Some of the strongest positive returns have
occurred in the aftermath of stress periods.
Figure 2 shows the S&P 500’s performance
in each of the four years following four
prominent stress periods. However, evidence
suggests that most investors freeze up in
fear after periods of negative returns and
end up sitting in cash, especially during the
first of the four years. That’s precisely what
keeps them from generating profits, as the
largest positive returns are often clustered in
that first post-stress period year.

Overview

FIGURE 2. ANNUAL S&P 500 RETURNS
AFTER STRESS PERIODS
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relative value of each, we could generate
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The hypothetical performance is based on historical performance
data and shown is gross of any commissions, expense ratios, margin
costs, or fees that would reduce the return illustrated. Indices are
unmanaged. An investor cannot invest directly in an index. They
are shown for illustrative purposes only. Past performance is no
guarantee of future returns. Real results may vary.

FIGURE 1. YEARS TO BREAKEVEN AFTER INVESTING JUST BEFORE MAJOR STRESS PERIODS
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FIGURE 3. MISSING THE MARKET’S BEST AND WORST DAYS
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Avoiding drawdowns?

I bet there is a way to do this, right?

What about avoiding drawdowns once you
are already invested? Figure 3 compares
the annualized returns from staying
fully invested in the S&P 500 over three
consecutive ten-year periods.
It also shows the scenarios of being invested
but somehow managing to avoid the
market’s ten worst days, and also missing its
ten best days during those periods.

There’s a widespread belief that market
timing can be successful if rules are followed,
rather than relying upon gut feelings. Many
of the best known market-timing systems are
based on price action looking at ’inflection
points.‘ For example, some investors
believe that moving average crossovers
give confirmation of new uptrends and
downtrends respectively. Specifically, when
the 50-day moving average of a market’s
price crosses above its 200-day moving
average – ‘a golden cross’ – it is said to be
a buy signal, and when the 50-day moving
average crosses below the 200-day moving
average – ‘a death cross’ – it is said to be a
sell signal.

From 1988 to 1997, the annualized return on
an investment in the S&P 500 would have
risen from 17.6% to 22.8% by avoiding the
ten worst days. By contrast, missing out
on the market’s ten best days would have
resulted in an annualized return of 13.9%.
The experience would have been even worse
by missing the market’s ten best days in each
of the next two decades.

So let’s just avoid the worst 10 days
and capture the best 10 days!
Clearly, avoiding the market’s worst days
would have led to much higher returns.
However, it turns out that the best days and
the worst days are typically clustered in the
same periods. In other words, you’d have had
to have been entering and exiting the market
with pinpoint accuracy and high frequency.
Without perfect foresight, the probability of
being able to achieve this is practically zero.

Between January 1997 and December 2016
– figure 4 - a market timing strategy of
switching in and out of the S&P 500 Index
based on these crosses would have delivered
an annualized total return of 6.8%. However,
this was considerably less that the 7.6% a
buy-and-hold strategy would have returned.
Nor did market timing achieve a superior
risk-adjusted return, as measured by the
Sharpe ratio. In fact, systems don’t work
very well. Market timing systems – however
complicated they become – are prone to
being out of the market at times of particular
strength. The negative effects this can have
on a portfolio’s compound returns over time
can be painful.
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FIGURE 4. MARKET TIMING VS BUY AND HOLD 1997-2016
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Source: Bloomberg, as of 31 Oct 2018. The hypothetical performance
shown is based on historical index performance data and is gross of
any commissions, expense ratios, margin costs, or fees that would
reduce the return illustrated. An investor cannot invest directly in an
index. They are shown for illustrative purposes only. Past performance
is no guarantee of future returns. Real results may vary.

And the answer is…
No method of market timing has been
shown to be consistently better over
time to having a globally diversified asset
allocation. As we have seen, the best
single years following stress periods have
tended to be the very first year, when many
market timers would have been out of the
market. A leading ‘rules-based’ switching
strategy produced inferior returns to buyand-hold. And even the least fortunate of
diversified buy-and-hold investors – those
who invested just ahead of a stress period
– would still have achieved better returns
than holding cash after no more than a half
a decade in the periods examined.

There is compelling evidence
against aggressive attempts
to time the markets

We see many wise and
prudent steps you can
take to preserve and
create value

Boring but smart: get invested, stay
invested, add to portfolios over time
The data and our message are loud and
clear: get invested and stay invested. We see
many wise and prudent steps you can take to
preserve and create value. To preserve gains
made in recent years, employ strategies
that maintain market upside exposure while
limiting downside risks – see Safeguarding
assets: Intelligent exposure to a late-cycle
bull market. You can also ensure that your
portfolios are exposed to markets more likely
to do well in a downturn, such as healthcare
– Unstoppable trends: Increasing longevity.
You can strive for a portfolio of the highest
quality. And you can even add to global
portfolios when markets are down, just as
Warren Buffett advises. The bottom line,
however, is that there is compelling evidence
against aggressive attempts to time the
markets, with equally weighty data in favor
of keeping your core portfolio fully invested
over time instead.

The hypothetical scenarios were provided for illustrative purposes. Historical data was used to create the aforementioned hypothetical
scenarios. There is no guarantee the levels illustrated would be achieved.
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SAXO’S 2019
OUTRAGEOUS
PREDICTIONS
Steen Jakobsen / Chief Economist

A world containing Donald Trump as the US president makes outrageousness a cheap
commodity in the daily news cycle, but we won’t let that keep us from this year’s Outrageous
Predictions: our yearly task of conjuring unlikely – but not impossible – events that may just
come to life in the new year.
This year’s edition has a unifying theme of “enough is enough”. A world running on empty will
have to wake up and start creating reforms, not because it wants to but because it has to.
The signs are everywhere. Valuations are overstretched, political shifts are sudden, and even
seemingly minor cultural developments like the rise of the celebrity chef appear to point to a
society stretched to its peak.
Does that last one look like a step too far? Well, the great documentary The Four Horsemen
cited it as a sign of overreach, noting that “during the final decades of their own empires, the
Romans, the Ottomans and the Spanish all made celebrities of their chefs.” Are we, too, nearing
the end of our own imperial moment?
Having done this job for more than 30 years, I am struck by how unaccountable our society has
become at the political, corporate, and even the individual levels. Greed is the new black and
it’s met by complacency rather than a cry for fairness and productivity. The focus is instead on
marginal improvement and avoiding mishaps rather than making bold decisions to change the
world towards better, faster, fairer and more equal.
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“If we can just avoid the pain today” is the new mantra, or more despairing still: “things
may not be great, but they could be worse!”
We think 2019 will mark a profound pivot away from this mentality as we are reaching the
end of the road in piling on new debt and next year will see us all beginning to pay the
piper for our errant ways. The great credit cycle is already showing signs of strain in late
2018 and will rip through developed markets next year as central banks are sent back
to the drawing board. After all, their money printing efforts since 2008 have only dug a
deeper debt hole, and it has now grown beyond their mandate to manage.
We have no idea whether any of our fresh crop of predictions will come true. The point
is to provoke debate and to expand our awareness of what might go wrong in 2019.
Through this process, we can prepare for potentially earth-shaking challenges to our
portfolios and even our livelihoods.
Looking down the list of Outrageous Predictions, it strikes me that if some of these see
the light of day, we might finally see a healthy shift towards a less leveraged society,
with less focus on short-term gains and growth, and a new focus on productivity and
a new economic revolution back toward globalisation with a fairer playing field after
the immediate moment of crisis. On the negative side, our calls include a considerable
worsening of central bank independence, a credit crunch, and big losses in the asset
where everyone is too long: real estate.

FOLLOW US ON:

Before you dive in, please remember the ground rules for Saxo’s Outrageous Predictions:
these do not in any way represent the official Saxo Bank outlook or forecast. Instead,
they are unlikely risks which are still underappreciated and could radically change the
investment outlook and economics over the next 12 to 24 months if they do indeed see
the light of day.
2018 was an unusual year. Much of the year saw US markets going it alone, but once
the juice from buyback programmes ran out, the economic gravity of a weakening credit
impulse and higher prices of money and anti-globalisation were felt, and we face a rocky
end to 2018. Looking into 2019, we see a circumstance that is rough sailing at best, and at
worst a Perfect Storm.
We want to use this opportunity to thank you for all the great engagements and events
we have shared in 2018. It was a very interesting year and I have the feeling that the next
five years will be the most defining in my long career.
I look forward to the changes we predict if only because the outcomes could yet prove
extremely positive. Only through a productive society can we deal with debt, immigration,
populism and inequality. Studies show that the best and most efficient way to become
more productive is simple: education and basic research.
That’s the positive news, the bad news is that not everyone will appreciate the roller
coaster ride ahead. To paraphrase the great Mick Jagger, we can’t always get what we
want – but we might just get what we need.
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EU ANNOUNCES
A DEBT JUBILEE

Christopher Dembik / Head of Macro Analysis

From Ancient Babylon to 1930s Europe, debt jubilees have been far more common
than most of us may realise. As demonstrated by economists Carmen Reinhart and
Ken Rogoff in their seminal work “This Time is Different: Eight Centuries of Financial
Folly”, restructuring and write-offs have also played important roles in exiting financial
crises.
Contrary to what the Greek debt tragedy seen since 2010 would suggest, debt
forgiveness has been very common in Europe. In the interwar period, jubilees swept
across Europe to the tune of 50% of GDP for France, 36% of GDP for Italy, and 24% of
GDP for the United Kingdom.
In 2019, the unsustainable level of public debt, a populist revolt, rising interest rates
from European Central Bank tapering/lower liquidity and sluggish growth reopened
the European debate on how to get ahead of a new crisis. Italy is the key bellwether
as it faces a massive maturity wall set to reach around €300 billion in refinancing

over 2019 as interest rates spike. Quickly, Italian contagion sickens Europe’s banks as
the EU lurches into recession. The ECB resorts to new TLTRO and forward guidance
to limit the carnage, but it’s not enough and when contagion spreads to France,
policymakers understand that the EU faces the abyss.
Germany and the rest of core Europe, which refuses to let the Eurozone fall apart,
have no other choice than to back monetisation. The Economic and Monetary Union
extends a debt monetisation mandate to the ECB for all debt levels over 50% of
GDP and guarantees the rest via a Eurobond scheme while moving the controversial
Growth and Stability goalposts.
A new fiscal rule allowing the first 3% of GDP in deficits to be mutualised in 2020 is
adopted by EMU countries, with everything beyond subject to a periodic review by the
European Commission linked to the state of the EU economy.
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APPLE
“SECURES FUNDING”
FOR TESLA AT
$520/SHARE

Peter Garnry / Head of Equity Strategy

What will Apple do next with its $237 billion cash-and-equivalents hoard and its
important iPhone product line that is incapable of further volume growth? It’s either
the boring financial engineering of dividends or share buybacks or it’s a bold move
beyond the confines of smartphones, laptops and their associated services and
accessories.
Apple realises that if it wants to deepen its reach into the lives of its user base, the
next frontier is the automobile as cars become more digitally connected. After all,
the late Steve Jobs showed that a company needs to bet big and bet wild to avoid
complacency and irrelevance.
Acknowledging that Tesla needs more financial power and Apple needs to expand its
ecosystem to the car in a more profound way than that represented by the current
Apple CarPlay software, Apple goes after Tesla. It secures funding for the deal at a

40% premium of $520 per share – acquiring the company at $100/share more than
Elon Musk’s errant “funding secured” tweet.
The acquisition makes perfect sense. It’s small enough to be an all-cash deal and it
only represents 12 months of Apple’s free cash flow. The two companies are both
focused on engineering and design in hardware coupled with vertically integrated
distribution models in high-fashion areas. Apple has the financial strength to fulfill
Elon Musk’s wildest dreams, ensuring that Tesla does not have to balance capital
expenditures to cash flow generation in the short term.
The acquisition allows Tesla to build several new Gigafactories and production
facilities in Europe and China to stay ahead of the competition and dominate the
future of the car industry.
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TRUMP TELLS
POWELL
“YOU’RE FIRED”

John J Hardy / Head of FX Strategy

At the December 2018 Federal Open Market Committee meeting, Federal Reserve chair
Jerome Powell signs on with a slim majority of voters in favour of a rate hike, even as
corporate credit spreads are spiking higher and equities are showing signs of strain.
The hike is at least one too many and the US economy and US equities promptly drop
off a cliff in Q1’19. Rather than riding to the rescue, the Powell Fed indicates that it
would be inappropriate to restart the serial bubble-blowing machine started under
former Fed chair Alan Greenspan with another round of forceful easing and merely
favours a reduction in the pace of asset sales (quantitative tightening) and no rate cuts.
Powell argues that a clearing of bad debts could have long-term benefits. By the
summer of 2019, with equities in a deep funk and the US yield curve having moved to
outright inversion, an incensed President Trump fires Powell and appoints Minnesota
Fed President Neel Kashkari in his stead.

The ambitious Kashkari was the most consistent Fed dove and critic of tightening US
monetary policy. He is less resistant to the idea of the Fed serving at the government’s
pleasure and is soon dubbed ‘The Great Enabler’, setting President Trump up for a
successful run at a second term in 2020 by promising a $5 trillion credit line to buy
Treasury Secretary Mnuchin’s new zero-coupon perpetual bonds to fund Trump’s
“beautiful” new infrastructure projects and force nominal US GDP back on the path it
lost after the Great Financial Crisis.
Inflation reaches 6%, is reported at 3%, and the Fed policy is stuck at 1%. That’s
deleveraging you can believe in via financial repression to the great detriment of
savers.
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PRIME MINISTER CORBYN
SENDS GBPUSD TO PARITY

Kay Van-Petersen / Global Macro Strategist

After serving in the most challenging and thankless prime ministerial role since
Winston Churchill, Theresa “The Cat” May finally runs out of her proverbial nine lives
and her Frankenstein of a Brexit deal is dead on arrival in the UK parliament as the
March 29 Brexit deadline rolls into view.

to even out the UK’s gross inequalities. New tax revenue streams are tapped into as
Corbyn brings the UK’s first steeply progressive property tax into being to soak the
wealthy and demands the Bank of England help finance a new “People’s quantitative
easing”, or universal basic income.

This forces a delay of the Article 50 expiration date and snap UK elections. The
Conservative party splits down the middle over Brexit with a third of their number
mounting a doomed charge of the “Sovereignty or Death” brigade. Labour sweeps to
a resounding victory and names Jeremy Corbyn as prime minister on the promise of
comprehensive progressive reform and a second referendum on a “to-be defined”
Brexit deal.

Utilities and the rail networks are re-nationalised and fiscal expansion sees deficits
yawn wider to the tune of 5% of GDP. Inflation rises steeply, business investment
languishes, and non-domiciled foreign residents run for cover, taking their vast wealth
with them.

With a popular mandate and strong majority in Parliament, the Corbyn Labour
government embarks on a mid-20th century-style socialist scorched earth campaign

Sterling is crushed on the double trouble of ugly twin deficits and lack of business
investment on the still-unresolved Brexit issue. Cable goes from the 1.30 area where
it spent most of the second half of 2018 and all the way down to parity at 1.00, a
move of over 20% - with one dollar being equal to one pound for the first time ever.
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CORPORATE CREDIT
CRUNCH PUSHES NETFLIX
INTO GE’S VORTEX

Peter Garnry / Head of Equity Strategy

2019 proves the year of credit dominos toppling in the US corporate bond market.
It starts with General Electric losing further credibility in credit markets, pushing
the credit default price above 600 basis points as investors panic over GE’s $100
billion in liabilities rolling over in the coming years at the same time as the firm sees
deteriorating cash flow generation.
GE loses its ability to contain the damage and files for Chapter 11 and restructuring,
selling off assets and consigning the once-glorious industrial giant to the dustbin of
history.
The event sends shockwaves through global credit markets as investors realise that
the Federal Reserve’s rate hikes have accidentally tightened financial conditions too
much. Credit spreads over the Treasury curve widen rapidly, painfully lifting funding
costs for US companies. The carnage even spreads as far as Netflix where investors
suddenly fret about the firm’s fearsome leverage, with a net debt to EBIDTA after
CAPEX ratio of 3.4 and over $10bn in debt on the balance sheet.

Netflix’s funding costs double, slamming the brakes on content growth and gutting the
share price. To make things worse, Disney’s 2019 entrance into the video streaming
industry trims Netflix growth further still. The negative chain reaction in corporate
bonds sets off massive uncertainty in high-yield bonds leading to a Black Tuesday for
exchange-traded funds tracking the US high-yield bond market where ETF market
makers are unable to set meaningful spreads, forcing a complete withdrawal from the
market during a tumultuous trading session.
The fallout in the ETF market becomes the first warning shot of passive investment
vehicles and their negative impact on markets during turmoil.
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AUSTRALIA LAUNCHES
“TARP DOWN UNDER”
AFTER NATIONALISING
THE BIG FOUR BANKS

Eleanor Creagh / Market Strategist

The debt-fuelled surge in Aussie house prices has led to one the longest rallies in
the world, with prices gaining a monstrous 6,556% (373% after adjusting for inflation)
since 1961. The “Australian Dream” was financed through an epic accumulation of
debt as interest rates collapsed, with household debt standing at 189% of disposable
income.
The Great Financial Crisis was responsible for deflating housing bubbles in other
advanced economies, but not in Australia. In a bid to stave off the crisis’ effects,
Canberra’s “economic security package” further fuelled the spectacular run-up in
leverage, kicking the proverbial can down the road.
In 2019, the curtains close on Australia’s property binge in a catastrophic shutdown
driven most prominently by plummeting credit growth. In the aftermath of the Royal
Commission, all that is left of the banks is a frozen lending business and an overleveraged, overvalued mortgage-backed property ledger and banks are forced to
further tighten the screws on lending.

The confluence of dramatic restrictions in credit growth, oversupply, government
filibusters and a slowdown in global growth delivering an exogenous shock cement
the doom loop; property prices Down Under crashing by 50%.
Australia falls into recession for the first time in 27 years as the plunge in property
prices destroys household wealth and consumer spending. The bust also contributes
to a sharp decline in residential investment. GDP tumbles.
The blowout in bad debt squeezes margins and craters profits. The banks’ exposure
is too great for them to cover independently and bailout would be required from the
RBA, perhaps recapitalising and securitising mortgages onto the RBA’s balance sheet.
The grand irony is that Governor Lowe’s hand is forced toward unconventional
monetary policy and he implements QE1 Down Under. With the banks at the forefront
of financial stability they are deemed “too big to fail”, not least because Australia’s
baby boomers and superannuation investment pools rely heavily on the banks’
consistent dividend yields.
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GERMANY ENTERS
RECESSION

Steen Jakobsen / Chief Economist

Auf wiedersehen, Mutti! Tariffs on German cars and a lack of digitalisation leaves
Germany limping into a recession before the end of 2019. As well, Merkel declines
to run for chancellor again, setting up a power struggle in German politics at a time
when the country needs stability and a major transformation of Europe’s most
powerful economy.
A global leader for decades, Germany is struggling to upgrade its leveraging of
modern technology. A 2017 study by the Organisation for Economic Co-operation and
Development, for example, ranks Germany 29th out of 34 developed economies for
high speed internet!
The crown jewel of the German economy, representing a cool 14% of GDP, is its
car industry. The German automotive world, however, is far behind in terms of its
conversion to electric vehicles and the use of big data. When Merkel was in China
in May, she was so stunned at the country’s production facilities that she asked for
Chinese help to speed up German adaption of this critical export commodity.

Maybe that’s why German car giants like Volkswagen and Daimler currently trade at a
recession-like price-to-earnings ratio of six?
The global car industry was supposed to be a growth juggernaut, registering
100 million cars sold in 2018. In the end, it only managed to unload 81 million cars,
a mere 2% more than 2017 and well down from the 5-10% yearly growth rates that
characterised the 2000s.
By 2040, 55% of all new global car sales and 33% of the stock will be EVs. But
Germany is only just starting the transformation to EV and is years behind, and stiffer
US tariffs won’t make things any better for German supply chains or exports.
2019 will be the peak of anti-globalisation sentiment and will create a laser-like focus
on costs, domestic markets and production, and the further use of big data and
reduced pollution footprint – the exact opposite of the trends that have benefitted
Germany since the 1980s.
As such, we see a recession arriving as early as Q3’19.
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X-CLASS SOLAR FLARE
CREATES CHAOS AND INFLICTS
$2 TRILLION OF DAMAGE

John J Hardy / Head of FX Strategy

All life on earth exists thanks to the stable bounty of energy hurled our way by the
sun, but Sol is not always a serene and beneficent ball of burning hydrogen. As solar
astronomers are well aware, the sun is also a seething cauldron of activity capable of
producing incredible violence in the form of solar flares, the worst of which see the
sun vomiting actual matter and radiation in the form of Coronal Mass Ejections, or
CMEs.
Previous swarms of flares and their associated CMEs, called solar storms, have
disrupted radio and satellite communications as well as ground-based power
transmission infrastructure in the past. The most powerful known solar flare was
the 1859 Carrington Event, an estimated X40 class flare that lit up the earth with
a massive aurora borealis that could be seen as far south as Cuba during the day
(X-class flares are the most powerful class of flares and an X40 flare is 40x more
powerful than the minimal X1 flare).

The early telegraph equipment of the time was largely rendered inoperable; in other
cases, it could still be used even though turned off. In the summer of 2012, the earth
got lucky when it missed a giant, multi-X-class flare by a matter of a weeks as its
associated CME washed across the earth’s orbital path a week after the earth had
transited (flares are directional and only last a matter of hours).
In 2019, as solar cycle 25 kicks into gear, the earth isn’t so lucky and a solar storm
strikes the Western hemisphere, taking down most satellites on the wrong side of the
earth at the time and unleashing untold chaos on GPS-reliant air and surface travel/
logistics and electric power infrastructure.
The bill? Around $2 trillion, which is actually some 20% less than the worst-case
scenario estimated by a Lloyds-sponsored study on the potential financial risks from
solar storms back in 2013.

20

2019 OUTRAGEOUS PREDICTIONS

FOLLOW US ON:

GLOBAL TRANSPORTATION
TAX (GTT) ENACTED AS
CLIMATE PANIC SPREADS

Steen Jakobsen / Chief Economist
Peter Garnry / Head of Equity Strategy

The world suffers another year of wild weather with Europe again experiencing an
extremely hot summer, setting off panic alarms in capitals around the world. With the
international aviation and shipping industries enjoying substantial tax privileges, they
become the targets of a new Global Transportation Tax (GTT) that introduces a global
ticket tax on aviation and a capital “tonnage” tax on shipping with the price linked to
carbon emission footprints.

In October 2016, the International Civil Aviation Organization agreed on a resolution
for a global market-based measure to address carbon emissions from aviation.
In April 2018, the International Maritime Organization announced a target to cut
maritime carbon emissions by 50% by 2050. With alarm bells going off everywhere
over climate change, politicians enforce GTT in a drastic move that bypasses voluntary
carbon trading schemes and industry initiatives in order to move more quickly.

The new tax charge is set to $50/ton of CO2 emissions which is twice previous
proposed levels and significantly above the 2018 average of €15/ton under the
European Union’s Emissions Trading System. The new GTT pushes up air travel ticket
prices and maritime freight, increasing the general price level as the new tax is passed
on to consumers.

The US and China have previously contested fuel taxes on aviation, citing the 1944
Chicago Convention on International Civil Aviation, but China changes its stance as a
natural progression of its fight against pollution. This forces the US to reluctantly join
forces in a global transportation tax on aviation and shipping.
Stocks in the tourism, airline and shipping industries plunge on increased uncertainty
and lower growth.
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IMF AND WORLD BANK
ANNOUNCE INTENT TO
STOP MEASURING GDP,
FOCUS INSTEAD ON
PRODUCTIVITY

Christopher Dembik / Head of Macro Analysis

The long reign of gross domestic product as the chief measure of economic progress
comes to an end in 2019. In a surprising move at the International Monetary Fund
and World Bank spring meetings, chief economists Pinelopi Goldberg and Gita
Gopinath announce their intent to stop measuring GDP. They argue that GDP has
failed to capture the real impact of low-cost, technology-based services and has been
unable to account for environmental issues, as attested by the gruesome effects from
pollution on human health and the environment in India and elsewhere around the
world.
Indeed, GDP fetishism has generally promoted economic policies that don’t consider
the full-cycle consequences of damage to environmental and human capital
resources. Instead, the IMF and World Bank propose a focus on productivity which
provides a better gauge to assess change in an economy’s productive capacity over
time. As Nobel Prize winner Paul Krugman wrote in 1994: “productivity isn’t everything,
but in the long run, it is almost everything”.

Productivity is certainly one of the most popular, and yet least understood, terms
in economics. Simply defined, it refers to output per hour worked. In the real world,
however, productivity is a much more complex notion. In fact, it can be considered as
the greatest determinant of the standard of living over time.
If a country is looking to improve people’s happiness and health, it needs to produce
more per worker than it did in the past. Since the Industrial Revolution that began in
the 18th century, higher productivity has been the main driver of higher per capita
GDP, ultimately improving our standards of living. This unprecedented decision by the
IMF and the World Bank also symbolises the transition away from the central bankdominated era that has been associated with the collapse in global productivity since
the global financial crisis.
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Rural economy to gain prominence

December 12, 2018

The assembly election results in five states and mostly against BJP may create headline
flutters – but a closer scrutiny of vote shares reflects a satisfactory performance.
Nevertheless, Congress enter the 2019 general elections with renewed vigor and
momentum. We assess the impact of these election results on (a) likely political
discourse and outcome for 2019 elections (b) policy course corrections as BJP
reassesses the reasons for sub par performance and (c) impact on the markets.
Historical data offers little predictive power of assembly elections to general elections.
Also, we believe a stronger Congress makes it difficult to forge a win-win seat sharing
with regional parties and forge a grand opposition alliance. For BJP, PM Modi is still the
trump card – we suspect BJP will have something up it’s sleeve (risk of some populist
policy) to push PM’s popularity ratings up just before the elections.
More than the elections, we see appointment of Mr Shaktikanta Das as the new RBI
governor as a bigger trigger to the economy fundamentals. While some investors may
fret at the appointment of a bureaucrat, we see sufficient safeguards in the institutional
frame-work to maintain RBI’s core inflation targeting mandate. Markets will remain in a
trading band with no clear triggers to either side.
a) Assembly elections outcome : the political impact : While BJP has nearly lost the key
states of MP, Rajasthan and Chhattishgarh – and is a certain setback for BJP before the
general elections in 2019. However, outside Chhattisgarh, BJP’s performance in Rajasthan
was better and in MP was line with expectations against exit poll predictions . BJP will take
solace from the fact that it’s core vote base has been largely intact. Indeed, it’s vote share in
MP was about 50bps higher than Congress and just about 100bps lower in Rajasthan. It’s vote
share to seat conversion ratio which has historically been higher has dipped this time.
Importantly, BJP has always had about 400-500bps higher swing in vote share over assembly
elections in general elections – even without Modi factor. Again, historical data does not reflect
any straight extrapolation of assembly outcomes to national level mandates. Even then
Congress now has renewed vigor and possibly higher funding as well with key states under it’s
belt. However, we believe that a resurgent Congress will make striking a national anti BJP
coalition harder as it will bargain for higher seat sharing. If all opposition parties fear survival
risk, seat sharing are easier to forge. Also, as recent Telangana results show, vote share
arithmetic does not necessarily yield electoral gains.
b)

Will BJP course correct?

We believe BJP will try level best to course the current

narrative of farm distress and unemployment. It’s hard to predict the likely risk to populist
policies without comprehending the key reason for electoral defeat. Farm loan waivers, higher
procurement at MSP prices, universal basic income scheme etc which can have immediate
impact on electorate could be on cards. We feel and it’s more of a hunch – BJP will try level
best to push PM’s popularity to a high before elections through a policy or a political decision.
PM Modi is still the biggest trump card for BJP.
c) Impact on the markets: We believe that the current elections in no way changes the
narrative around prospects of BJP in 2019 – most market participants expect BJP to emerge
as the single largest party with a reduced mandate of 200-220 seats. So that extent the market
rebound yesterday (after a prior sell off) is not surprising. However, appointment of
Mr.Shaktikanta Das as the new RBI governor could make a difference atleast in terms of a
more accomodative liquidity. We note that RBI’s inflation targeting mandate is now hard coded
and so is the interest rate setting through MPC committee. Markets, we believe have little
triggers either for a sizeable upside or a downside. We expect markets to move in a narrow
band of about 500 points to our Nifty target of 10,480 through March 19.
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Congress gains in North India
The assembly election results in the five states that went to the polls recently are largely on the
lines of what the exit polls predicted, except in Chhattisgarh. The Congress emerges as the
single largest party in Madhya Pradesh and get simple majority in Rajasthan with alliance, and
a landslide in Chhattisgarh. Regional parties won in the other two states: TRS stormed to
power once again in Telangana while the MNF wrested power from the Congress in Mizoram.
The key takeaways from the poll verdict are:
a)

Congress appears to have capitalized on agrarian distress and the high antiincumbency in rural areas, particularly amongst farmers.

b)

The difference in vote share between the BJP and the Congress is less than 1% in
Rajasthan and Madhya Pradesh; however, the BJP’s vote share declined by 6.7% and
4.2% respectively in these two states vs. the last assembly elections, and the Congress’
vote share went up by a similar margin

c)

A coalition may not necessarily work against a strong incumbent as happened in
Telangana. Despite the TDP-Congress alliance in the state, TRS got more seats this
time around (86) vs. the last assembly elections (63)

d)

Populist politics will gather steam as Congress has promised farm loan waiver to
farmers, subsidized power and unemployment allowance

Chhattisgarh assembly results
Vote share

Seats

2003

2008

2013

2018

2003

2008

2013

2018

BJP

39.3%

40.3%

42.3%

33.0%

50

50

49

15

Cong

36.7%

38.6%

41.6%

43.0%

37

38

39

68

BSP+

4.4%

6.1%

4.4%

11.5%

2

2

1

7

Others

19.6%

15.0%

11.7%

12.5%

1

0

1

0

100.0%

100.0%

100.0%

100.0%

90

90

90

90

Total

Source: ECI, SSL (BSP alliance with JCCJ in 2018)

Rajasthan assembly results
Vote share

Seats

2003

2008

2013

2018

2003

2008

2013

2018

BJP

39.2%

34.3%

45.2%

38.8%

120

78

163

73

Cong+

35.6%

36.8%

33.1%

39.7%

56

96

21

100

Others

25.2%

28.9%

21.7%

21.5%

24

26

16

26

100.0%

100.0%

100.0%

100.0%

200

200

200

199

Total

Source: ECI, SSL
Madhya Pradesh assembly results
Vote share

Seats

2003

2008

2013

2018

2003

2008

2013

2018

BJP

42.5%

37.6%

45.7%

41.0%

173

143

165

109

Cong

31.6%

32.4%

37.1%

40.9%

38

71

58

114

BSP

7.3%

9.0%

6.4%

5.0%

2

7

4

2

18.6%

21.0%

10.8%

13.1%

17

9

3

5

100.0%

100.0%

100.0%

100.0%

230

230

230

230

Others
Total

Source: ECI, SSL
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Telangana assembly results

Mizoram assembly results

% vote share

Seats

% vote share

2014

2018

TRS

34.3%

46.9%

63

88

Congress

25.2%

28.4%

21

19

TDP

14.7%

3.5%

15

2

BJP

BJP

7.1%

7.0%

5

1

Others

AIMIM

3.8%

2.7%

7

7

Total

Others
Total

2014 2018

14.9%

11.5%

8

2

100.0%

100.0%

119

119

Seats

2013

2018

2013

2018

MNF

28.8%

37.6%

5

26

Congress

44.9%

30.2%

34

5

0.4%

8.0%

0

1

25.9%

24.2%

100.0%

100.0%

8
40

40

Source: ECI, SSL

Too early to extrapolate national impact: Below table highlights the Lok Sabha and Rajya
Sabha seats in the five states and BJP being the largest party in both the houses from these
states. Political outcomes like state elections generally have little impact on the markets. These
results will also have little bearing on the 2019 Lok Sabha elections as national and state
elections are fought on different issues. In the last four general elections, the BJP had a higher
vote share in Chhattisgarh, Madhya Pradesh and Rajasthan compared with the preceding
assembly elections.
Lok Sabha and Rajya Sabha seats
Lok Sabha-2014

BJP

INC

Others

Total

Madhya Pradesh

27

2

0

29

Rajasthan

25

0

0

Chattisgarh

10

1

Telangana

1

Mizoram
Total

Rajya Sabha- Latest

BJP

INC

Others

Total

Madhya Pradesh

8

3

0

11

25

Rajasthan

10

0

0

10

0

11

Chattisgarh

3

2

0

5

2

14

17

Telangana

0

1

6

7

0

1

0

1

Mizoram

0

1

0

1

63

6

14

83

Total

21

7

6

34

Source: ECI, SSL

Social development will drive political mandate: The key highlights from the Congress’
Rajasthan and Madhya Pradesh manifesto:


Farm loan waiver upto Rs2lakhs. It would include crop and horticulture loans.



Unemployment allowance of Rs3500/month for eligible youths above the age of 21



Free education in government schools and universities for all women across all categories

The Congress’s poll promise in MP and Rajasthan to waive off farm loans is likely to intensify
demands for a similar waiver in other states.
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Rajya Sabha majority for NDA still a distant dream till 2020
Importantly, the election result in these five states will not alter the composition of the Rajya
Sabha significantly. Currently, BJP holds 21 out of 34 seats and might lose ~10 seats over the
next four years however this would be offset by gains in Uttar Pradesh.
Currently, the BJP is the single largest party with 73 seats; however, the NDA will continue to
be short of majority till 2020. Of course, the presumption here is that most constituents of the
NDA will remain with it at that time and BJP would retain different states with assembly
elections in 2019.
Current members in Rajya Sabha
NDA

Seats

Against NDA

Seats

Neutral

Seats

BJP

73

INC

50

AIADMK

13

NOM.

4

SP

13

BJD

9

Ind.

5

AITC

13

TRS

6

Shiv Sena

3

TDP

6

YSR Congress

2

SAD

3

CPI(M)

5

JD(U)

6

RJD

5

Others

5

DMK

4

BSP

4

NCP

4

Total

30

Total

99

Others

11

Total

115

Source: Rajya Sabha, SSL (1 seat is vacant)
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Current Account Deficit Likely
Peaked in QE Sept
CAD for QE Sept widened to the highest level since Sep-13,
mainly due to higher oil imports. Capital account surplus
improved, leading to a lower BoP deficit vs. last quarter.
Lower oil prices should provide relief going forward.
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Exhibit 1: Trend in Current Account and Capital Account
(% of GDP)
Current Account
Capital Account

11%

Quarterly Annualized
as % of GDP
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Source: CEIC, Morgan Stanley Research

Exhibit 2: Trend in Overall Balance of Payment (% of
GDP)
Overall BoP
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Quarterly Annualized
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Exhibit 3: Trend in Current Account, Capital Account and
BoP (% of GDP)
10%
8%

Overall BOP
CA Balance
Capital Account

Trailing 4-Q sum, % of GDP

6%
4%
2%
0%
-2%
-4%

Sep-18
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Sep-12

Sep-10

Sep-08

Sep-06

-6%

Sep-04

Current account deficit widened to US$19.1bn (2.9% of GDP) in QE Sep-18 from
US$15.9bn (2.4% of GDP) in QE Jun-18. On a four-quarter trailing basis, the
current account deficit widened to 2.3% of GDP in QE Sep from 1.9% of GDP in
QE Jun.
Merchandise trade deficit increased even as receipts under invisible segments
rose: The wider current account deficit was led by an increase in the trade deficit,
which rose to 7.7% of GDP in QE Sep from 6.9% of GDP in QE Jun, as export
growth decelerated while import growth accelerated. Invisible receipts rose by
21.3%YoY in QE Sep (4.8% of GDP annualized) vs. growth of 10.6% in QE Jun
(4.5% of GDP annualized). Within invisible, both services exports (growth of 10.2%
YoY vs. 2.1% YoY in previous quarter) and transfers (+23.3%YoY vs. 17.5% in
previous quarter) improved. Indeed, private transfers rose to an all-time high of
US$ 19.5bn in QE Sep, boosted by a combination of higher oil prices and weaker
rupee.
Capital account surplus showed improvement: Capital account surplus improved
to US$15.3bn (2.5% of GDP annualized) in QE Sep vs. US$5.4bn (0.8% of GDP
annualized) in QE Jun. This improvement was led by lower outflows in portfolio
investment segments and reversal of outflows in the loan and other capital
segment to inflows. However, FDI flows and banking capital flows moderated.
Consequently, the overall balance of payments deficit moderated in QE Sept:
The BoP registered a lower deficit of US$1.9bn (-0.3% of GDP) in QE Sep vs. a
deficit of US$11.4bn (-1.7% of GDP) in QE June. Currently, in 1H F2019, the BoP
deficit is tracking at US$13.2bn.
External pressures in the form of high oil prices / US$ strength seem to be
receding, providing relief: While trailing data for CAD / BoP has deteriorated, the
recent move in oil prices and the trend in FII flows offer some relief. Oil prices
have corrected by nearly 30% from the peak in Oct, and FII flows turned positive
in Nov after registering outflows since April (except in Jul / Aug). We maintain our
current account deficit projection at 2.5% of GDP for F2019; however, if the move
in oil prices is sustained, we could see downside of about 10-20bps. Further, the
pressure on the BoP should recede, and we anticipate that the overall BoP will
likely be in balance or register a moderate surplus in 2HF2019.

Source: CEIC, Morgan Stanley Research

For important disclosures, refer to the Disclosure Section,
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Chart Scan
Exhibit 4: Trend in CAD and CAD (ex oil) % of GDP
8%

Exhibit 5: Trend in Current Account Deficit and Key Segments (% of
GDP)

Current Account Balance Quarterly Annualized, % of GDP
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Exhibit 6: Trend in Gross Private Transfers (% of GDP)

Exhibit 7: Trend in Current Account Less Remittances (Transfers)
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Assembly elections 2018: A setback
for the BJP, but not for the markets
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In what turned out to be surprise, the Congress party swept all the three
major central states of Rajasthan, Madhya Pradesh (MP) and Chhattisgarh.
Despite an election verdict which was contrary to market expectations and
the resignation of RBI governor earlier in the week, the Nifty ended in the
green. While treading with caution, markets will be aware the margin of
victory in larger states like MP and Rajasthan is narrow with almost equal
vote shares and thus any extrapolation to 2019 general elections will be
difficult.
From a political perspective, the victory in India's central heartland will
embolden the Congress' efforts to pitch for coalition across other states while
the BJP led central government is likely to increase the thrust on rural
development schemes, which in our view has already seen a meaningful
increase over the last two years. From a portfolio perspective, we believe
this will be a bottom-up market with select themes working across specific
stocks in sectors like corporate banks, discretionary consumption and capital
goods. Our Nifty EPS for FY19 and FY20 are INR 500 and INR 620, respectively.
Victory for Congress but margin very thin
In MP, out of the 230 seats, BJP and Congress are locked in a tight contest although Congress
looks all set to wrest it from BJP. In Rajasthan too, vote shares are almost equal and the
Congress has just hit the majority mark of 100. Chhattisgarh's result was the real surprise with
the Congress getting a clean sweep and winning 68 out of the 90 seats. Among the southern
states, elections were held in Telangana which was decidedly won by the ruling Telangana
Rashtra Samithi (TRS) which is not part of any national alliance so far.
What do the results mean?
(1) Though Congress has gained in both Rajasthan and MP, the results are not a clear
mandate for or against the incumbents. MP is close while in Rajasthan, the Congress has
just about managed a majority.
(2) Given the wafer thin margin of victories in MP and Rajasthan, it is unlikely that any clear
trend can be extrapolated for either the BJP or the Congress for the 2019 general elections.
Notably, these are among the only few states where the parties are in a direct contest.
One thing is certain though, that both parties will be scouting for allies, more so given
that BJP's current strength in Lok Sabha (272 out of 543 seats) is likely to be tested ahead
of the 2019 general elections.
(3) From an economic perspective, the results will obviously increase the focus on government's
rural development policies. From our primary observations as highlighted in our flagship
'Hello India' report, there is already a positive momentum building up as far as government
schemes are concerned and in fact the increased usage of Aadhaar has enabled timeliness
while ensuring leakages are plucked. Thus we expect a higher thrust on schemes in
construction and housing. In this regard, the MGNREGA allocation has been increased
by INR 50bn for the year. We are also likely to see the strengthening of procurement
policies announced earlier this year, especially for pulses and oilseeds. However, we do
not foresee any announcement of a nation-wide farm loan waiver scheme as the
government will not be inclined to throw away the hard-earned gains in the banking
sector.
(4) Results will induce some uncertainty and we add some defensives in our portfolio (IT/
staples) while positioning for specific bottom up themes for the next year across sectors
like corporate banks, discretionary consumption and capital goods. Our Nifty EPS for
FY19 and FY20 are INR 500 and INR 620, respectively.
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State wise tally for 2018 assembly elections
2018- number of seats

BJP

Congress

Others

Madhya Pradesh

7

110

113

Chhattisgarh

16

68

6

Rajasthan

73

99

26

Telangana

1

19

99

Mizoram

1

5

34

2013- number of seats

BJP

Congress

Others

Madhya Pradesh

165

58

7

49

39

1

163

21

14

Source: Election Commission of India, Antique

State wise tally for 2013 assembly elections

Chhattisgarh
Rajasthan
Telangana

5

21

93

Mizoram

0

34

6

Source: Election Commission of India, Antique

Partywise position across states
State

2002

2003

2004

Andhra
Pradesh
Telangana
Kerala
Tamil Nadu
Karnataka
Odisha
West Bengal
Bihar
MP
Chhattisgarh
Rajasthan
Gujarat
Maharashtra
Jharkhand
Assam
Haryana
Punjab
UP
Uttarakhand
HP
Delhi
National level
for BJP and allies
for Congress and allies
for neutral parties
Source: Election Commission of India, Antique

2005

2006

2007

2008

2009

2010

2011

2012

2013

2014

2015

2016

2017

2018
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Rural-centric schemes are back in focus- MGNREGA allocation at INR 600bn in FY19
Rural centric schemes (INR bn)
Pradhan Mantri Fasal Bima Yojana (PMFBY)

FY12

FY13

FY14

FY15

FY16

FY17

FY18RE

FY19BE

10.5

15.5

25.5

26.0

29.8

132.4

90.0

135.0

Krishonnati Yojana (new)

NA

NA

NA

NA

NA

65.4

80.9

95.0

Krishonnati Yojana (old)

NA

NA

108.7

98.2

88.8

NA

Paramparagat Krishi Vikas Yojana

NA

NA

NA

NA

2.5

3.0

National Project on Organic Farming in North East

NA

NA

NA

NA

1.3

1.1

77.9

84.0

70.5

84.4

39.0

35.5

47.5

55.8

Pradhan Mantri Gram Sadak Yojana (PMGSY)

171.3

78.8

86.9

99.6

182.9

190.0

190.0

228.0

MGNREGA

292.1

302.7

330.0

324.6

373.4

445.0

480.0

600.0

Accelerated Irrigation Benefits Programme (AIBP)

74.6

65.0

46.3

32.6

30.1

10.0

Interest subvention

32.8

54.0

60.0

60.0

130.0

136.2

150.0

167.3

Deen Dayal Upadhyaya Gram Jyoti Yojana (DDUGJY)

22.4

20.0

29.4

27.4

45.0

33.5

48.1

53.0

Rashtriya Krishi Vikas Yojana (RKVY)

Pradhan Mantri Awas Yojna (PMAY)- Rural

98.7

78.7

129.8

109.9

101.2

160.0

230.0

276.0

IPDS

16.0

12.2

13.5

10.0

10.0

45.2

58.2

60.0

IWMP+AIBP (old irrigation scheme)

26.7

28.9

89.9
56.2

77.8

51.9

73.8

82.0

1,293.2

1,446.3

1,657.0

24.7%

11.8%

14.6%

Pradhan Mantri Krishi Sinchayee Yojana (PMKSY)
Total
Total% YoY
Source: Bloomberg, CMIE, Antique

872.9

792.1

949.2

873.6 1,037.3

-9.3%

19.8%

-8.0%

18.7%

