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From the
Coordinator’s Desk

The Efficient 
Frontier Team

Few can argue with the fact that BETA – The Finance & Investments Club of the Indian 
Institute of Management, Ahmedabad (IIM-A) continues to create an exclusive niche 
for itself when it comes to fostering the student community’s interest in finance, not 
just in IIM-A but nationally as well.
The year 2010-11 was indeed a seminal year for BETA and the team under Anindya 
launched several new initiatives which will continue to reap rich dividends for the club 
and the institute for years to come. I am glad to say that in 2011-12 we took it a step 
further.
We started the year with ‘ViewPoint’, the Budget Panel Discussion. Held for the first 
time at IIM-A, Viewpoint included an esteemed panel of speakers comprising noted 
columnists, ex-regulators, and authors. They were all senior faculty members of Fi-
nance, Economics and the Public Policy area at IIM A. The discussion provided an 
incisive picture of the fiscal budget and an analytical summary seldom seen anywhere 
in the press.
Finomena, the Finance week for Freshers, saw the introduction of the Bloomberg Ap-
titude Test for the batch apart from a highly informative mock trading session for 
freshmen. The second edition of Exchequer saw ISB Hyderabad emerging once again 
as the winner in a keenly contested competition covering Venture Capital, Commercial 
Banking, Investment Banking & Capital Markets. Nilesh Shah (President, Axis Bank), 
was the judge for the event and addressed the batch on fundamental equity investing. 
Being one of India’s most successful multi-billion dollar fund managers, Nilesh Shah 
proved to be an ideal thought leader for judging the event.
BETA’s preparatory sessions for finance have always been one of the team’s strongest 
points. Having conducted the highest number of sessions in the institute, our efforts 
are reflected in the strong intake of interns by global investment banks and financial 
services firms. Over the year, our publications have seen a strong increase in subscriber 
base, with international B-schools also joining the list. The BETA primer, which contin-
ues to be a popular resource among students for a quick understanding of financial 
concepts (which are explained along with practical illustrations) and BETA daily, a daily 
repository of important financial news and opinions from thought leaders, are other 
ways we reach out to students to help them build their Finance Quotient and prepare 
for finance roles.
As a tribute to IIM Ahmedabad’s 50 years of completion, we have made a conscious 
decision to rebrand IIM Ahmedabad’s Edition of Money Manager as ‘The Efficient 
Frontier’. It signals our commitment to continue to distinguish ourselves, with this 
year’s edition featuring 22 eminent personalities who are amongst the most respected 
names in the global Financial Industry. With opinions and insights from hedge fund 
managers, venture capitalists, CEOs of well respected and rapidly growing banks and 
globally  renowned professors of finance, The Efficient Frontier by IIM Ahmedabad 
has set a strong precedent for years to come, in terms of depth and breadth of views 
expressed.
We would like to thank our sponsors, UBS, for their unflinching support for our activi-
ties. I would also like to acknowledge and thank the efforts of our faculty advisors, 
Prof. Ajay Pandey, Prof. Joshy Jacob, Prof. Jayanth Varma and Prof. Vineet Virmani. Their 
unceasing guidance has helped us in the ideation of all our events.
The phenomenal success of the club’s activities is the outcome of the hard work and 
dedication of a highly motivated team of 26 individuals who form the crux of BETA, 
and it has been a matter of honor and privilege for me to have worked alongside them.

Thanking You,

Pratik Kamaljeet Gupta
Coordinator, BETA -  The Finance & Investments Club of IIM Ahmedabad
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The search for Alpha has long been the Holy Grail in the in-
vesting world. This is particularly true in today’s environment 
where traditional investment vehicles such as stocks and bonds 
are yielding unsatisfactory absolute returns. The credit crisis of 
2008 and the sovereign debt crisis unfolding in Europe as we 
write, have redefined many rules of the investing game and 
turned many successful strategies on their heads. Funds which 
generated excessive returns in boom years collapsed spectacu-
larly and strategies which were purported to generate “abso-
lute returns” uncorrelated with broad market indices took a 
toss in the stormy weather that gripped everyone with panic.

Some investors argue that alternate assets (such as infrastruc-
ture, private equity, real estate, hedge funds etc) continue to 
offer adequate returns but others refute this claim saying that 
such returns are merely compensation for bearing liquidity risk 
which they contend is another form of systemic risk. Similarly, 
some money managers have long argued for greater alpha 
generating opportunities in weakly efficient emerging markets 
but others have been held back by numerous frictions present 
in those regions (such as high trading costs) and the macro-
economic risks associated with growing economies. The way 
emerging market indices have fluctuated in recent years have 
also cast serious doubts on the EM decoupling theories that 
were gaining popularity not long back.  

The events that have happened over last few years and the 
challenges they have presented to managers looking to gen-
erate abnormally high returns uncorrelated with systemic 
risks, have prompted us to select “Seeking Alpha Across Asset 
Classes” as our theme for the year. We believe that we live in 
interesting times, and the way markets behave in the next few 
years will offer valuable lessons to both academicians and prac-
titioners of finance. We are also of the opinion that the quest 
for alpha cannot be confined to narrow 

boundaries and that we must seek opinions from all quarters: 
hedge fund managers, academicians, regulators and everyone 
else who is associated with the financial economy. 

The pages to follow will give you a peep inside all these aspects 
and we strongly believe that the publication contains insightful 
opinions and views which cannot be obtained from merely ex-
ploring the Internet. Contributors to our publication are luminar-
ies in the financial world and we are more than confident when 
we say that perusing these pages would be beneficial to anyone 
interested in generating alpha in these volatile times. 

On the auspicious occasion of our institute’s Golden Jubilee Cel-
ebration, we have also decided to rebrand the IIM Ahmedabad 
edition of Money Manager as “The Efficient Frontier”. Last year’s 
IIM Ahmedabad edition focused on “The New World Order” and 
the growing importance of emerging markets. It contained inter-
views and insights from leading names across the globe and we 
received appreciation for our efforts from all quarters. This year’s 
issue builds on those foundations by looking at asset classes 
across the globe from multiple perspectives of investors, acad-
emicia, industry and regulators , thus taking a holistic view We 
do not take a stand for any particular asset class, leaving that to 
the business judgement of out readers. 

We would like to express our deepest gratitude to the distin-
guished people who have consented to provide us their views 
and thoughts on the topics, jury members who adjudicated 
the student entries and UBS which sponsored BETA’s activities 
throughout the year. We look forward to providing you an im-
mense learning experience in the pages to follow and would ap-
preciate your feedback on the same.

The Efficient Frontier Editorial Team
beta@iimahd.ernet.in

FROM THE
EDITORS DESK
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SEEKING ALPHA
across asset classes

COVER STORY

Like any other mature field, investing also requires an inter-disciplinary approach integrating insights from statistics, economics, law, 
taxation, psychology, group dynamics etc. This is evident in the sheer variety of approaches to investing-be it active investing, index 
investing, technical analysis etc. But adopting any single approach in isolation, will lead us to a situation akin to that of the fable 
where seven blindfolded men are unable to identify an elephant, because each of them identify with a different body appendage, 
and close their mind to ‘contradictory’ inputs from others - which they dismiss as pseudoscience/unproven etc. In the process, those 
men never reach their goal. This lesson is relevant for investors, who should learn to never adhere blindly to any particular school of 
thought-including this one-but rather extract the inherent wisdom in each approach and reconcile the differences, thereby refining 
their mental models. This is why the cover story looks at multiple approaches to seeking alpha, be it fundamental analysis through 
analyzing statutory filings, passive investing in gold and other commodities or even behavioral finance. And despite the 2008 
financial crisis which was driven by bursting of the real estate and credit bubble, real estate investing and active credit investing 
are also explored. 

To illustrate how one can reconcile seemingly contradictory approaches, one should purchase stocks during panic selling but not 
so early as to catch a falling knife. We hope that reflecting on the cover story would motivate you to think about refining your own 
mental models and help you achieve your objective of investment outperformance.  The first article by Anandh Sundar explains the 
utility of rigorously following investing checklists. The second article by Kapil Dhaka extols the benefits of understanding investor 
sentiment and harnessing technical analysis to one’s benefit. Gautam Dhond and Pratik Gupta examine whether sovereign bonds 
still have potential for investment outperformance. Abhimanyu Talwar and Anandh Sundar explore different facets of the real estate 
asset class, to see scope for generating alpha. Shantanu Mudgal explores the low-cost route of index investing in commodities, 
while Abhinav Rishi analyzes the gold bubble. While analyzing equities in emerging markets, Gaurav Singhal argues that established 
propositions like investing in value stocks or adopting ‘Small minus Big’ framework would not necessarily deliver outperformance 
in emerging markets, because the economic structure does not favour small stocks, and that instead of conglomerate discount, 
business house premium is more appropriate. Finally, Neelabh Baranga explains some active investing strategies in the credit space.
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Investing can be viewed from a process lens, or a product lens. 
The process lens is typically asset neutral and emphasizes dis-
cipline/learning/scale, while the product lens lays stress on the  
intangible sense of market timing/mastery over any asset class. 
Most investing styles fall between these two extremes. Below, 
we give examples of different ways that investors can attain 
that holy grail of outperformance in returns. In an extremely in-
terconnected world with enormous computation power, an ap-
proach based on superior and faster information flow of news 
is unlikely to generate alpha.  Therefore, we analyze alternate 
approaches wherever possible.
 

INVESTING CHECKLISTS AND MINING FILINGS 
FOR DETAILS 
Anandh Sundar

In his book ‘The Checklist Manifesto’, the famed author and 
surgeon Dr Atul Gawande gives examples of varied industries 
like investing, healthcare, aviation and others, where the use of 
seemingly innocuous checklists has drastically reduced error/
improved performance.  Checklists are most useful to ensure 
that people follow a set process every time. In investing, there 
are no set rules/philosophies. Each investor swears by a differ-
ent set of adages/maxims, each with its own steps/checkpoints/
decision variables. If followed with discipline, virtually any value 
investing oriented approach will yield results in the long run. 

But we are our worst enemies. Emotions, hubris and other fac-
tors cause investors to deviate from their faithfully held ap-
proach, often with disastrous results. They may forget due dili-
gence, make impulsive trades or look at things with rose tinted 
glasses. Such omissions would be avoided if investors form the 
discipline of using their written checklists. Mental heuristics 
may be skipped with the self deception of ‘insignificance’, but 
that is more difficult(mentally) with a written checklist. So in-
vestors should think of checklists as a tool to avoid making mis-
takes in the frenzy of bubbles. Initially, it would seem childish/
inefficient to use those checklists, but as one follows, internal-
izes and updates one’s own checklist, then the full value of that 
approach would be appreciated.  It would result in outperform-
ing less disciplined investors.

An often glossed over detail of the Enron collapse, is that the 
company had disclosed its off balance sheet partnerships in 
sufficient detail to provoke doubt/questioning in the mind of 
the reader. But in those dotcom days, the darling of the mar-
ket could do no wrong. Few investors bothered to read the 
financials of the new economy stocks, and fewer could decipher 
the complex language used in the filings. Since then, things 
have become worse. Accounting tomes become bigger, to ac-
commodate the increasing complexity of transaction/business 
structures. Wary of lawsuits, companies couch their disclosures 
in boilerplate and evasive language. Be it unfunded pension

obligations, purchase commitments, guarantees, derivative 
obligations, inappropriate consolidation or the like, there are 
multiple landmines awaiting investors, who must brace them-
selves to read the filings critically, and raise questions. One may 
wonder that when the conservative auditors have approved the 
accounts, then what is the need to second-guess them? Audi-
tors can only attest to fact and make the company disclose. But 
they cannot make the company use Plain English/better pres-
entation etc. That is the role of the markets and the regulator. 

It is agreed that a layperson would not be able to detect fraud 
only from the financial statements, but he would be able to 
compare company filings for identifying aggressive accounting 
and unusual proforma metrics. And those gory details would 
be fully evident only from analyzing the fineprint, and not at 
first blush. If there is any book which should be read from the 
back, it is the annual report, where one should start from the 
notes to accounts, and go backwards.  When done for multiple 
companies across sectors, the learning curve effect would en-
sure increasingly faster reading and ability to ‘cut to the chase’. 
Some technological features that make this easy are textsearch 
and compare side by side feature in MS Word.  One does not 
need to be an accountant to do this, only things required are a 
business understanding, reading comprehension and ability to 
think critically.

BEHAVIORAL FINANCE/ANALYSIS 
Kapil Singh Dhaka

None of the conventional portfolio optimization models focus 
on the importance of psychological and sociological factors. But 
as the world is turning into an increasing interconnected net-
work with instant information flow across continents, focus on 
people’s collective behavioral characteristics in decision mak-
ing is becoming increasing important. Contagion can spread 
much faster and collapse market sentiment in no time. Liquidity 
and confidence induced collapse of institutions such as Long 
Term Capital Management and other famous institutions dur-
ing last few years constantly reminds us how expensive the 
Overconfidence in traditional models and theories can be. In 
such a scenario, application of behavior finance theories for 
portfolio optimization presents unique opportunities for portfo-
lio managers across the world.  Since the alpha generated from 
a behavior based portfolio would have lower correlation with 
other alphas which are generated using traditional approach 
hence a combination of these portfolios would provide superior 
return at same risk level in comparison to other portfolios at 
same risk.

Technical analysis though seemingly quantitative, is based on 
latent mental models of human behavior, and is therefore dis-
cussed in this section. With continually decreasing transaction 
costs(tighter spreads) and cheap yet ubiquitous computing 

power, it is entirely natural that traders increasingly use techni-
cal analysis. Though the weak form of efficient markets hypoth-
esis negates any investment outperformance, it does occur in 
real markets, and until herd behavior takes away this alpha, 
there is room for easy pickings. Besides traders, even investors 
can use technical analysis to time their trades, to avoid catching 
a falling knife or selling at the bottom.

“  
Also, given the proliferation of tax 

havens, economic slowdowns etc, it 
is doubtful whether tax can bridge 
the gap.  

 ”
SOVEREIGN BONDS
Gautam Dhond, Pratik Gupta

The idea that sovereigns are no longer universally perceived 
as default free may seem bordering on the absurd. But to un-
derstand the present, let us start from the past. In the past,  
sovereign bonds were non recourse war finance instruments. 
But with political stability and high economic growth (before 
oil/FX volatility), these bonds evolved from a high risk asset to 
a risk free one.  While seigniorage gave comfort to domestic in-
vestors (and to all USA investors),  tax raising ability was what 
tipped the balance towards perceiving sovereign debt as risk 
free.  Further, within the sovereign bond universe, developed 
market sovereign bonds were considered to be safer than ones  
from emerging markets. However, the Euro crisis has put to 
test both these assumptions. Today, bonds of certain European 
sovereigns trade at yields which can be compared to those of 
high yield or junk bonds. Greece, Portugal and Ireland today 
share space with Pakistan, Venezuela and Ghana in the ‘Junk’ 
rated category. The reasons are too well known but to pen 
them down in brief: a centralized European monetary policy 
but decentralized fiscal policy created an increased incentive 
for member states to borrow, circumvention of rules of the Sta-
bility and Growth pact by certain economies led to masking of 
deficits and absence of timely disciplining of profligate states 
by markets and other Euro zone members led to accumulation 
of large debt burdens. Also, given the proliferation of tax ha-
vens, economic slowdowns etc, it is doubtful whether tax can

bridge the gap.

A German issuance of six month bills in second week of Janu-
ary occurred at negative yields which was yet another proof of 
lack of safe investment opportunities in the euro region. With 
inflation rates expected to remain low in these economies, 
the European Central Bank (ECB) is unlikely to reverse its low 
interest rate policy soon. However, outlook on the Euro zone 
continues to remain bleak. As of now, Greece and its credi-
tors are still wrangled in talks about measures to reduce the 
debt burden in a manner acceptable to all. Continued focus on 
harsher austerity measures signals further deterioration in Eu-
ropean consumer demand. In such an outlook, export economy 
driven German Bonds may not be attractive at current yield 
levels. However, with the US Fed recently signifying its inten-
tion to hold rates low till 2014 given the continuing gloomy 
economic outlook, 10 year US Treasury bonds may see a further 
increase in demand especially as the euro zone continues to 
show no signs of improvement. The year 2011 has been one of 
the best for a US Treasury bond investor who achieved returns 
as high as 16%. Hence, this space offers scope for event driven 
and macro trades. 

HOUSING FINANCE : THE POST-CRISIS STORY
Abhimanyu Talwar

As the global economy still reels under the impact of the 2008 
crisis, a considerable intellect is now being spent towards ad-
dressing some of the structural issues raised pertaining to the 
financial system. One of the areas of focus has been reforms 
in housing finance which is the credit delivery mechanism for 
those wishing to buy a home. While the problems in housing 
finance originated in the US, the lessons are out there for any 
country willing to learn. 

A key point of proposed reforms concerns the role of govern-
ment in credit delivery through the two GSEs – Fannie Mae and 
Freddie Mac.Over the past few decades, Fannie and Freddie 
have played a constructive role in bringing borrowers easier ac-
cess to credit. They helped create a secondary market for mort-
gages by buying loans from originators and securitizingthem 
and by guaranteeing MBS for a fee. These entities improved the 
liquidity in credit markets resulting in lower costs of borrowing. 
Their insistence on buying only “conforming” loans from origi-
nators brought standardization to the housing finance markets 
and made them more transparent.While few can deny these 
benefits, there were a number of structural flaws which would 
become a cause of worry in the run-up to the crisis. The US De-
partment of Housing & Urban Development (HUD)’s report to 
the congress (2011) points out some of them. Fannie & Freddie 
had some unfair advantages in terms of preferential tax treat-
ment, lower capital requirements compared to other regulated 
institutions, and an implicit government guarantee. As the HUD 
report points out, these advantages allowed them to under-
price risk in the home-loan market. And why did they want to 
undercut competitors? Because, their social objective of pro-
moting market stability and access to credit notwithstanding, 
at the end of the day, they were profit-maximizing enterprises. 
The HUD report points out that their share of new originations 
fell from 70% in 2003 to 40% in 2006, which is when they 

“                            

There are multiple landmines awaiting investors, who must brace them-
selves to read the filings critically, and raise questions.  

”
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 companies would be caught in the cross hairs

4. Peculiar organizational structure:-The use of part-
nership firms/JVs/LLPs is an industry practice to de-
risk balance sheet/allow SPV lending/purchase land 
without alerting others, but that leads to murky con-
solidation issues and lack of oversight on those JVs. 

5. Related Party transactions:-Promoters often have their 
HUFs/partnership firms/raw material supplying firms as 
group companies, with which listed companies transact. 
Naturally, that is not a good recipe for corporate govern-
ance. 

Leverage, cash losses, governance issues and crony capital-
ism crackdown have all taken their toll on the sector. But like 
the proverbial cigar puffs, many of these stocks have plenty 
of momentum left in them. Purchasing stocks below book val-
ues leaves an abundant margin of safety, especially where the 
above risk factors are minimized via low debt, presold flats, 
clear title to landbank, good governance. For those careful 
enough to apply the above filters, there are still many stocks 
out there. The urbanization headwind should take many of 
those stocks upwards, if the management can execute well by 
constructing on time. Given the present apathy from banks and 
NBFCs towards this sector, long term strategic investors like 
private equity players can add tremendous value in this case, 
by ensuring better execution practices and rapid commerciali-
zation.

PASSIVE INDEX INVESTING AS A GAME CHANG-
ING ROUTE TO COMMODITIES INVESTING
Shantanu Mudgal

Commodities have emerged as one of the dominant alternate 
investment asset class in recent times. Prior to 2000’s, com-
modities provided a premium for idiosyncratic price risk (Nijam 
and Weld (2000)). After CFTC deregulated the domestic USA 
market in 1999, hordes of financial investors entered this seg-
ment in order to capture these excess returns and search for 
additional yield and diversification, and the portfolio allocations

started guaranteeing and holding riskier securities.

“  
The government, through the 

GSEs, is still effectively guaranteeing 
nine out of every ten new mortgages 
and an abrupt withdrawal can be 
catastrophic.  

 ”A number of think-tanks like the Woodstock Institute blame 
Bush administration’s “ownership society” tenet for taking 
home-ownership too far without focusing on underlying funda-
mentals.Some have argued that the government should focus 
on “home availability” rather than “home ownership” as the 
means of providing benefits of a home to its people.It is alleged 
that Fannie and Freddie have been used to fuel home owner-
ship growth over the past years and argue that now it’s time 
for them to shut shop. The HUD report asks for an orderly wind-
down of these GSEs and a re-entry of private capital to the 
mortgage market. The government, through the GSEs, is still 
effectively guaranteeing nine out of every ten new mortgages 
and an abrupt withdrawal can be catastrophic. Private capital 
is needed because it bring competition and hence innovation 
into a business. This brings us to the role of private players in 
the housing finance market.

The “originate-to-distribute” model of mortgage lenders – 
where they originate loans only to take their risk off their books 
by selling them to securitization vehicles – which has been held 
responsible for causing lax underwriting standards, is another 
structural issue which needs to be tackled. Experts have argued 
that the originators and other securitization participants need 
to have some “skin-in-the-game” so that they are incentivized 
to conduct proper due diligence of assets underlying a secu-
ritized product. With this in mind, the Dodd-Frank act of 2010 
mandates that at least 5% of credit risk of securitized assets 
must be retained by either the securitizers or the originators 
(exemptions have been allowed for mortgages which meet 
specific requirements.) One of the issues with this, as raised by 
Shearman & Sterling (Developments in ABS since Dodd-Frank, 
2011), is that since the retained risk should not be hedged, par-
ticipants with low risk-tolerancefor such retention may move 
out of the business and limit credit availability. Another con-
cern, as pointed by Tom Deutsch of the American Securitization 
Forum, is that the retention requirements should be tailored 
to each asset class as each of them is very different. Also, as 
the Statement of the Shadow Financial Regulatory Committee

to commodities have been rising ever since especially in the 
past 3 years, as investors seek diversification. As reflected in 
the volume of exchange traded commodities based contracts, 
which grew by 47% in 2008-2011 , an emerging trend is pas-
sive investment in this asset class via replication of commodity 
indices. Maximum investor interest lies in two benchmark indi-
ces, the GSCI (Goldman Sachs commodities index) and DJ-UBS 
(Dow Jones UBS index). In structure they can be compared to 
value weighted equity indices, however the exact construction 
differs and depends on the index providers. The major differ-
ence being in the methodology used to arrive at the weights, 
the rollover schedule and the prices (i.e. near month contract 
price, average of near, mid and far month contracts price etc) 
used for index computation. The money invested in commodi-
ties through exchange traded products shot up to 310 billion $ 
in 2010; up from a mere 13 billion $ in 2003. In recent times, 
a significant portion of this investment has shifted to products 
that replicate the returns on indices via long only strategies. For 
this replication, investors generally hold ETF’s or ETN’s on the 
target index, or enter into an OTC commodity returns swap on 
the index. The fund managers and Swap dealer providing these 
tools, in turn invests in a basket of commodities that holds fu-
tures contracts in proportion to the weights used by the target 
commodity index and roll them over as they near expiry. The 
huge quantum of funds invested in these strategies is having 
a significant economic impact on the commodities markets. On 
one hand is the argument that the increased number of inves-
tors is leading to better price risk management but on the other

(2011) points out, Dodd-Frank exempts Fannie & Freddie from 
the risk-retention requirements. This will make it difficult for pri-
vate markets to compete with them and therefore prevent the 
entry of private capital as envisaged in HUD’s housing reforms.
Though Dodd-Frank has been enacted, regulatory agencies 
have yet to make specific rulemakings for the body of the Act. 
While this retention provision in the act is definitely a bold step 
towards solving the moral-hazard issues in securitization, it is 
important that rulemakings which are supposed to add detail 
to the skeleton of the Act take into account the concerns raised. 
It is also important that the Act be brought out at such a pace 
so as to not exacerbate the weak economic recovery which we 
are currently witnessing.

INDIAN REAL ESTATE STOCKS
Anandh Sundar

Why do Indian real estate companies trade at low price to 
book(P/BV) multiples? Is there a way to profit from them? This 
section explores those questions. In the depressed stock mar-
kets of today, several stocks trade below their book value, and 
at extremely low P/E ratios. But even among those, real estate 
stocks standout for the extreme bottom that their valuations 
have touched, on absolute level and relative level as well. Ever 
since the CNX Realty price to book dipped below 10 in June-
08, it has steadily gone downhill till then, while the general 
market has recovered. Why is this so? Why do investors distrust 
the sector to the extent of not even wanting to pay for book 
value, despite the realities of land shortages, housing require-
ment and rising housing prices? Reasons for these are many 
including low quality landbanks where development is delayed 
due to title litigation, high interest rates pushing up project 
costs while reducing ability to pay of first time buyers depend-
ent on housing loans, poor quality of earnings due to account-
ing quirks, and non diversifiable risks.  Other main reasons are

1. Sticky housing prices:-While Economics 101 would advo-
cate reducing the house prices to ensure swifter offtake, 
builders do not wish to destroy their future market. Also, 
given the amount of bribes given to secure the site, they 
also cannot lower prices beyond a point, although construc-
tion costs may be just around Rs 1200/acre. 

2. Persistent debt:-When you have low housing purchases 
and prices are not dramatically lowered, then one incurs 
interest while still holding the inventory. And from Mar-11 
to Sep-11, India Inc has not materially lowered the debt 
(with maybe exceptions of DB Corp/DLF).  

3. Governance Issues/Political Linkages:-The sector is associ-
ated with politicians and the mafia, and that taint applies 
to nearly all companies. Hence, when a good governance 
crackdown occurs like the Jan Lokpal Bill agitation, these 

“                            

The “originate-to-distribute” model of mortgage lenders is another 
structural issue which needs to be tackled.  

”
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hand, factors that are exogenous to commodities markets are 
beginning to affect prices.

The point to note is that excess attention from investors seek-
ing returns/or simply holding a passive hedge against inflation 
has led to structural changes in the market. Post 2004, since 
the index investments started picking up, fundamental changes 
are observed in the degree of correlation between the different 
classes of commodities (sub-index like Agri, energy etc) that 
comprise an index. Long only replication strategies implied that 
investors simply had to hold futures contract and roll them over 
periodically. . This results in the investors simultaneous buying 
the entire basket of commodities and therefore a higher degree 
of correlation between commodities (previously unrelated) is 
expected. 

A simple moving average computation shows that this is in 
fact true and correlations between different sub indices have 
been on the rise post 2004( Figure 1 and Figure 2). Correla-
tions, that were often negative pre 2004 have switched to be-
ing almost always positive and are on the uptrend. The verdict 
however is not clear cut. Many Studies (Ke tang & Wei Xing 
2011) explain this higher degree of correlation as resulting 
from the inclusion of commodities in indices and large capital 
inflow into index products. If true, then this financialization of 
commodities implies that the prices are no longer determined 
purely by the physical market supply-demand situation but also 
by the aggregate investment demand of the commodities index 
investors. On the other hand studies (Stoll and Whaley subcom-
mittee report 2009) attribute changes in fundamental factors 
as the source of this higher correlation. It must be said that the 
recent economic downturn has also had an effect on correla-
tions but it is difficult to isolate the exact impact because in-
vestments in the indices have also picked up in the same phase. 
The consensus might be divided but the structural impact of 
index investments on commodities markets cannot be ignored 
and will only be more pronounced in the future, hence the need 
to understand them better.

The potential of commodities markets is not yet fully tapped 
and it is almost certain to drive investors into this asset class,

especially from the developing markets. The growth of India 
and China will be fueled by commodities and the central role of 
commodities in these economies is evident from the fact that 
the top 2 commodities exchanges in the world are Chinese , 
with an Indian exchange in the top 5 (Source: World federation 
of exchanges). 

Large fund inflows fundamentally change the market, and 
therefore the strategies need to adapt accordingly. Further, it 
is also to be recognized that commodities are a sensitive issue 
and any price rise in agricultural/essential commodities related 
to index investments is sure to draw severe criticism  and un-
wanted attention. Regulators are already considering tighter 
position limits amongst other measures. 

Therefore going forward index provides should be responsible 
and conscious of including thin and illiquid commodities in 
the index whose prices may be affected by such index track-
ing strategies. In conclusion, it can be safely assumed that 
emergence of index products will play a pivotal role in both 
the spheres, policy formation and trading strategies, in the near 
future. 

GOLD BUBBLE OR TIME TO BECOME A GOLD BUG?

Abhinav Rishi

Last year, Gold ETF (GLD) became the largest exchange traded 
fund asset class in the world. Gold prices per ounce, rallied from 
near $300 at the end of 2000 to its current level of $1600 turn-
ing in an annual return of over 15% in last decade. What has 
caused this spectacular bull run and is it sustainable? As War-
ren Buffett famously said:  “[Gold] gets dug out of the ground 
in Africa, or someplace. Then we melt it down, dig another hole, 
bury it again and pay people to stand around guarding it. It 
has no utility. Anyone watching from Mars would be scratching 
their head.”

Since gold is a non-income generating asset, it is not possi-
ble to determine its value using cash flow methods. Further, its 
price is not driven by the newly mined gold or its industrial uses. 
Gold prices are majorly influenced by its demand (sentiments) 
as investment asset. Gold is considered as a safe haven and 
investors move their money into gold during times of panic. 
The recent rally was sustained by the economic problems in 
two of the largest economic blocs in the world: US and Europe. 
In addition to that, central banks policies regarding holding of 
gold reserves contributes to price movements. In 2011, central

banks lapped up almost 350 tons from the global supply chain 
driving up the prices. Moreover, due to small size (compared 
to other asset classes) of tradable gold market (~$800bn), a 
policy shifts from bigger players such as China can potentially 
send gold prices through the roof as gold constitutes only 1.8% 
of China’s reserves against a world average of roughly 11%. 

A continuous rise of gold prices in last decade might have led 
people to firmly believe in the rise of gold in future as well but 
so was the case with housing prices in US until 2007. The ratio 
of gold prices to equity Index (SPX) and world GDP indicates a 
steady increase in valuation in last 10 years. But it is still below 
the levels seen in late 70s and early 80s which was followed 
by a gradual decline in gold prices. Gold is also considered a 
classic hedge against inflation and hence its price has always 
been viewed as a good indicator of where the markets think 
inflation is going to be. But, in last decade gold has fallen out 
of line with the dollar inflation figure. Since 2000, gold prices 
have gone up nearly every year during a period of stagnant 
economic growth in US characterized by low inflation.

Further, a quick look at the inflation adjusted gold prices for last 
200 years indicates overvaluation of the order of 3X. But, it is 
still less than the peak it achieved in 1980s. So, a buy in gold as 
an inflation hedge is fraught with the risk of gold falling back to 
its long term inflation adjusted levels and not yielding inflation 
returns (unless the currency collapse is even worse).

Is gold still a ‘safe’ asset? Gold was considered a safe asset in 
times of political and economic volatility but lately, it exhibits 
heightened volatility. This volatility is in part contributed by the 
recent pull back in gold prices. Gold touched its peak of $1908 
in mid last year and since then it has already fallen by a good

14%. Is this the beginning of an end of bull run or is it just a 
temporary blip in the long march ahead? Even if gold’s status 
as a bubble might be open to arguments, it is likely to experi-
ence downward pressure once the global markets and espe-
cially the Euro zone stabilizes. Hence, gold seems to have more 
downside than upside at this point. But given the long history 
of gold, it might be difficult to predict when this will happen 
and whether bearish investors would still be around to see that.  
In an environment where investors use their primal instincts to 
flee to safety, gold prices would seem to find an anchor anyway. 

EQUITIES IN EMERGING MARKETS
GAURAV SINGHAL 

Of late, Emerging Markets have aroused significant interest 
from active portfolio managers due to long term prospects of 
high growth in markets that are still not as efficient as those 
in the West. From academic literature, we know that Efficient 
Market Hypothesis can be classified into three forms based on 
the degree to which security prices reflect existing information. 
The weak form of EMH states that current prices reflect all in-
formation that is present in historical prices. If emerging market 
equities are weak form efficient, then technical analysis using 
only historical prices will not generate consistent above market 
returns (or alpha) without bearing higher risk. The semi-strong 
form of EMH states that current prices reflect all publicly avail-
able information. If emerging market equities are semi strong 
form efficient, then not only technical analysis using past prices 
but also fundamental analysis using publicly available informa-
tion such as accounting and other data from annual reports, 
will fail to generate alpha. Finally, the strong form of EMH

“                         

Even if gold’s status as a bubble might be open to arguments, it is 
likely to experience downward pressure once the Euro zone stabilizes.  

”
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states that current prices reflect all information, whether pub-
licly available or not. This describes perfect capital markets in 
line with Markowitz’s risk-return based Capital Asset Pricing 
Model.

A lot of research has gone into classifying various economies 
based on the degree to which their markets are efficient. It has 
generally been observed that as markets develop the degree of 
information efficiency increases. Thus, countries where markets 
are more undeveloped would fail to satisfy even weak form 
of EMH and technical analysis would be sufficient to generate 
alpha. As of now, the consensus for emerging markets is that 
they lie somewhere between being weak form efficient to be-
ing semi-strong form efficient. They are certainly less efficient 
than developed markets and applicability of CAPM (or even the 
Fama-Fench three factor model) is questionable. Some factors 
which have surfaced again and again in literature as affect-
ing security prices (and risks) include P/E and seasonality apart 
from size and book-to-market ratio. Thus active portfolio man-
agement should theoretically work better in emerging markets 
than in developed markets.

The next question would be the kind of trading strategy that 
can capture this excess return. Research done by Cooray and 
Wickremasinghe (2008) on South Asian stock markets (India, 
Sri Lanka, Pakistan and Bangladesh) shows that these markets 
are weak form efficient but not semi-strong form efficient. Simi-
larly Antoniou et al show that technical analysis on stocks with 
high volumes in the Istanbul stock market, fails to generate 
consistent above market returns. These and similar research on 
East Asian markets show that fundamental analysis looks more 
promising than technical analysis in generating alpha in emerg-
ing markets. One fundamental strategy that seems to have 
worked well in developed markets is choosing value stocks 
(low market-to-book ratio) over growth stocks. Such a portfolio 
has been shown to generate returns not explained by market

risk in a number of research papers such as those by Graham 
and Dodd (1934); Fama and French (1992); Capaul, Rowley 
and Sharpe (1993); Lakonishok, Shleifer and Vishny (1994) and 
Barber and Lyon (1997). The reason for this anomaly is well 
explained by Fama and French in their paper which discusses 
that competitive pressure forces highly profitable firms (growth 
stocks) to reduce their growth potential in the medium term 
and unprofitable firms (value stocks) to upgrade and improve 
their growth potential. Thus value stocks are inherently riskier 
than growth stocks and should therefore command a higher 
return - this is taken care of in the Fama French three factor 
model. The same logic might not apply in emerging markets. 
This is because a lot of sectors are still regulated in an overt or 
covert manner and market dominance by one or two firms is of-
ten sustainable in the medium term. Thus competitive pressures 
that caused value stocks to return more are not as active here 
as they are in developed markets. Therefore the strategy of val-
ue stocks outperforming growth stocks might actually backfire 
as growth stocks generate positive alpha while value investors 
languish on the red line. Either way, if one strategy outperforms 
the other - active portfolio management is justified.

Another factor which works well in developed markets is 
“Small minus Big” or the size effect as accounted for in the 
Fama French model. This might not hold good in emerging mar-
kets due to the rapid growth of leading business houses (bigger 
size) aided by government to promote economic expansion and 
resulting in the company’s growth through further expansion 
and diversification. The Tata group in India would be a good ex-
ample. This causes bigger firms to generate higher returns de-
spite being in the large capitalization subgroup. In other words, 
bigger firms (or conglomerates) may actually command a pre-
mium valuation in emerging markets as compared to discount in 
developed markets. Consequently the “Small minus Big” factor 
may not command the premium suggested in the Fama French 
three factor model. In general, empirical research suggests that 

 Fama and French three factor model predicts emerging market 
equity returns better than CAPM but the applicability of SMB 
and HML factors for these markets are yet to be confirmed.
Apart from the state of market (in)efficiency, there are a few 
other factors which justify the adoption of an active investment 
strategy in emerging market (EM) equities. One of them is the 
low level of correlation that exists within the countries and sec-
tors that comprise the EM landscape. This means that active 
managers have greater opportunity for differentiating them-
selves and adding value. However, this factor seems to have 
abated in the last decade. 

Another factor justifying stock selection in EM is the high de-
gree of Cross Sectional Volatility (CSV) in the region. This is a 
measure of the dispersion in returns offered by the various as-
sets that make up the EM universe. A higher CSV would thus 
provide activist investors with more room to differentiate them-
selves from the crowd. While EM CSV is higher than that of DM, 
the same has fallen from its high in March 2001 and the gap 
relative to developed markets has narrowed considerably.
Research done in this area is mildly supportive of EM hedge 
fund managers. For example Knutzen (2010) notes that pure-
play EM managers generated excess returns above the bench-
mark (over a 5 year rolling period). Also, Eling and Faust (2010) 
observe that the median EM mutual funds fare worse than 
the benchmark (in the period 1996 to 2008) but some hedge 
funds performed better than the benchmark. They also observe 
that hedge funds perform better than mutual funds in bad or 
neutral environments and generate similar returns in good en-
vironments. Exhibit 1 shows the average returns in different en-
vironments. Exhibit 2 shows the percentage alpha of emerging 
market funds in different time periods using various measures.

However, there are some factors which militate against the 
adoption of activist investing in EM and argue for a more pas-
sive approach. One of them is high trading costs. Fee in this

region ranges from 0.9% to 1.5% which poses a significant 
barrier to generating above market returns. Also, high shorting 
costs in countries like India increase transaction costs & thereby 
limit active management. Another factor is the inconsistent and 
short term nature of foreign institutional investment in this re-
gion that depends more on the risk-on/risk-off sentiment glob-
ally than the fundamental strength of emerging markets. Such 
inflows and outflows drive EM equity indexes and disrupt the 
calculations of even the most astute active manager. Even if the 
manager gets fundamental analysis correct, country risk and 
global asset flows make generating consistent returns a very 
difficult feat.

These factors combined with empirical observations on EM 
performance, argue for a more balanced investment strategy 
which includes a core passive portfolio invested in index funds, 
overlaid with varying degree of active management depending 
on the risk appetite. This would work like a principal protected 
strategy, with the extent of upside dependent on client risk ap-
petite. 

ACTIVE INVESTMENTS IN THE CREDIT MARKET
Neelabh Baranga

An investor in the corporate bond market is primarily faced with 
two options; active or passive portfolio management. To decide 
the option, it would be prudent to look at the efficiency of the 
credit market, given that an efficient market nullifies the excess 
returns of an active strategy. The proponents of active strategy 
have advocated its merits based on the inefficiencies in the cred-
it market that arise due to the scale and flexibility that the bond 
market provides. These inefficiencies become more prominent 
during recessionary periods, especially for high-yield and low 
rated bonds due to liquidity premium demanded by the market
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Strategies
1. Anticipation of Interest Rates: Adjusting Duration - An 

active investment manager, typically, adjusts the portfolio’s 
duration (taken as the weighted-average of bond durations 
in the portfolio) to exercise his view on the interest rates. 
Hence, if the manager is of the view that the interest rates 
would fall, he would lengthen the duration of the portfo-
lio. This strategy is considered to be the riskiest strategy as 
it depends on future forecasts, and an error is estimation 
could lead to huge swings in portfolio valuations either side.

2. Credit Quality Analysis - In this strategy, the investment 
manager alters the overall credit quality of the portfolio 
to incorporate either the economic growth or slowdown. 
For example, if the manager feels that the economy would 
see an accelerating growth, then he would go ahead and 
buy bonds with lower credit quality; here the bet is that 
the issuer would experience a credit upgrade and the bond 
valuations would go up. The basis of this strategy is to use 
strong credit analysis to find wrongly rated bonds (or mis-
priced bonds) by rating agencies and take advantage by act-
ing before the agencies (and hence the market).

High Yield Bonds

One such opportunity is presented by high yield junk bonds, 
which have a high credit risk spread (CRS) over the bonds 
rated BBB and higher. In times of uncertainty, “flight to qual-
ity” further widens these spreads. Research shows that the HY 
bonds have historically had a low correlation (0.2-0.3) with the 
investment grade bonds (AAA rated/treasuries), and behave 
more like small cap stocks. This low correlation implies high di-
versification benefits for bond portfolio managers. Additionally, 
the returns diverge away more during recessionary environ-
ment (see figure), since investors want to limit their exposure 
to these riskier assets. These dramatic changes during business 
cycles imply very large and above normal returns post reces-
sionary periods.

Betting on Correlation

Even if, ceteris paribus, the bond itself is correctly rated, mac-
ro level correlation amongst the bonds may not be properly 
factored in. The astronomical 590% return of John Paulson’s 
Credit Opportunities Fund is one such example, where he went

against the conventional wisdom regarding house prices. Eve-
ryone on the street was of the view that the house prices could 
not fall on the national level, and this led to an investment op-
portunity in the form of cheap CDS. In betting against the mort-
gage bonds, Paulson said: “I’ve never been involved in a trade 
that had such unlimited upside with a very limited downside.”

Another recent example of well-directed analysis of credit 
quality of a corporate was that of Sino-forest by the research 
firm muddy waters; the research highlighted that the firm had 
overstated its timberland holdings. This research came amidst a 
market scenario that was very pro-Asia. Although the research 
firm shorted the shares rather than the bonds of the forest com-
pany, it is notable to see the affect of the research on the credit 
valuation; 10.25% coupon bonds due in July 2014 have seen a 
drop in prices from 116 cents to a dollar in January 2011 to 26 
cents in December 2011. 

Recent Developments in India

Currently, the Indian credit market is largely limited to primary 
lending by commercial banks and NBFCs; with a nascent market 
for corporate bonds. Lately, Indian markets have seen new is-
suances of high yield Non-Convertible Debentures (NCDs), and 
tax free infrastructure bonds. One such recent issue of High-
yield NCDs was by Muthoot finance group (an NBFC dealing 
primarily with offering gold loans) offering around 13.5%. This 
presents an excellent opportunity for retail investors to enhance 
their portfolio returns, albeit with the risk of gold price fluctua-
tion impacting issuer gold loan default. On the issuance side, 
FCCBs have currently turned into a big concern for the Indian 
companies. Most of the FCCBs were issued during the 2007 
period are near maturity with redemption amount totaling a 
whopping $10 billion. Most of these bonds being zero-coupon 
had the highest duration for the maturity, and the issuers are 
getting doubly hit by both the higher refinancing costs (reach-
ing close to 12%) as well as the depreciation in the exchange 
rate (17% within last year). And with equity markets at record 
lows, issuers face the Hobson’s choice of paying for redemp-
tion, or repricing conversion prices and seeing much larger dilu-
tions. In conclusion, it can be seen that active investments in 
credit market provide immense potential for alpha generation, 
provided well directed comprehensive analysis is done. 

HEDGE FUNDS
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INTERVIEW WITH
ROBERT KIERNAN

Robert E. Kiernan III is the Chief Executive Officer of APM, and a Senior Fellow at the Kennedy School of 
Government at Harvard University. Before forming APM, Mr. Kiernan spent eighteen years at Salomon 
Brothers and Lehman Brothers building and leading several global fixed income and investment banking 
businesses in New York and London.  Prior to this, he held foreign policy positions in the first Reagan 
administration at USIA, the National Security Council, and the Department of State. Mr. Kiernan was 
educated at Boston College, the Fletcher School of Law and Diplomacy, and the University of Chicago.  
He is currently a member of the Advisory Board of the Center for Capitalism and Society at Columbia 
University, the Board of Directors of Educate Girls Globally, the Research Foundation Review Board of 
the CFA Institute, the Institute for Quantitative Research in Finance, the Royal Institute of International 
Affairs (London), and the Council on Foreign Relations. 

Advanced Portfolio Management (APM) is a pioneer in providing customized investment solu-
tions. Serving institutional clients globally, it is headed by some of Wall Street’s most respected 
names.  Team Efficient Frontier had the privilege of discussing with them, various aspects of 
active management strategies and hedge fund investing. Performance metrics, investment style 
analysis, the various impacts of the financial crisis and investing opportunities arising from the 
crisis are some of the pertinent topics that Mr. Robert Kiernan (CEO), Mr. Roy Henriksson (CIO), 
and Mr. Adri Guha (Director of Research) discuss in a very insightful interview. &

INTERVIEW WITH
ROY HENRIKSSON

Roy Henriksson is the Chief Investment Officer of APM. His previous roles included being responsible for 
Risk Management and Structured Products in Convertible Arbitrage at SG Cowen, running Convertible 
Origination for UBS, being a member of the Liability Management Group at Lehman Brothers, Director 
of Product Development and Derivatives Research for Kidder, Peabody & Company and a member of the 
Global Asset Allocation Committee at Salomon Brothers. Previously, Mr. Henriksson has also held the 
position of professor of finance at the University of California, Berkeley. Throughout his academic and 
professional career, Mr. Henriksson has published numerous articles in leading journals, and is the recipi-
ent of the Graham and Dodd Award from the Financial Analysts Journal. Mr. Henriksson holds a BS in 
economics, a MS in management, and a PhD in finance, all from Massachusetts Institute of Technology.
Mr. Henriksson is currently serving as the chairman of the IAFE Liquidity Risk Committee. 



23   The Efficient Frontier/January 201222   The Efficient Frontier/January 2012

INTERVIEW WITH
ADRI GUHA

Adri Guha is the Director of Research at APM and plays the lead role in the firm’s manager sourcing, 
research, and due diligence processes.  He is also responsible for the architecture, continued develop-
ment, and evolution of the firm’s comprehensive, multi-component analytical platform. Prior to joining 
APM, Mr. Guha worked in the Investment Banking Division of Lehman Brothers, both in London and in 
New York.  Mr. Guha graduated from the Birla Institute of Technology and Sciences (BITS) in Pilani, India 
with a degree in Electrical and Electronics Engineering. He received his MBA from the Indian Institute 
of Management at Ahmedabad (IIM-A), and is a CFA charter holder. Mr. Guha is a frequent speaker at 
industry and academic conferences and seminars, and served for multiple years on the Steering Commit-
tee of the Junior Council at the American Museum of Natural History in New York.

The word “hedge fund” is applied to a range of 
investment vehicles nowadays. You do not be-
lieve hedge funds are an asset class. How then 
do you define a hedge fund and its role in active 
management?

From our perspective, to determine the appropriate role for 
hedge funds it is necessary to consider the sources of return 
and the sources of risk that comprise an investment in hedge 
funds and how these sources of return and risk fit into the over-
all asset allocation decision.  From an asset allocation perspec-
tive, an asset class should represent a potential source of return 
that offers investors a sufficient long-term risk premium from 
a (relatively) stable passive investment.  The portfolio repre-
senting the asset class must be investable and its composition 
should change minimally, if at all, over time.  Other than identi-
fying the common source of systematic risk that is responsible 
for the expected return premium, the construction of the port-
folio should not require any of the skills and judgments typically 
associated with active management.

If hedge funds are to be thought of as an asset class, then 
it must follow (at least in theory) that a passive portfolio of 
hedge funds can be constructed which captures the significant 
sources of return and systematic risk that would define it as 
an asset class.  However, if hedge funds are, as we believe, 
just a form of active management, then it is not possible to 
construct a passive portfolio because an optimally constructed 
portfolio of active managers would neither be all inclusive nor 
stable, and would require the application of skill-based judg-
ments regarding the  selection of active managers and portfolio 
construction.

One of the biggest challenges in evaluating the appropriate 
role of hedge funds in the asset allocation decision may sim-
ply be to define what they are and, more importantly, what 
they should be.  Given the wide range of hedge fund strate-
gies and the limited regulation of the funds, identifying a stable 
and unique set of return and risk characteristics that accurately 
describes a potential investment in hedge funds is likely to be 
impossible, especially if the goal is to identify sources of risk 
that can be expected to earn a significant return premium from 
a long-term asset allocation perspective. 

In fact, one can argue persuasively that the only two impor-
tant characteristics that consistently apply to hedge funds are, 
(i) they are subject to minimal investment constraints and, (ii) 
they charge high fees.  It is certainly true that the typical hedge 
fund is much less constrained in terms of its potential portfolio 
holdings than traditional asset managers.  They tend to have 
the ability to invest in a wide range of securities, to purchase 
and sell derivative instruments based on other securities, to 
hold negative positions in securities through short sales, and to 

borrow or use other forms of leverage. It is also true that the 
typical hedge fund tends to charge fees that are much higher 
than those charged by traditional asset managers.  These fees 
usually include a performance-based component that pays the 
manager a percentage of the profit, without any requirement 
that the manager also participate in any losses.
From this perspective, it seems clear that hedge funds should not 
be thought of as an asset class, but instead the appropriate role 
for hedge funds in an investor’s overall asset allocation can be 
determined according to the desired amount of active manage-
ment in the portfolio and how the risks and expected returns 
from their targeted active management will impact the overall 
portfolio.

“   
To earn incremental returns 

from active management requires 
identifying both the attractive poten-
tial investment opportunities and the 

skill set to exploit them.  

 ”What are your thoughts on active management 
and its ability to actually generate any alpha?

We approach the question of alpha generation with great scepti-
cism, but not theoretical dogma.    Generating positive alpha is 
difficult and requires attractive opportunities within the potential 
investment universe and the experience and expertise to be able 
to exploit the opportunities in a risk-controlled manner.  As Bill 
Sharpe has persuasively argued, in the aggregate across all ac-
tive managers, active management must be a zero-sum game 
as there are two sides to each trade.  When you include the in-
cremental fees and costs associated with active management, 
the expected incremental return to all active management in the 
aggregate must be negative.  To earn incremental returns from 
active management requires identifying both the attractive po-
tential investment opportunities and the skill set to exploit them.  
We believe that these active management skills are rare (and 
therefore can command rather high fees), but are also capable of 
generating positive, non-correlated, non-asset class dependent 
returns, or what is commonly referred to as alpha.  

As a pioneer in customized solutions, how do you 
utilize hedge funds and active management for 
your institutional clients?

“ We approach the question of alpha generation with great scepticism, 
but not theoretical dogma.  

”

&
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What are your thoughts on appropriate risk 
metrics for evaluating hedge funds? Do metrics 
like VAR play a role? Or are there any others you 
find more appropriate?

VAR and CVAR are useful metrics and, as stated, we are ac-
tively pluralistic in our application of risk metrics and models to 
prevent the over-reliance on any one metric which can lead to 
occurrence of blind spots in risk management.  That said, one 
of our most useful risk metrics is shortfall risk, or measuring 
the likelihood and potential magnitude of performance falling 
below a specified threshold, such as 0% returns.  While we 
would not characterize it as a proprietary metric – initially de-
veloped it in the 1980s and have been refining and enhancing 
it ever since – it is a risk metric that we are always surprised is 
not more universally employed.  The focus of shortfall risk is on 
returns in the tail of the expected distribution and therefore it 
has some characteristics similar to VAR.  

The shortcomings of VAR techniques is that they are typically 
strictly based on historical data and normal, symmetric distri-
butions; assumptions which we find naïve and unrealistic.  We 
employ shortfall risk using expected returns and at least two 
dimensions of expected risk which overcomes the historical and 
parametric assumptions that handicap VAR-based risk models.  
By attempting to evaluate all of the potential sources of risk 
that could result in skewed or asymmetric outcomes on a for-
ward-looking basis, we been able to avoid many of the major 
market pitfalls that have destroyed a great deal of capital in 
other portfolios over the past five years.  Indeed, probably the 
most important attribute of the use of shortfall risk as a risk 
metric is that we are required to be continually monitoring all 
of the potential sources of risk within our portfolio exposures.

Hedge funds are meant to deliver ‘absolute 
return’ yet investors typically expect a return 
over a certain market benchmark. How does 
the industry manage investor expectations in 
this regard (especially during turbulent market 
climates)? 

It is extremely important to understand how the hedge fund in-
vestments fit into the overall portfolio of the investor.  Bench-
marks are useful in managing passive or beta exposures, as well 
as for managing exposures to active managers constrained to 
applying market timing or security selection skills in an asset-
class-constrained manner, or what we would call, “around the 
edges.”  We believe that if an active manager possesses true 
market timing or security selection skills, it is myopic and inef-
ficient to constrain those skills to an asset class benchmark using, 
for example, a tracking error constraint.  

The historical performance of such constrained active managers, 
who generally underperform their benchmarks about 80% of the 
time, confirms our belief. As part of our customized solution ap-
proach to the challenges clients bring to us, we try to establish 
with our clients what, if any, passive exposure is desired from an 
asset allocation perspective, and then create those exposures as 
inexpensively as possible by way of overlays such as futures or 
swaps to provide the desired beta.  This allows us to then make 
the active management decision an independent one which is 
usually more a function of the risk budget than a tracking error 
constraint on a subcomponent of the policy portfolio benchmark.  
In most cases, it is much easier and far less expensive to modify 
and manage exposures to beta than it is to achieve superior re-
turns from active management or alpha.

Do you find institutional investors such as pen-
sion funds, endowments and insurance compa-
nies to be patient investors? How do they com-
pare to retail investors?

Institutional investors have a totally different set of behavioural 
characteristics and economic requirements, compared to retail 
investors, and we believe a firm should focus on only one or the 
other. APM serves institutional investors only. While the latter 
are more patient than retail investors, each one of them has a 
unique set of needs which we address in a customized format.  
If the institution is, as you call it, ‘patient,’ we will seek to create 
opportunities where they can and should be compensated for 
providing longer-term liquidity.  If the institution requires a higher 
degree of liquidity, we will seek to create opportunities where 
they can maximize the returns to their exposures without forgo-
ing the ability to create liquidity in very short order.

An optimally constructed portfolio of hedge funds provides an 
active management overlay to the desired passive asset class 
exposures within the context of the asset allocation decision.  
Just as with the selection of any active manager, the construc-
tion of an optimal portfolio of hedge funds will require an 
evaluation of each potential manager’s skill-based forecasting 
ability as part of the manager selection process.  And given 
the variability of skills possessed by hedge fund managers, it 
will never make sense to invest with all possible hedge funds.  
Therefore, the construction of a portfolio of hedge funds that 
offers an attractive return / risk profile from an asset allocation 
perspective will require the equivalent of active management 
skills in the manager selection and portfolio construction pro-
cess.  That is, it will depend on our ability to identify hedge fund 
managers that offer a sustainable forward-looking source of 
positive alpha. 

From this perspective, decisions related to investments in hedge 
funds are no different than the decisions with respect to the 
role of active management in the portfolio.  These decisions will 
depend on (i) the current investment opportunity set, (ii) the 
expected return from skill-based active exploitation of those 
opportunities, and (iii) the characteristics of the risks that the 
investor is required to bear to achieve those expected returns.  
These decisions will not depend on the returns available from 
an investment spanning the universe of hedge funds, but will 
depend on the returns available from an optimally constructed 
portfolio of exposures to active managers.  They will depend 
on the quality of manager selection process, the portfolio con-
struction, and the on-going risk monitoring and management 
of the portfolio of active exposures.

Most hedge funds have a style or asset class 
focus. Do you think such asset class expertise 

is  skill built over time, or just being in the right 
place at the right time (in terms of liquidity, rela-
tionships, asset manager’s exposure) ?

Any successful and robust active management strategy requires 
both experience and expertise in the targeted markets.  In some 
cases, the investment opportunity set can be sufficiently attrac-
tive in the short term that being in the right place at the right time 
will be profitable.  However, such investments cannot be viewed 
as a long-term risk exposures or thoughtful, prudent investment 
decisions. In the case of mangers with unique (i.e., asymmetrical) 
asset class knowledge who have also demonstrated the ability to 
deliver durable and sustained alpha over multiple market cycles, 
there is clearly more skill than luck at hand.

What tolerance do you have for “style drift”? 

Because we have all managed risk in our own careers, we are 
less dogmatic with regard to “style drift” than those whose ex-
perience is limited to manager allocation.  In any active expo-
sure, the trade should change over time based on changes in 
the investment environment relative to the initial return and risk 
expectations when the trade was initiated.  If this is not occur-
ring, then the active management fees are not justified.  Our 
focus, as the trade evolves and changes, is first on whether or not 
we concur with the manager’s investment hypothesis and market 
assessment, and then on whether the manager has the requisite 
expertise and experience to exploit the evolving opportunity in a 
profitable manner.  What is especially important here is that the 
manager understands all of the potential risks associated with 
their investment thesis and the contemplated exposure.

What performance metrics, in your opinion, 
should investors use while evaluating Hedge 
Funds? Would traditional metrics like the Sharpe 
ratio play a role in your performance evaluation?

We use a wide range of metrics, including Sharpe ratios, to 
evaluate hedge fund performance.  We believe that performance 
evaluation should be viewed as an on-going, dynamic process 
and that no one single measure is sufficient to evaluate all of the 
dimensions of performance evaluation. We are particularly sensi-
tive to and devote a great deal of energy to measuring, model-
ling, and monitoring risks that are non-linear, non-stationary, and 
non-parametrically distributed. This has long provided us with a 
unique insight into what is now more popularly characterized 
as “tail risk.”  We do believe that it is extremely important to 
disaggregate the sources of incremental return and risk so an 
important component of all of our analysis focuses on the de-
composition of performance and risk attribution. 

“ Institutional investors have a totally different set of behavioral charac-
teristics and economic requirements, compared to retail investors, and we 
believe a firm should focus on only one or the other.  

”
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We would be cautious to draw many conclusions from hedge 
fund index data for two reasons: first, they are often inconsist-
ent data sets that suffer from reporting and survivorship bias, 
and; second, if active management is a zero-sum game, and the 
index truly represented all active managers, then the expected 
return to the index would be zero, less transaction costs.  As we 
noted earlier, active management skills are very rare and just 
because one calls oneself a hedge fund and reports returns to 
an index service does not ipso facto mean that one possesses 
true active management skill.

Index data is useful for testing theoretical and abstract hypoth-
eses, or confirming/denying intuitions and inferences, but it is 
rarely very useful in making discrete active management invest-
ment decisions.

From the charts, one strategy which looks to 
be independent of broad stock market returns 
seems to be the Macro Strategy. Your com-
ments as to what HFs usually look to do with 
this trading style in general.

The low correlation of the Macro Strategy, as measured over 
60 months, reflects the fact that most macro hedge funds are 
likely to make significant changes in their portfolio over time.  
For example, it is not unusual for the same hedge fund to be 
significantly long equities at some times and significantly short 
equities at others over a 60 month period.  The investment ob-
jective of a good macro manager is to make informed direc-
tional bets based on perceived changes in the macroeconomic 
environment and the reflection (or lack of reflection) of those 
perceived changes in the relative investment opportunities.  At 
times, a macro hedge fund might expect to have returns that 
have a correlation of close to 1.0 with the S&P based on their

holdings at that time (they are long the index).  However, the 
same hedge fund might flip their position a few days, weeks, 
or months later, based on their perception of changes in the 
investment opportunities, and expect to have returns that are 
negatively correlated with the S&P (they are short the index). It is 
also important to remember that macro traders typically employ 
many other securities away from equities with which to express 
their investment theses so measuring the correlations of their 
returns again an equity index only captures one dimension of 
their potential exposures.  

Finally, our general comments on the usefulness of hedge fund 
index data in making discrete active investment decisions in the 
previous question must be kept in mind here as well.

Through the financial crisis, what kind of active 
management solutions did you construct for your 
clients?

Interestingly, probably the most important active management 
solutions we devised and implemented were actually put in place 
starting in 2006 and early 2007, before the ‘crisis’ had really 
materialized.  At that time, we started seeing some of the very 
first signs of potential harbingers of stress in the credit markets, 
particularly in the near lack of any covenants in the leveraged 
loans that were being originated at the time.  However, at the 
same time, most credit spreads and implied volatilities were 
at historically low levels, making the purchase of “insurance” 
against potential liquidity or systemic shocks quite inexpensive 
and attractive.  We implemented this with a three-pronged col-
lection of investments that were structured to be long equity vol-
atility, short credit or mortgages, and long flight-to-quality.  This 
“insurance”, which we put in place as an overlay to many of our 
client portfolios, provided significant protection for our clients in 
2007 and 2008 and provided them with substantial dry pow-
der to take advantage of first, the dislocated and then, the truly 
distressed opportunities that became available in early 2009.

How do you manage client expectations in terms 
of their investment time horizons & returns?

It is important to realize that in practice, even though most of 
our clients would be considered to be ‘patient’ investors, with 
relatively long investment horizons, all investors must at least 
consider the consequences of market fluctuations over relative-
ly short horizons, especially during periods of financial stress. 
With multiple time horizons, risk management is certainly a 
complicated but not unsolvable problem.  With our clients, we 
look at not only their time horizons, but also their potential 
cash flow needs along the way. We want to be able to be sure 
that their cash flow needs can be met without forced selling 
and therefore stress test the portfolio to insure the ability to ac-
commodate the required (as well as unanticipated) cash flows 
across a wide range of potential market scenarios.

Alternatively, there is well demonstrated evidence of the excess 
premium to be collected if you can afford to provide liquidity 
when others are not providing it and to the extent that we can 
create ‘dry powder’ for our clients in advance of market liquidity 
events, we can be effectively positioned to capture that premi-
um (that is, to be the buyers of exposures that are forced sales). 
In these instances, it is critical to fully understand the exposures 
to ensure that in picking up exposures to exploit excess return 
through provision of liquidity, there is no further leverage in 
the exposure that might ultimately undermine our ability to 
capitalize on the initial deeply discounted price. A lot of people 
missed this aspect of liquidity dislocated investing, particularly 
in 2008. And although not at the same levels we observed in 
2007-2008, we are seeing a tightening of liquidity now which 
could well develop into a rich opportunity set for those who 
are prepared.

At some extreme, everyone needs to monitor  an investment 
horizon that is shorter than their conventional investment hori-
zon. You can characterize it either as prudent risk management 
or as opportunistic investing. We place a very high premium 
on having cash ready to put to work. Whenever there are 
forced sellers, we want to be able to provide liquidity and take 
advantage of the deep discounts. For example, if one works 
through the 2008-2009 time-frames, one can roughly divide 
the investor-universe into three groups. The investors who fared 
worst were those who were forced to sell at exactly the worse 
time. In some cases, managers were not able to survive because 
of an inability to maintain their required financing. The second 
category of investors were those who were able to ride this out 
and ultimately realize substantial rebounds in many markets. 
But those who fared best were ones who not only had the 
ability to ride it out in late 2008 and early 2009 but had cash 
enough to take advantage of the cheap valuations at the height 
of the liquidity crisis. This group, of which we were a part, were 
able to make appropriate investments at a time when volatility 
and risk were still very high by have the ability to differentiate 
the distinction between a distressed investment and a dislo-
cated investment.

In the era of prime brokers, is having good in-
ternal platforms and infrastructure a competitive 
advantage any more for a hedge fund?

In all investing, low-cost, risk-controlled execution of trades, 
strategies, or targeted investment opportunities is extremely im-
portant.  It is amazing how many times a strategy looks great on 
paper, but does not stand up to the test of actual investment due 
to execution costs and frictions.  All successful active managers 
must be able to continually monitor their portfolio risk and their 
trade execution with internal infrastructure that does not leave 
them beholden to any single trade counterparty.  A good internal 
platform and system is a prerequisite to being competitive, rather 
than a competitive advantage.

Looking at the HFRI Index, correlations of equity 
based HF’s with the S&P are at a record high. With 
such an increase in correlation, is not trading in 
Index Funds a much more viable alternative giv-
en the fee structure of Hedge funds? Could this 
be related to an increase in quant trading activi-
ties among HFs?

If you mean trading in the hedge fund indices, this does not allow 
an investor to avoid the underlying fees of the hedge funds as the 
returns for the individual hedge funds used to calculate the index 
return are net of fees and the index providers usually charge a fee 
on top of that to purchase the exposure.  If you mean trading in 
equity market indices, then you can avoid the fees, provided you 
possess the market timing skills to manage the exposure. 

The increased correlation you are seeing in these data is unlikely 
to be from any increase in quant activity as most quant investors 
tend to maintain aggregate exposures that are close to market 
neutral and therefore should be less correlated with the S&P.  
More likely, the increased correlation is the result of an increase 
in the long bias of many managers who call themselves ‘equity 
hedge funds’ and are  reflected in the index.

“ With our clients, we look at not only their time horizons, but also their 
potential cash flow needs along the way.  

”

Source: Morgan Stanley

Source: Morgan Stanley
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Just as in all markets, we are sensitive to the potential price 
impact of inflows and outflows of large volumes of capital 
and you rightly observe that such flows seem to have po-
tentially been magnified by the increased use of ETFs. How-
ever, our own research has revealed that when we scale the 
volatility in Emerging Markets relative to that of the devel-
oped markets,  the growth of ETFs has actually taken place 
at the same time that the volatility of Emerging Markets, 
relative to the volatility of developed markets, has declined.

Typically speaking, mainstream Emerging Market (Equity) ETFs 
tend to include large-cap and well-known company names 
and many times purchase of the  ETF is just as efficient as and 
less cumbersome than the  direct purchase of these securities.  
However, this is not always the case.

 

Is Algorithmic/Quant trading becoming a major 
force to reckon with in the Hedge Fund indus-
try? As compared to ‘traditional’ hedge funds, 
where the Manager’s ability to seek out & invest 
in potentially high value assets, it’s the quantum 
of computing power & access to information 
which drives competition in quant firms these 
days. Do you see them replacing the traditional 
Hedge fund model in the future?

The growth of Algorithmic / Quant trading, and their extremely 
short investment horizons, has certainly changed the trading 
dynamics faced by hedge funds and all investors.  It emphasizes 
the importance for hedge funds to be especially sensitive to all 
of the dimensions of potential trading costs.  However, such 
short-term trading strategies rarely have the focus on funda-
mental valuation that drives many hedge fund portfolios and 
really should not be viewed as a substitute for traditional hedge 
funds generating return by security selection and market tim-
ing.  

In some cases, such strategies can be characterized as selective 
market making, or the provision of very short-term liquidity only 
when capturing a very small bid-ask spread is virtually risk-free.  
In other cases, there is a valid investment opportunity predi-
cated on the academic work done on the market phenomenon 
of momentum which is the focus of these strategies and that 
allows us to characterize them as exploiting a market timing 
opportunity.  While some models are far more efficient than 
others, and differentiation of the wheat from the chaff requires 

a high degree of technical and quantitative experience and 
knowledge, these investments complement and diversify an ac-
tive management portfolio, but cannot replace all of the dimen-
sions of market timing and security selection that are available 
across the larger hedge fund opportunity set.

What are your thoughts on the opportunities that 
the European Crisis presents in terms of the var-
ious assets trading at distressed levels? Is it a 
good opportunity for funds here, as banks try to 
shore up capital through asset sales? Or do you 
think that in the current scenario, asset prices 
will continue to go down? 

We see four distinct opportunities in Europe, each of which could 
manifest itself in varying levels of attractiveness over time.

First, while it is impossible to perfectly time the bottom of any 
market, we recognize that one of the levers available to banks to 
improve their capital ratios is selling assets. We expect cumula-
tive bank asset sales to total over 1.5 trillion Euros and are
monitoring this situation closely in an attempt to identify and 
purchase assets at prices that represent dislocated forced sales.

Are there still opportunities for your clients that 
arise from the financial crisis?

We continue to see attractive investment opportunities in 
smaller, less liquid,and more labour-intensive niche strategies, 
where the investments have not yet participated in the market 
rally since the lows of 2008 and 2009 to the same extent as 
some of the larger, more liquid sectors and yet, their funda-
mental valuations have benefited from the improvements in the 
economy and the financial system.  These opportunities typical-
ly take a year or more to realize our target value, but the mar-
gins of safety associated with this investment set is, in many 
case, as large as we have seen in the course of our careers
In some ways, the crisis of 2008 is still unfolding.  We have 
already seen some and expect that an increasing number of 
new, extremely attractive investment opportunities will become 
available in 2012, especially for investors who have the size 
and expertise to purchase portfolios of assets, from European 
banks seeking to reduce their balance sheets in response to ris-
ing regulatory capital requirements and deleveraging require-
ments.

Commodities have gained in popularity as in-
vestments in recent years. Is there scope for 
active management in this space?

In many ways, commodity markets currently offer some of the 
most attractive active management opportunities.  The large 
inflows (and outflows) into “passive” commodity products has 
resulted in a ‘financialization’ of the commodity markets which 
in turn created significant and exploitable inefficiencies in re-
lated commodity prices due to the substantial and often pre-
dictable trading requirements to establish and maintain these 
so-called passive exposures.  Such required trading can often 
be exploited in the same way as any other “forced” trading.
In addition, the wide range of contracts, across global markets, 
and the heightened volatility resulting from both supply and 
demand uncertainty, provide potential opportunities for man-
agers that can take advantage of rapidly changing information.
Finally, we see well managed, active exposure to commodities 
today as a prudent way to hedge the prospect of an inflationary 
reaction to the historically liberal US and European monetary 
policy that has prevailed since the beginning of the financial 
crisis.  

“  
We continue to see attractive 

investment opportunities in smaller, 
less liquid, and more labor-intensive 
niche strategies.  

”

Do you invest in other geographies apart from 
developed markets, such as say Emerging Mar-
kets? 

We appreciate the breadth, depth, and potential for growth of-
fered by many Emerging Markets and recognize that this growth 
potential can result in extremely attractive investment opportuni-
ties. However, we also recognize that EM markets are subject 
to non quantifiable risks - such as political, jurisdictional, and 
corporate governance risks –that can make straightforward in-
vestments in Emerging Market equities less attractive on a risk-
adjusted basis. One must also be sensitive to other risks in EM 
such as information asymmetries which can significantly impact 
execution and thereby performance.  When all of these potential 
sources of risk are taken into account, Emerging Market valua-
tions may not always be quite as attractive as they appear when 
considering only the growth story. While we invest in EM equity 
managers with differentiated research, we find the following al-
ternative ways of capturing exposure to the Emerging Market 
growth story equally attractive with less idiosyncratic EM risk. 

1) Investments in the commodity space, with targeted ex-
posures ranging across a wide variety of markets in energy, 
metals, and agriculture. These opportunities can be direction-
al - predominantly long, but occasionally short or based on 
relative value discrepancies within and across the different 
markets. 

2) Related to the niche opportunities that we talked about 
previously, we include Emerging Markets assets that have 
been impacted by the withdrawal of capital by investment 
banks and hedge funds that reduced their presence in EM 
markets in the wake of the financial crisis. This flight of capital 
has resulted in more attractive pricing or spreads for a wide 
range of event driven trades and strategies. We also like to 
participate in EM assets sold by hedge funds or investment 
bank prop desks that are reducing their EM exposure at dis-
located prices.

3) For straightforward participation in EM equities, we some-
times prefer direct purchases of securities of Western multi-
nationals with significant and growing EM exposure. These 
equity opportunities generally trade at much lesser valuations 
than popular EM companies, do not carry the same corporate 
governance risks, and still participate meaningfully in the ac-
tual EM growth story. 

One of the major reasons why large swings are 
being observed in EM stock markets is the pres-
ence of passive investors such as ETFs which 
tend to exacerbate volatility. How does this im-
pact hedge fund performance?  “ Given their current capital constraints, banks are resorting to syn-

thetic securitization of asset pools.  

”
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Can you comment on regulatory changes in the 
financial industry post the crisis and its impact 
on hedge funds?

For the most part, the regulatory changes should not have 
any major impact on the ability of hedge funds to carry out 
risk-controlled skill-based active management strategies.  In 
fact, the restrictions imposed on proprietary trading within the 
banks may actually reduce competition and result in more at-
tractive opportunities for independent active managers.  That 
said, much of the regulatory change that was presaged in the 
US Dodd-Frank legislation has yet to have been fully realized as 
it depends heavily on executive branch rule-making that is as 
yet just beginning to unfold.

With reference to control oriented investing as 
a style of hedge fund investing: Do they actually 
bring in operational efficiencies in companies 
to increase margins (and the resulting valua-
tion) or are they merely window dressing the 
opportunity to make it more palatable to inves-
tors?

We have actually seen both. In the earlier part of last decade,an 
example of the latter was more common, where much of the 
activism occurred on the liability side of the balance sheet. This 
occurred primarily due to the availability of cheap and easy 
credit that was used to finance leveraged purchases at high 
valuations, often based on “top of the cycle” margins. 

Post the financial crisis, one of the niche opportunities we are 
looking at is activism which is more focused on enhancing the 
company’s actual operational efficiency and asset side of the bal-
ance sheet. This includes, for instance, shutting down non-core 
businesses, rationalization of labour costs and other expenses, 
spin-offs, de-mergers, and divestitures. This in turn results in mar-
gin expansion at the corporate level and, ultimately productiv-
ity gains that contribute to the larger overall economy. We have 
seen this phenomenon unfold in previous economic cycles in 
the leg after an economic recession.  Therefore, in the current 
economic circumstances, we like managers that have historically 
demonstrated an ability to come to the table with constructive 
ideas and incorporate positive changes in company management 
that is accretive to enterprise value. 

Is there a role for both active and passive man-
agement in the world of investing and do you see 
them co-existing in the years to come? 

In a world characterized by historically low interest rates and 
where investors are searching for higher returns without hav-
ing to substantially increase their overall portfolio risk, active 
and passive investing are likely to co-exist for a long time to 
come.  When thought of from the perspective of sources of risk 
and sources of incremental return, there always should be a role 
for both.  

Passive investments provide the most attractive way of provid-
ing low-cost exposure to longer-term sources of incremental ex-
pected return from economic risk premiums. At the same time, 
the potential profits from market inefficiencies provide more than 
sufficient incentives to skill-based active managers that assure 
that the expected passive returns do not get too far out of line 
and reflect an appropriate ex ante reward to passive investors for 
assuming the underlying risk.

Secondly, given their current capital constraints, banks are re-
sorting to synthetic securitization of asset pools which is ac-
complished by buying insurance on first or second loss tranches 
which results in improved risk-weights applied to the assets 
and thereby a reduction in the amount of equity capital re-
quired to be reserved against the asset pool. As part of the 
niche strategies APM is focused on, such “regulatory arbitrage” 
in Europe is currently and promises  to continue to be an at-
tractive opportunity.  

Third, if Europe enters a significant classical economic recession 
as a result of the current financial system turbulence, which we 
believe has a high probability, multiple corporate distressed op-
portunities will begin to present themselves, particularly in the 
debt and equity securities of cyclical enterprises. 

Fourth, and finally, there is also a significant, albeit small proba-
bility, that the lack of political decisiveness within the Eurozone 
will result in yet another full scale liquidity crisis that overflows 
into the US and Asia markets.  Like the liquidity crisis of 2007-
2008, this outcome would produce multiple opportunities to 
purchase securities at severely dislocated prices, provided one 
has set aside sufficient dry power to participate. 

In the wake of the recent financial crisis, what 
are your thoughts on the use of leverage?

We have never been comfortable with strategies that were 
completely dependent on the use of leverage to achieve their 
required return objectives.  For that reason, we avoided lever-
aged loan funds prior to the crisis.  However, after the forced 
selling that took place during the crisis, we did invest with 
managers who could exploit the dislocated prices that were 
available at the end 2008 without leverage and with the appro-
priate credit analysis to distinguish between dislocated prices 
and distressed credits.

As discussed previously, we focus on sources of risk and sourc-
es of incremental expected return in our investment process.  
In this framework, we look at leverage with respect to how it 
impacts risks and returns.  With leverage, both are potentially 
magnified and should be accounted for appropriately.  In ad-
dition, leverage magnifies the potential impact of tail events, 
such as liquidity or systemic shocks, making it especially im-
portant to evaluate all possible sources of risk associated with 
investments and financing when evaluating shortfall risk.  One 
dimension that we have always focused on has been the terms 
and conditions of the financing providing the leverage.  One

of the most important lessons from the financial crisis is that is 
that fundamental valuations often are irrelevant in the short term 
when investors are forced to (or attempt to) sell assets to raise 
cash required because of collateral calls or forced repayment of 
credit lines.

The question we must always ask ourselves is, ‘what is the ap-
propriate level of risk related to the things that might go wrong 
with the potential cash flows that you expect?’  Strategies that 
depend on leverage are the most exposed to model risk. For such 
strategies it is especially important to evaluate the accuracy and 
robustness of the models that are employed and consider how 
far prices can potentially deviate from theoretical values. If you 
do not include such stress tests as a part of your risk manage-
ment process, then you might get into situations where you will 
become a forced seller. 

APM focuses on both the magnitude of leverage and its structure 
as a part of our hedge fund evaluation process. For example, it is 
one thing to have derivatives or futures based leverage but a to-
tally different thing to have balance sheet leverage. In the latter, 
you are evaluating things like refinancing risks and valuing marks 
of illiquid securities that may be levered. These components were 
very important to us in the financial crisis and continue to be 
important in our current evaluation of certain hedge fund strate-
gies. They help us determine, if a specific hedge fund is robust 
enough to tide over turbulent times

Can you comment on fee and liquidity terms of 
hedge funds, and any evolution of that in light of 
the financial crisis? 

There is definitely more flexibility on management and perfor-
mance fees post-crisis, depending on the life cycle of a fund and 
the size and strategic potential of one’s investment to the fund. 
Additionally, features such as performance fee claw backs have 
become far more common and ubiquitous, especially in newer 
and more progressive fund managers.  In general, this has been 
a positive for hedge fund investors.

On the liquidity side, we have noticed that terms have become 
easier since the financial crisis. While in many cases that is a 
good thing, we feel an investor needs to have a more informed 
view of this phenomenon. One has to ensure that the liquidity 
of the hedge fund is appropriately aligned with the liquidity of 
the underlying securities it holds and that the hedge fund is not 
simply shorting liquidity to make itself attractive to investors and 
gather assets.

“ APM focuses on both the magnitude of leverage and its structure as a 
part of our hedge fund evaluation process.  

”

“ Regulatory changes should not have any major impact on the ability of 
hedge funds to carry out risk-controlled skill-based active management 
strategies.   

”
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INTERVIEW WITH
BRUCE RICHARDS

Bruce Richards is a Co-Managing Partner and the Chief Executive Officer of Marathon, and is respon-
sible for general oversight of Marathon’s capital across its funds and managed accounts. Mr. Richards 
leads the Executive Committee, and he is also a member of the Investment Committee. Mr. Richards’ 
day-to-day presence is critical in maximizing Marathon’s synergies and leveraging the intellectual capital 
throughout Marathon.  Prior to founding Marathon, Mr. Richards worked on Wall Street for 15 years, 
including 10 years as a Managing Director in the fixed income divisions of Smith Barney and Donaldson, 
Lufkin & Jenrette where he was head of a trading desk responsible for principal investments and market 
making. Mr. Richards also worked at Shearson Lehman Hutton (‘Lehman Brothers’) as a trader in their 
Fixed Income Division, after starting his career with Paine Webber.  Mr. Richards received his B.A. in Eco-
nomics, summa cum laude, from Tulane University (1982) and is a member of Phi Beta Kappa.

Post the 2008 financial crisis, a host of measures were taken by the United States government to 
inject liquidity in the system and prop up the securitization market. One of those initiatives was 
the Public Private Investment Program (PPIP) fund. One of the eight firms chosen along with the 
likes of BlackRock & AllianceBernstien to manage the fund was Marathon Asset Management. 
It is an established investment manager with proven expertise in varied areas of investments 
ranging from distressed debt, asset backed securities (ABS), emerging economies & developed 
markets. Bruce Richards (Co-Managing Partner & CEO), Louis Hanover (Co-Managing Partner 
& CIO) & Andrew Rabinowitz (Partner & COO) articulate their views and share their insights on 
these issues in an interview with The Efficient Frontier. &

INTERVIEW WITH
LOUIS HANOVER

Louis Hanover is a Co-Managing Partner and Marathon’s Chief Investment Officer. Mr. Hanover oversees 
Marathon’s investment activities and manages risk on a firm-wide basis. Additionally, Mr. Hanover serves 
on Marathon’s Investment Committee and Executive Committee. Prior to co-founding Marathon, Mr. 
Hanover was a Managing Director at Smith Barney, where he was responsible for the global emerg-
ing markets debt trading division. Earlier, Mr. Hanover was a Director of the global emerging markets 
debt and foreign exchange derivatives trading division at Merrill Lynch. In 1991, he pioneered the use 
of warrants on a basket of Latin American equities at Nomura Securities. Mr. Hanover traded European 
sovereign debt futures at First Chicago Capital Markets and was a floor trader at the Chicago Board of 
Trade. Mr. Hanover received a B.A. degree in Economic History from the University of Chicago and an 
MBA from the Graduate School of Business at the University of Chicago.
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INTERVIEW WITH
ANDREW RABINOWITZ

Andrew Rabinowitz is a Partner and the Chief Operating Officer at Marathon Asset Management. Mr. Ra-
binowitz manages Marathon’s day-to-day activities including oversight of the firm’s global infrastructure, 
setting global policies and procedures, financial controls, and external code of conduct.  Mr. Rabinowitz 
also oversees Marathon’s Investor Relations team, and is actively involved in business development, 
objectives, initiatives and meetings with investors. Mr. Rabinowitz joined Marathon in 2001 from Schulte 
Roth & Zabel, where he was a practicing lawyer specializing in hedge funds and asset management. 
Previously, Mr. Rabinowitz was a CPA at Ernst & Young for seven years focused on hedge funds, asset 
management and broker-dealers. Mr. Rabinowitz holds his J.D. in Law from Fordham University School of 
Law and a B.B.A. in Accounting from Pace University, magna cum laude. Mr. Rabinowitz is a CPA in the 
State of New York and is a member of the Bar in New York and Washington, D.C.

US Treasury PPIP program
What benefits do you see coming out the US 
Treasury’s PPIP program from the perspec-
tive of financial institutions and from a policy 
perspective? As a PPIP manager yourself, are 
there any central observations you would like 
to share from your own practical experiences 
in managing the program?

The Legacy Securities Public-Private Investment Program 
(“PPIP”) was one of the key components of President Obama’s 
Financial Stability Plan.  The PPIP program’s aim was to facili-
tate price discovery in the markets for non-agency RMBS and 
CMBS.  The U.S. banking sector had a fair amount of non-agen-
cy RMBS and CMBS exposure, so creating price discovery and 
buyer demand was important for fostering transparency and 
liquidity for the U.S. banking industry.  

Moreover, the PPIP program was designed around three basic 
principles,namely to: (a) maximize value for each U.S. taxpayer 
dollar invested by partnering with private money managers that 
the United States Department of Treasury (“Treasury”) believed 
could generate an attractive risk-adjusted return; (b) allow  the 
money managers in the private sector to establish the price of 
the securities purchased under the program and (c) restart the 
market for non-agency RMBS and CMBS assets and increase 
credit availability in the U.S. economy. 

The Treasury focused on money managers that they believed 
had a strong firm history and cohesive culture, experience and 
excellence in investing in this asset class and robust operations 
and infrastructure.  Marathon’s history, organizational structure 
and team, mortgage-related investment approach and capa-
bilities, risk management practices, infrastructure and opera-
tional expertise all contributed to being selected by Treasury as 
a PPIP manager along with a select group of asset managers 
like BlackRock and AllianceBernstein. 

Marathon’s experience as a PPIP manager has been very re-
warding.  Working with Treasury and the Special Inspector 
General for TARP (SIGTARP) compliance and legal team has 
enabled the exchange of innovative ideas and best practices 
regarding reporting, transparency and compliance.  The routine 
reviews conducted by SIGTARP and the reporting requirements 
to Treasury have been unique in the money management busi-
ness and reflect a trend that will hopefully spill over to the 
broader hedge fund market.  In addition, being an informational

resource to Treasury on the housing market or banking sector 
and maintaining a strong working dialogue with Treasury have 
been mutually beneficial in our view.   We further believe that
the PPIP program has demonstrated that public-private partner-
ships can be a viable mechanism for addressing forms of market 
dislocation.

“ 
There are currently substantial 

catalyst-driven trading opportunities, 
along with capital structure arbitrage 
plays and relative value dislocations 
among the European sovereigns. 

 ”Europe
With the situation in Europe getting more and 
more serious by the day, do you believe that 
sovereign restructurings offer alpha generating 
opportunities, particularly with the distressed 
levels of their debt?   

We believe that there will be alpha generating opportunities on 
both the long and short side, in sovereign credit, bank liability 
trades, and corporate credit as the financial crisis in Europe con-
tinues to unfold across the continent.  There are currently sub-
stantial catalyst-driven trading opportunities, along with capital 
structure arbitrage plays and relative value dislocations among 
the European sovereigns.  As the crisis continues to unfold and 
default rates rise, we believe there will be deep value and dis-
tressed opportunities in European corporate credits as well. 

It is important to note that the largest nominal sovereign default 
in history was Argentina’s 2001 default on $82 billion, while Eu-
rozone SGIIP exposures are greater than $4.8 trillion (see the 
diagram below).  There is € 2.6 trillion of combined sovereign 
and financial debt maturing in 2012 in Europe, and yields will 
likely continue to remain high until there is a definitive solution 
to the crisis.  Given the magnitude of exposures, trading op-
portunities definitely exist, but investors will need to trade with 
care.  The European continent will likely experience a recession in

“ We further believe that the PPIP program has demonstrated that pub-
lic-private partnerships can be a viable mechanism for addressing forms 
of market dislocation.  

”

&
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the U.K have targets as high as 10%.  Basel 2.5 standards cur-
rently ask for 9% tier 1 capital compliance, with action required 
to meet this standard by June 30, 2012. 

European banks will likely require asset sales of between € 1.5 
and € 2.5 trillion (Deutsche Bank) and € 300 billion of capital 
raising initiatives over the next 18 months (Marathon “Open 
Letter on Resolving the European Sovereign and Financial 
Crisis”).  Of the approximately € 1.5 trillion in asset sales, € 
1 trillion will relate to funded loans, 70% of which would be 
domestic lending shrinkage (Deutsche Bank). This is equivalent 
to 3-5% of loans in Europe, which would worsen an already 
weak economy.  We estimate that for every 1% decline in lend-
ing, Eurozone GDP could decline by at least 0.5%. In our view, 
Spanish, Italian, and French banks are the most at risk. 

It should be noted that European banks have issued limited 
new liabilities over the past year (net negative issuance in 2010 
as well). With € 915 billion of unsecured bank debt of financial 
institutions maturing in 2012, and € 750 billion of short term 
liabilities maturing, bank capital needs could rapidly worsen.  
If the funding markets cease to function in 2012, banks will 
have to materially slow down lending.  In our view, the ECB’s 
3-year LTRO provided temporary relief in the wholesale funding 
market, but term debt maturities still need to be addressed.  
Corporate loan growth is already weakening in many European 
countries, especially in countries like Spain, where there is a 
banking crisis and corporate loan growth was actually negative 
5% in 2H 2012 (Barclays).  

The near-term solutions for the European banking system

require: (a) deleveraging insolvent countries through debt re-
structurings, (b) deleveraging banks with asset sales and capital 
raising initiatives, which must include equity issuance and debt 
exchanges, and (c) providing over € 2 trillion of liquidity to pro-
tect solvent entities through expanded rescue programs from 
governments, the European Central Bank (ECB), and the Interna-
tional Monetary Fund (IMF).  

More specific sources of deleveraging include run-offs and re-
duced lending (€ 500bn-1,000bn), which will reduce syndi-
cated lending, commercial real estate lending, emerging market 
finance, trade finance, and working capital funding.  Others 
include sales of performing loans and high grade securities (€ 
500-1,000bn), including sales of leasing businesses, high grade 
securitized products, infrastructure finance loans, and consumer 
finance products.  Disposals of distressed assets and NPLs (€ 50-
100bn) and non-core divisions (€ 100-700bn) represent other 
sources of deleveraging by shrinking the asset side of the balance 
sheet (Marathon, Barclays).

Marathon’s view is that the European Monetary Union will not 
break up, as the cost would be too high to its constituents. Any 
discussions of a country leaving the Eurozone would cause inves-
tors and bank depositors to flee the negatively affected areas 
and would have serious implications for the Euro and newly cre-
ated currencies.It is still illegal for countries to leave the Eurozone 
and German exporters who benefit from the inclusion of South-
ern European countries in the EMU would certainly not approve 
of a split. In a breakup scenario, Southern European countries 
would be swept by hyperinflation and would experience a rise in 
the cost of doing trade. 

2012, but the extent of this recession will be governed by both 
key policy actions and central bank measures.

Each of the peripheral countries has its own unique sovereign 
and banking issues, creating potential alpha generating oppor-
tunities for investors.  Greece is the 1st developed country to be 
forced to restructure its debts in 70 years due to an oversized 
public sector, substantial entitlement spending, and inefficient 
tax collection; both Portugal and Ireland could be next.  

Portugal, with a stagnant economy and a similarly bloated 
public sector, has recently uncovered hidden public sector debt 
which could cause further fiscal drag.  SOEs could add 11% to 
debt/GDP in 2012 and GDP could fall as much as 4% for the 
year because of austerity measures.  

Ireland’s banking assets reached 665% of GDP, which created 
a large liability for the government once real estate prices start-
ed to fall in late 2008.   This liability will take years to pay off 
and has caused the need for austerity measures and ongoing 
bank restructurings.

Spain originally targeted a 2011 deficit of 6%, but newly elect-
ed conservatives revealed an 8% deficit, resulting in additional 
budget cuts in Jan. 2012, on top of € 15 billion of tax rises 
and spending cuts announced in Dec. 2011.   This, along with 
a worsening real estate crisis, will hamper growth, pressuring 
both bank lending and corporate credit availability.

French AAA credit ratings were recently lowered by S&P to 
AA+, and further downgrades could continue to increase the 
cost of capital for France and the EFSF.  Unemployment in 
France reached 9.3% last quarter, 0.3% below the financial 
crisis highs of 2009, hurting both consumers and local service 
companies.

Austerity will slow economic growth in the short run, and as 
deficits continue to be wider than expected, will likely be a fis-
cal drag on Europe for the next two years.  The perception of 
this risk has been clearly demonstrated by skyrocketing bond

yields and credit default swap (CDS) prices across rescued Eu-
ropean sovereigns, but even more so by the dramatic recent 
increases for Spain, Italy, Belgium, and France despite negligi-
ble fundamental changes since June 2011 (see diagram on the 
right).  Undercapitalized and overleveraged European banks are 
exacerbating sovereign issues, which will constrict lending across 
the continent and create opportunities for buying distressed 
loans, bonds, and new issues.

Given the high debt-to-tier one capital ratio in 
the European banking system, how do you see 
the massive de-leveraging and recapitalization 
(under Basel 3) affecting them? Would it con-
strain their ability to lend in the medium term? 
On a broader level, what are your views on the 
sustainability of a common European Monetary 
Union and what concrete steps can be taken to 
promote greater fiscal unity?

We believe that there will be further de-leveraging through a 
combination of asset sales, equity capital raises, and debt ex-
changes over the next couple years which will constrain banks’ 
ability to lend in the short and medium term.  The ratio of tangi-
ble assets to tangible equity is 33.0x for the average European 
bank, which is more than twice the U.S. bank leverage ratio.  
Countries like France have banking assets/GDP ratios of 3.9x 
compared to 0.8x in the United States.  Bank valuations reflect 
market risks, and are near all-time lows (0.3x BV, 0.7x tangible 
book value of equity).

The Basel III minimum target for bank tier 1 equity is 7% by 
2019, but many individual countries including Switzerland and

“                                         

In a breakup scenario, Southern European countries would be swept by 
hyperinflation and would experience a rise in the cost of doing trade.  

”

 Germany      France         Belgium         Spain             Italy           Ireland        Portugal 
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Emerging market corporate credit is levered almost a full turn 
of EBITDA lower across all ratings categories in comparison 
to developed market corporate credit. Both investment grade 
and high yield debt display the same trends here. Cash to debt 
ratios are also 10% higher for emerging market credit than de-
veloped market credit, at between 20-30% of debt on average.
     In certain countries like Brazil, credit growth is currently ex-

ceeding nominal GDP growth; however, this does not imply a 
pending crisis. Brazilian debt-to-GDP per household is below 
50%, far below developed market levels. Brazilian authorities are 
also aware of household credit growth, and have passed recent 
policy changes aimed at decreasing lending incentives for com-
mercial banks, including an increase in the capital charge for BIS 
calculations from 11.0% to 16.5% for consumer finance loans.

Long term solutions to the current European crisis include re-
storing sustainable balance sheets across European sovereigns 
and banks and improving fiscal union across Euro-Zone mem-
bers. This includes adopting similar tax reforms, trade regula-
tions, and social welfare programs through amendments to 
the Euro-Zone’s founding treaties. Further steps would include 
improving ECB functionality by expanding the inflation-focused 
mandate to include financial and economic stability, and in-
creasing competitiveness and economic growth initiatives. Im-
proved sovereign integration in the Euro-Zone could promote 
issuance of Euro-Bonds, with the joint and several backing of 
Euro-Zone members. Euro-Bonds would not serve to bail out 
profligate governments, but would instead solidify the eco-
nomic unification of Europe.

Emerging Markets
There are concerns about credit growth in 
emerging markets exceeding their GDP growth 
as rapid credit growth tends to precede in-
crease in nonperforming loans and signal 
an onset of financial crises. Do you think that 
credit markets in some of the emerging econo-
mies might be overheated due to rapid growth?

The balance sheets of most emerging market economies 
have lower debt levels and are better positioned to deal with 

economic stress than those of developed countries. It is difficult 
to generalize that all credit markets across emerging markets are 
overheating because of private credit growth, since each coun-
try’s banking system is unique.  For example, the leverage ratios 
of Eastern European banks are only between 7.0-10.0x, far lower 
than their Western European counterparts at 33.0x.  Leverage 
ratios for Latin American banksare slightly higher, between 9.0-
15.0x, but are still manageable based on the their stage of eco-
nomic development. Similarly, emerging market sovereign debt 
ratios are only one-third the level of developed countries; aver-
age debt-to-GDP for EM economies stands at only 34.9%, while 
the average fiscal deficit is only 2.0% of GDP (bottom right).

“                

  It is difficult to generalize that all 
credit markets across emerging mar-
kets are overheating because of pri-
vate credit growth, since each coun-
try’s banking system is unique.  

”There are instances where private credit growth that far exceeds 
GDP growth can foreshadow a sharp rise in NPL ratios, but inves-
tors have to analyze each credit market and banking system in 
detail and relative to other emerging and developed credit mar-
kets before drawing conclusions. In many cases, emerging market 
debt levels areincreasing from very low base levels, refuting the 
argument that emerging economies are overheated simply due 
to rapid credit growth. Aggregate leverage and economic stabil-
ity need to be considered as well before assigning credit risk.
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This has been beneficial to local corporations, as they now have 
access to more diversified funding sources.  Despite this lending 
boom leverage ratios have stayed low and more bond issues 
outstanding have resulted in better price discovery, liquidity, 
lower bank refinancing risk, and more investment opportunities

The period between 2010 and 2011 has been pivotal in closing 
the gap between DM and EM sovereign credit ratings. Since 
2010, all three of J.P. Morgan’s emerging market debt indices 
are now investment grade (sovereign, corporate, and local cur-
rency debt). A total of 117 EM sovereign rating actions were 
upgrades since the global financial crisis in September 2008, 
compared to 68 downgrades for DM economies. A number of 
EM countries, including Brazil, Costa Rica, Peru, and Panama

were upgraded to investment grade status after 2009, while a 
number of DM countries, including Greece, Portugal, Ireland, 
Spain, Japan, U.K. and the U.S. have experienced downgrades 
during that period.

The G20 has changed the balance of power as well and has re-
placed the G7 as the main forum for international policy coordi-
nation. Emerging market consumption levels have surpassed US 
levels and per capita income has tripled over the past decade. 

Despite this, EM sovereign debt ratios are only one-third the level 
of developed countries; average debt-to-GDP for EM economies 
stands at only 34.9%, while the average fiscal deficit is 2.0% 
of GDP.

After the global financial crisis of 2008-2009, non-performing 
loans (“NPLs”) for major emerging market economies have sta-
bilized and are expected to continue to decline through 2012. 
Rapid credit growth tends to precede rising NPLs, but this usu-
ally happens over several years and has to be accompanied 
with asset speculation, poor underwriting, or another driver/
catalyst to result in overheating. With improving loan perfor-
mance, relatively unlevered emerging market economies can 
and should sustain elevated loan growth rates for the next few 
years without severely negative repercussions.  

Chinese banks may be an exception, and do look risky with a 
30% increase in NPLs projected for 2012 (Morgan Stanley), 
and year of year loan growth of 14%, but Loan-to-Deposit 
ratios for the top 10 banks are still only between 60-80% 
(70-90% if adjusted for bank Acceptances), and the reserve 
requirement ratio is 21%, at almost a 3 year high. The ratio of 
non-performing loans (NPL) by Chinese banks fell 0.60% to 
1.84% at the end of September compared with the end of last 
year, the China Banking Regulatory Commission said in Decem-
ber. The outstanding NPLs totaled 1.06 trillion yuan ($167.46 
billion), 184.7 billion yuan less than the end of 2010.  China 
already experienced a credit crunch in 2010, with 3-month SHI-
BOR exceeding 6.5%, but conditions have improved, and it is 
now below 5.5%. Investors also have to consider that China’s 
debt-to-GDP levels are less than 20%.

Kazakhstan is a recent example where credit markets inflated 
very quickly, resulting in a banking collapse and a currency de-
valuation. What started as a strong macro story supported by 
a positive commodities cycle and a low levered nation allowed 
Kazakh banks to able to borrow $10.5 billion in seven months 
in 2007, or 10% of GDP. The banks had lenders seeking foreign 
currency loans given the inherent distortion created by fixed 
currency monetary unions, and lower external interest rates 
fueled demand from corporates and individuals for foreign cur-
rency loans, which represented over 44% of the total 

loan book by December 2008. During 2000-2008 period in the 
country, construction loans also increased to 45% of the total 
bank loan book and real estate prices increased 330% on aver-
age in Almaty, the former capital and largest city. After loan to 
deposit ratios for local banks reached 200% in 2007, real estate 
prices fell 50%, forcing the government to devalue its currency, 
the Tenge, by 18% in 2009 by setting a new target rate of 150 
per USD, with a 3% trading band. This was followed by a partial 
nationalization of the banking sector, including two of the largest 
banks (BTA Bank and Alliance Bank) through the Samruk-Kazyna 
National Welfare Fund (SK).

In 2012, lending actually may decline in certain emerging mar-
kets, including Eastern Europe because of the European banking 
contagion discussed above. The largest lenders to Eastern Eu-
ropean banks include Austrian banks, Scandinavian, and Italian 
banks, including Erste, KBC, Intesa, and Unicredit. Developed 
banking crises are serving as warnings to developing nations to 
curtail excessive lending and to improve underwriting standards. 
Most are working diligently to control lending and asset bubbles 
before they occur.

Over the last few years what changes have you 
seen in the capital structure of emerging market 
corporates in terms of the share of equity, lo-
cal currency debt and dollar denominated debt? 
How do you perceive it panning out in the future?

Emerging market access to foreign capital markets and credit has 
increased exponentially over the past decade. Since 2001, EM 
corporate debt has increased from € 50 billion to over € 1 trillion.  
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The costs of building and maintaining such an array of talents 
and services are meaningful and create some barrier to en-
try.  At Marathon, we have a strong internal team dedicated 
to these various important functions.  There are ways to out-
source certain processes to reduce the cost, but Marathon’s 
preference is to maintain a strong internal team and work with 
outside advisors as appropriate.  While this is not necessarily 
the most cost-efficient approach, it is the one we believe to be 
most structurally sound.  Such a robust infrastructure does raise 
costs, but it should not materially impede the speed of execu-
tion of trade ideas and nimbleness. It does mean that certain 
regulations should be considered prior to entering into certain 
trades, but this would primarily be the case whether or not a 
manager is registered.

In the aftermath of financial crisis, we saw a 
lot of regulatory interest in moving products 
like credit default swaps on well-known names 
(which are more liquid) to clearinghouses. In 
your opinion will clearing houses be effective in 

reducing counter party risk for OTC products? Or 
will the latter still remain a potential source of 
large systemic risk?
\

While there are probably several ways to mitigate systemic risk, 
the preferred method is probably not to wait until the world is 
on the brink of financial collapse for the Federal Reserve to  as-
semble a consortium of financial institutions in its lower Manhat-
tan boardroom to avoid global calamity. Such was the case in 
September of 1998 when genius failed and Long Term Capital 
Management was taken over by a consortium of fourteen banks.  
At the time, LTCM had $100 billion in assets and $1 trillion in no-
tional derivatives exposure. Almost to the day, ten years later, the 
Wall Street Journal headline blared: “CRISIS ON WALL STREET 
AS LEHMAN TOTTERS, MERRIL IS SOLD AND AIG SEEKS TO RAISE 
CASH.” AIG had $2.7 trillion of notional derivatives exposure 
with 12,000 individual contracts; $1 trillion of exposure was 
concentrated with twelve major financial institutions. The private 
consortium in this case failed and the federal government provid-
ed emergency funding, acquired 79.9% of the company and fired 
the CEO. With this as recent background, the notion of clearing 
houses seems a rational alternative. 

Emerging market banks have also diversified their funding 
sources over the past 3 years with IIF credit inflow forecast to 
reach USD394bn in 2012, up from USD127bn in 2009. This 
trend will continue, as more foreign investors find attractive 
risk/reward opportunities in these economies.

How far do you believe in the emerging market 
decoupling theories with reference to growth 
and investment opportunities? What are some 
of the investment ideas that can be generated 
from these theories?

Emerging markets are not necessarily decoupling, but they are 
less susceptible to financial risks today than developed markets 
because of lower Debt/EBITDA, higher cash to debt levels, and 
higher interest coverage ratios. There is no decoupling when it 
comes to risk aversion, but there has been fundamental decou-
pling in terms of economic development, including the rise of 
the consumer in both Brazil and Mexico. To put it simply, decou-
pling does not exist if investors simply do not want to take risk. 
However, emerging market credit, including local currency debt, 
has a better outlook than credit in many developed markets, as 
positive real yields in emerging markets are likely to continue 
to appeal to international investors. Investors bought emerging 
market sovereigns throughout 2011 and will continue to do 
so in 2012. Marathon looks for pricing dislocation and special 
situation investments in the EM universe and feels that there 
are opportunities on both the long and short side, across the 
capital structure.

Regulatory and Infrastructural 
Landscape
In wake of the increasing regulatory require-
ments and institutional client demands, what 
are the challenges related to infrastructure that 
hedge funds face? Can increased compliance 

such as registering with SEC have a significant 
impact on hedge fund’s nimbleness and the 
ability to generate alpha? Also, does a stronger 
hedge fund infrastructure create an entry barrier 
in the industry?

Marathon has been registered with the SEC since 2003, as the 
firm had a goal of operating under “best practices” anticipat-
ing the requirements of its institutional clients and seeking to 
most efficiently and effectively satisfy its fiduciary responsibilities.  
Marathon appreciated the benefits of a strong infrastructure and 
transparency and worked to get a head start providing such a 
platform, understanding that those late to the game would be 
penalized by investors. This situation clearly came to a head post 
the financial crisis of 2008-2009 as hedge fund investors, legisla-
tors, and regulators have sought improved governance, controls, 
and transparency.  

Hedge funds must be willing to build, maintain and fund the 
skilled personnel and technological framework that satisfy cur-
rent statutes such as the Dodd Frank Act and the attendant scru-
tiny on the financial services industry.  A short list of new filings 
include Form PF, 13H, SLT, FATCA and each of these filings require 
a response from several aspects of the firm’s infrastructure in-
cluding legal, compliance, risk, operations and technology.  Fur-
ther, in the U.S., investment advisers to private funds must soon 
register with the Securities and Exchange Commission (SEC).  The 
original registration deadline was July 21, 2011, which the SEC 
is extending to the first quarter 2012.  However, Marathon, for 
years, has been preaching and practicing these core principles as 
its institutional standard and registered many years ago.  

In addition to a strong legal and compliance infrastructure, a 
registered investment advisor should have scalable technology, 
monitoring protocols, and processes supported by its risk and 
operations team.  Other key functions include valuation, account-
ing, tax, human resources, regulatory reporting and investor rela-
tions.  

A robust infrastructure platform also requires strong relation-
ships with several important outside third parties such as valua-
tion agents, administrators, external counsel, auditors, and direc-
tors.  Institutional investors are checking for appropriate controls 
from the fund board of directors, to the portfolio managers, prime 
brokers, and administrators.  Moreover, it is not just a sound busi-
ness decision to be focused on your global infrastructure; it is a 
necessary tool for your clients to be able to underwrite and ap-
preciate the foundation of the firm.

“ In addition to a strong legal and compliance infrastructure, a registered 
investment advisor should have scalable technology, monitoring protocols, 
and processes supported by its risk and operations team.  

”

“ Moreover, it is not just a sound business decision to be focused on 
your global infrastructure; it is a necessary tool for your clients to be able 
to underwrite and appreciate the foundation of the firm.   

”
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Dealer apathy has created a vacuum in the market, where 
banks keen on meeting Basel III requirements have started 
to shrink their trading books. In late 2010, the Bank for In-
ternational Settlements released an international framework 
for liquidity risk measurement, standards and monitoring that 
places securitizations rated BB- and below in a 1,250% risk-
weighted asset category, making it very unprofitable for banks 
to hold these assets on their balance sheets.

As a result, trading volumes and sizing has significantly been 
reduced and competition for assets has diminished, creating an 
opportunity for seasoned investors to take advantage of market 
dislocations. 
Marathon has a competitive advantage in understanding this as-
set class because of its investing experience, trading expertise, 
proprietary analytical tools,and understanding of the regulatory 
framework for securitizations. 

While we have the broad outline of the Central Clearing Coun-
terparty (CCP) concept as a result of the Dodd Frank legislation, 
many of the specific rules and procedures are still being written 
by the SEC and the Commodities Futures Trading Commission 
(CFTC). Until there is a longer track record for the CCP opera-
tion in the United States, it may be instructive to review exist-
ing and long standing analogous operations elsewhere.  One 
noteworthy example of such an operation is LCH.CLEARNET 
(LCH) (formerly known as the London Clearing House and the 
Paris based Clearnet). It is an independent clearing house that 
serves international exchanges as well as a variety of OTC mar-
kets. It is 83% owned by its users and 17% by the exchanges 
for which it clears. As a clearinghouse, LCH acts as buyer to 
the seller and seller to the buyer. The buyers and sellers are 
clearinghouse members. There are strict membership rules such 
as minimum capital requirements. Each member is required 
to contribute to a Default Fund. The members also post initial 
margin and variation margin which is adjusted each day and 
sometimes even during the course of a trading day. 

LCH has a robust risk team that routinely conducts historical 
and scenario based stress tests to determine the adequacy 
of the Default Fund as well as other capital resources avail-
able (including margin) in the event of a member default. LCH 
has the power to suspend a member’s trading in the event of 
unusual trading activity or deteriorating credit. LCH is regu-
lated by the UK Financial Services Authority, CFTC as well as 
by other market regulators and central banks in the jurisdic-
tions in which business is conducted. Judging by its successful 
handling of defaults by such companies as Enron, Lehman and 
more recently, MF Global, it would appear that the CCP con-
cept, if structured and operated prudently and with sufficient 
oversight and capital very well may reduce counterparty and 
systemic risk.  

While we believe clearing houses will reduce bilateral counter 
party risk such as that posed by Lehman, we also believe a 
new risk can be created by aggregating risk to a central clear-
ing house. Mitigating such risk might require higher collateral 
requirements on the part of hedge funds which may become a 
hurdle to such funds’ trading strategies in these products.  The 
clearinghouses may also reduce the ability of smaller banks to 
act as counter parties in the marketplace if they will not be able 
to meet the clearinghouse membership requirements.  Overall, 
however, we believe that on balance such clearing houses are 
the most effective approach to mitigate the risk of today’s ex-
pansive CDS market.   

This bifurcation may introduce room for error and inefficient 
portfolio hedging until all swaps are traded through clearing-
houses.  To reduce counterparty credit risk by assigning these 
derivatives to clearinghouses would increase transparency and 
reduce spreads. Furthermore, in the wake of the MF Global 

bankruptcy and the inability of the CFTC to identify or locate 
certain substantial customer funds, investors also want complete 
segregation of client funds, which may reduce market liquidity.  
Segregation of assets is a principle Marathon has practiced for 
many years in parts of its business where it made sense, such as 
clearing derivatives through one central bank instead of multi-
ple counterparties through the use of “give ups”.  Pursuant to a 
“give up” or intermediation agreement, Marathon enters into a 
CDS trade with a counterparty bank that falls within the scope of 
the intermediation contract.  By the time the trade is confirmed 
by DTCC, Marathon’s contractual obligation is to “give up” bank 
and not the counterparty bank.  Marathon has used large banks 
such as JP Morgan rather than smaller banks for “give up” ar-
rangements, as trading through such clearing houses rather than 
lower tier banks should reduce risk and bank negotiating lever-
age.  Finally, banks should not have monopolistic control over 
futures clearing.  For example, clearing through a Futures Clear-
ing Mechanism (FCM) makes more sense because of their well-
funded insurance funds and net margin systems

Concluding Thoughts
You have the rare distinction of being a hedge 
fund with proven expertise in varied areas of 
investments ranging from corporate distressed 
debt to ABS to real estate, and panning devel-
oped markets and emerging economies. With 
your knowledge of the same, which area or sec-
tor do you believe offers greatest opportunity for 
generating alpha in the near future?

The U.S. Non-agency RMBS represents a great opportunity for 
generating returns in the near future, as default adjusted yields 
are currently in the low teens, especially in a low interest rate 
environment.

Non-agency RMBS is a $1.2 trillion in investable market split 
across Subprime, Alt-A, and Prime securities. Recent technical 
pressures including shadow inventory (Maiden Lane II), bank 
regulatory capital requirements, European bank exposure, and 
mortgage litigation and risk tied to origination, securitization 
and servicing have created an attractive entry point for the asset 
class.

“ Dealer apathy has created a vacuum in the market, where banks are 
keen on meeting Basel III requirements have started to shrink their trading 
books.  

”
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INTERVIEW WITH
SRINIVAS MODUKURI

Srinivas Modukuri, Chief Investment Officer and Partner of One William Street Capital Management 
(OWS), is responsible for its investment strategy and risk management as well as for the firm’s overall 
research infrastructure. Prior to joining OWS in 2007, Mr. Modukuri was a Managing Director at Lehman 
Brothers where he led the Securitized Products Strategies group and was a member of the Fixed Income 
Operating Committee. He has over 13 years experience in the securitized products business with exper-
tise in the valuation and risk management of complex pools of securitized assets. Mr. Modukuri holds an 
MBA degree from the Indian Institute of Management, Ahmedabad.

Some of the biggest concerns for investors are the low levels of consumer lending and condi-
tion of housing market in United States, exposure of European banks to US holdings and prob-
abilities of an eventual asset selloff. Mr.vSrinivas Modukuri (CIO, One William Street Capital) 
speaks with The Efficient Frontier editorial team about these issues and articulates his opinion 
on them. He also shares his insights on asset classes that hedge funds will most likely prefer in 
the current environment and the rationale behind the same.

Consumer spending makes up 60-70% of the 
US GDP and a recovery there is important for 
the overall recovery. What is the current state 
of consumer balance sheets in the US? How 
much more deleveraging is expected before the 
consumers can resume normal spending? How 
important is a recovery in housing for repair of 
private balance sheets?

The current state of consumer balance sheets in the US comes 
down to one simple thing – there are too many households 
that have an outstanding mortgage that is greater than the 
current value of their home.  So, while aggregate consumer 
balance sheets have improved since early 2008, they cannot be 
fully “repaired” till the mortgage issue is resolved.  The picture 
for that looks fairly bleak.  If, as a borrower, one’s debt is higher 
than the asset value, there are only two solutions.  One, the 
lender is willing to forgive part of the debt owed.  Second, the 
value of the asset increases.  The former is beginning to happen 
but there is still so much concern around moral hazard that 
the pace of debt forgiveness is still fairly glacial in the larger 
scheme of things.  The latter seems very unlikely over the fore-
seeable future.  Even though home prices have declined con-
siderably from peak levels in 2007, we think that the housing 
market is still on weak grounds.  We may not see further decline 
in home values in nominal terms but we may see a gradual fur-
ther decline in real terms over the next several years.  Obviously, 
housing plays a very important role for the overall economy and 
a drag from this sector will weigh upon the corporate sector as 
well.  Add to that the seemingly inevitable delevering of public 
sector balance sheets in Western economies and potentially Ja-
pan, it all makes up for a fairly sobering economic outlook.  We 
generally believe that we are in for a protracted period of low 
growth, low interest rates and general deflationary pressures 
dominating any inflation concerns over the coming 3-5 years.

“   
We think that the housing mar-

ket is still on weak grounds.  

 ”
Do you think there is a liquidity trap which is 
present in the system?

Well, it is very hard to define a liquidity trap, let alone spot one 
in advance.  In the extreme, as long as there is borrowing in the 
system, there is always a risk of a liquidity trap. After all, even 
the strongest bank out there cannot survive if all its deposit 
holders want to take their money out at the same time. Maybe 
a better way to think of that is whether unsustainable borrow-

-ing is going on in the system right now.  The answer is mixed.  The 
consumers, in general, are not able to access loans the way they 
were a few years ago.  There may be some exceptions in Europe, 
but overall lending standards have tightened across the board.  
In the case of Corporate balance sheets, most of the excessive 
leverage has been cleaned up, particularly in the US Financial 
sector.  Now, if you look at Public sector borrowing, the picture 
gets a little troubling.  There seem to be a lot of governments 
that have potentially borrowed beyond their means.  Countries 
like Portugal and Greece have been well documented.  Countries 
like Italy and Spain seem to be the next ones at risk.  And then 
you have countries like Japan and United States that have fairly 
high debt-to-GDP ratios.  As of now, the markets don’t seem to 
be too worried as these countries are able to borrow at rates that 
are close to historical lows.  But could this change tomorrow and 
lenders say that this is simply not sustainable?  Probably no one 
knows the answer to that question, but if it were to happen, that 
will be the mother of all liquidity traps!

Do you feel measures like HARP (Home Afford-
able Refinance Program - it is a govt. program 
aimed at helping underwater (Loan-to-value > 
100%) borrowers refinance loans at lower rates 
are sufficient in size and scope or is there a need 
for more drastic measures?

These measures are all, I would say, necessary but not sufficient 
among themselves. So there are two major programs of the US 
government at large: One is the HARP or the Refinance program 
and the other is called the HAMP which is the modification 
program. The first one is geared towards refinancing borrowers 
who could eventually pay but are currently underwater on their 
mortgage. The second one is aimed at borrowers who are having 
trouble making payments and involves offering them a solution 
that does not involve a foreclosure, i.e. reducing their monthly 
payments through lowering the interest rate and/or reducing the 
loan balance.
 Both these programs have been at some level, a huge 
success and viewed differently a colossal failure.  On one hand, 
they have helped to slow down the pace of new distressed homes 
on the market, especially the modification program.  By willing 
to engage the borrower to find a solution for a delinquent loan 
that does not automatically involve a foreclosure and eviction, 
HAMP has meaningfully slowed down the pace of new distressed 
properties and prevented the housing market from going into 
an uncontrollable downward spiral. At the same time, neither of 
these programs has solved the problem.  Housing remains anae-
mic, number of delinquent borrowers is still at elevated levels 
and an uncomfortably large number of borrowers are underwater 
on their mortgage.  At the end of the day, the size of the housing 
market may be too big for the government to solve by simply 
throwing money at the problem.  So everything that the adminis-
tration has been doing - and there is a good rationale for that - is 
to make the adjustment process a little more gradual as opposed 
to being sudden. But at the same time, it is not clear if they have 
any tool in their arsenal that would allow them to create a drastic 
measure and actually solve the problem.
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years bucket, 6-12 years, >12 years bucket) and they manage 
their exposure across these strategies based on that. For ex-
ample if there is a pension fund that does not have a liquidity 
need for the next 2-3 years, they would be most willing at that 
time to move out of the spectrum and invest more in a PE style 
fund or a less liquid strategy. They can afford to sell their liquid-
ity premium. On the other hand if they have more near term 
funding needs then they invest a certain minimum percentage 
in funds that are more liquid.

Are funds of funds the new marginal investors 
in 2011, as investors scramble for safety and 
look for someone to do due diligence?

Role of funds of funds has been very important over the last 
few years. When done right, fund of funds offer a huge value 
to their own clients by essentially giving them access to an in-
stitutional like infrastructure that allows them to both pick the 
right managers as well as do the appropriate proper upfront 
due diligence. And since 2009, these things have become even 
more important. FoFs like PEs, HFs, those with good operational 
strategies, a strong team and a good track record are definitely 
gaining ground at the expense of those that lack on these in-
stitutional measures.

To ‘comply with Basel III’, Banks like Citi are 
spinning off their prop trading arms and lending 
to them. Does that not increase competition for 
‘non captive’ hedge funds like OWS?

In totality, we view this as a positive actually.  For the most part, a 
prop trading arm at a large bank was already a competitor.  Now, 
by spinning them off, you are reducing any potential advantages 
these trading arms had by being part of a large investment bank 
and they also typically come out smaller in size than they used to 
be.  So generally, if an Investment bank closes or for that matter 
spins-off the proprietary trading arm, it reduces competition for 
us.

Before 2007-08, leverage was a primary way for 
the hedge funds to make money. However, as the 
funding costs have increased for banks, is lev-
erage still a preferred way where hedge funds 
make money?

European banks own a sizable amount of USD 
based holdings ($1.8 trillion). Reports suggest 
that they are looking to offload a sizable amount 
of this and also constrain lending. How will it 
affect yields in the US and thereby the recov-
ery?

I think the amount of US assets held by European banks and 
the potential of those to come out in the next 2-5 years is not 
that high. In my view, the extent of potential assets there has 
been a little exaggerated. I think it’s not going to be an over-
whelming matter because the ability to sell assets is also a 
function of what your cost basis is relative to the market price. 
If you have to sell these assets to create more capital, you have 
to also consider the loss on assets that you are taking by sell-
ing instead of holding them on your balance sheet. So I am less 
worried about massive asset sales that disrupt the market here 
but more concerned about the ability to lend in the next 3-5 
years. That may not be the only reason, but that maybe one of 
the many reason why Europe could go through a very painful 
correction in the next 3-5 years. And that would have some spill 
over effect on the US.

On the same front, we have heard that although 
net USD holdings by European banks are less 
- the gross holdings or the top-line is huge. 
Consequently, with the huge magnitude of daily 
transactions, any problem on the European 
front spills over into the US very soon. Is that 
another way of looking at the same issue?

I think there are two separate issues - one is what we are talk-
ing about here and is more relevant from a liquidity and inter-
bank lending credibility standpoint. If you have large banks on 
both sides that probably engage in transaction of trillions and 
when that interbank lending market freezes up, it creates a 
liquidity issue and this is what the FED and the ECB are work-
ing very actively to prevent. But this is driven less by asset sales 
and more by the confidence around European banks. The real 
problem is with the real economy.  The EU is 25% of the world’s 
GDP.  If they have some contraction, it’s going to have some 
spill over effect.

Do pension funds invest in hedge funds to profit 
from the risks of credit, illiquidity etc, or are 
there other reasons as well?

Well, first and foremost, it is simply not true that all hedge funds 
take credit risk or liquidity risk only.  There are plenty of strategies 
like relative value trading, long/short equity etc. that are fairly 
liquid strategies.  Overall, there are plenty of reasons for long 
term investors like pension funds, endowments etc. to invest in 
hedge funds and here are three that I view to be most important.  
First, it makes sense to have some allocation to funds that are 
trying to generate absolute returns as opposed to returns relative 
to a benchmark.  The same underlying reasoning also gives them 
a strong diversification benefit from having exposure to multi-
ple hedge fund and/or private equity managers.  Second, hedge 
funds are an easy way for these institutions to get exposure to 
either asset classes that are harder to underwrite as well as to 
the intellectual capital of the investment manager.  For instance, 
if you are of the view that Warren Buffet is a pretty smart guy 
(hard to disagree with that view) then the only way you can 
benefit from his acumen is by investing with him.  The same is 
true for many hedge fund managers.  The third reason is these 
institutions tend to be the most patient investors and the horizon 
of investment that they are looking for tends to be longer than 
the typical investor.  Consequently they are in the best possible 
situation to extract value for the lack of liquidity. This is again a 
reason why their investments in alternatives like hedge funds and 
PE funds are increasing.

How do these Pension funds evaluate the perfor-
mance of their investments in these alternatives 
given that the investments in esoteric products 
are marked to model usually?

These funds can invest in a variety of plans. To give you an example, 
at one end of the spectrum they could be investing in a long short 
equity fund. A long short fund can tell you everyday what their 
P&L is because they are dabbling in securities that are very liquid 
and that can be liquidated within days, if not quicker. At the other 
end of the spectrum they could be investing in a PE fund which 
is making investments in infrastructure development in emerging 
markets. Now for that fund it could take 3-4 years to figure out 
their profits with even some basic confidence.  The institutions 
like pension plans and endowments have a pretty good apprecia-
tion for what is the implied liquidity of the different funds based 
on the strategy that these funds employ. Strictly speaking, they 
have a model where they would take their options, and say which 
are the alternatives that fall in different liquidity buckets. (say 1-3

“ It makes sense to have some allocation to funds that are trying to generate 
absolute returns as opposed to returns relative to a benchmark.

  

 ”



50   The Efficient Frontier/January 2012 51   The Efficient Frontier/January 2012

haven’t gotten to a point (yet) when they can fuel growth in 
the global economy despite a slowdown in Europe or the US. 
That to us argues for a world where (a) economic growth will 
be anaemic with risks to further downside, (b) interest rates 
will likely remain low with deflationary risks being the primary 
concern, and (c) with fiscal policy challenged, monetary policy 
will be very accommodative over the foreseeable future.  We 
generally like assets that offer us the highest current income 
with the lowest amount of economic risk.  Distressed mortgage 
credit fits this description as these assets offer very attractive 
cashflow returns in a pretty bleak economic scenario.

What is the typical correlation of hedge funds 
with the broad market, say the S&P 500?

It really depends on the strategy of the hedge fund and typically 
there is a continuum.  At one extreme you have strategies like 
fixed income relative value, stat arb trading etc.  These strate-
gies are, by construction, market neutral.  As a result, investors 
get very uncomfortable if they a correlation between the fund’s 
performance and the broad markets.  At the other extreme, you 
may be looking at an infrastructure focused private equity fund.  
Such a strategy will have a very high correlation with global 
economic conditions – it is simply unavoidable.  Investors un-
derstand that.  Then there are strategies that fall in between,

like long/short equities, distressed credit etc. These strategies will 
typically have some correlation with the broad market but have 
an overall beta less than one.  For instance, a long/short equity 
fund may target the same overall risk as S&P 500 Index 
but only 0.5 beta and the remaining through alpha.

Is it harder to trade in private securities as com-
pared to publicly traded securities?

Absolutely.  The first issue is around available information.  Obvi-
ously, when dealing with publicly traded securities, this informa-
tion is both readily as well as uniformly available.  In the case 
of privately traded securities, it often takes a lot of work just to 
understand what information is reliably available and what is 
not.  It is not uncommon to spend time and effort on a transac-
tion only to conclude that the trade is imprudent to execute with 
the available information.  The second issue is around investor 
rights.  In the case of publicly traded securities, you can rely to a 
great extent on the typical checks and balances that automati-
cally come with listing on an exchange.  For private securities, 
that is rarely the case and as an investor, you have to make sure 
that your rights are protected.  As a result, to trade in the private 
markets one usually requires a bigger infrastructure setup.

Leverage across the board today is only a fraction of what 
it used to be. At the same time, returns on assets are a lot 
higher than what they used to be. Because, the assets are a lot 
cheaper today, we don’t need any leverage for the same. Also, 
in the current times we don’t take any leverage risks because 
the liquidity problem hasn’t been completely resolved. We are 
actually quite mindful of the issue that in the majority of the 
investments that we make, the thesis can be attained without 
any leverage.

Do investors still judge hedge funds by absolute 
return only, or do they employ other metrics like 
alternative Beta, Sortino ratio etc?

It really ends up being a combination of quantitative factors 
and some qualitative factors as well.  On the quantitative side, 
metrics that a lot of investors care about are absolute returns, 
correlation of returns with the broad markets, average volatil-
ity of returns, Sharpe ratios, maximum drawdowns etc.  At the 
same time, since hedge funds are dynamic investment vehicles, 
qualitative factors are also very important and here investors 
try to get a good understanding of factors like risk manage-
ment culture, risk controls, operational excellence, style drift, 
depth and breadth of time etc.

With the increasing role of politics in markets 
(for example Europe), will it be right to say that 
political analysis has become a key step in the 
analysis?

I would say both yes and no. At one level you are absolutely 
right – we play in distressed assets and our returns have been 
dependent on whatever is happening in Europe and Euro zone 
in addition to the fundamental value of the asset we have. Thus, 
the role of Europe and European politics has increased. But at 
the same time, when we think of political analysis as a key step, 
it makes sense as long as you subscribe to a view that there is 
someone out there who is able to analyze and cover the right 
view on what is going to happen. Europe seems like a complete 
mess because nobody has a clue. European returns are being 
driven by the Euro because markets are very confused, so every 
amount of information that moves the markets a lot, you would 
want to have some insight on it, but I think the situation is so 
poor and volatile that no one really has a good grasp as to what 
will happen next

What are the Asset classes which hedge funds 
are looking at and which will be more valuable 
to the investors?

There are some fairly powerful structural changes going on in the 
world right now and these drive the relative value of different 
asset classes.  The western economies are going through a delev-
eraging period and correcting for the excessive borrowing in the 
earlier part of the century.  This has certainly been the case with 
private sector balance sheets – both households and corporates.  
The governments are trying to cushion the near term adverse 
impact of this correction by borrowing and spending, but that’s 
proving to be difficult.  In countries in southern Europe as well as 
the United Kingdom, austerity is the overarching focus.  As a re-
sult, even the public sector is pulling back on spending and gen-
erally deleveraging across the board. In countries like the United 
States, government spending and debt are increasing at a very 
rapid pace but there are growing concerns around the sustain-
ability of this approach, especially in light of future entitlement 
related liabilities.  All in all, this calls for a slow growth period for 
the developed countries.  Emerging countries like China, India 
and Brazil are playing a bigger role in the world economy and 
arguably have better growth prospects. That said, these countries 
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INTERVIEW WITH
ALEX EHRLICH

Alex Ehrlich is a Managing Director of Morgan Stanley, responsible for the firm’s Prime Brokerage busi-
ness, and jointly responsible for the firm’s Equity Finance and Listed Derivatives businesses. He is also a 
member of the firm’s Equity Operating Committee. 
Mr. Ehrlich joined Morgan Stanley in August 2009 following six years as Global Head of Prime Services 
at UBS.  He spent the prior 22 years at Goldman Sachs, where he served as global co-head of that firm’s 
Prime Brokerage business from 1998-2003.
Mr. Ehrlich is married with three children, and lives in Chappaqua, New York.

The Prime brokerage industry has evolved over the last few years as it faces a novel environ-
ment ahead to generate investment ideas and raise capital. The Efficient Frontier editorial team 
catches up with Mr.Alex Ehrlich, Head of Prime Brokerage Services at Morgan Stanley, to ex-
plore the intricacies of this business model and changes facing the industry. We cover issues 
such as the nature of prime brokerage business, the key differentiating factors, the regulatory 
challenges, leverage levels in the business, its geographical scope and a host of other pertinent 
issues.

Could you elaborate on Morgan Stanley’s Prime 
Brokerage business model and the strategic 
advantages it offers for hedge funds especially 
in the current scenario?

Our view of the prime brokerage business is that it has fun-
damentally changed since the financial crisis of 2008. As you 
know, prime brokers provide a diverse set of services. What 
really changed since 2008 is that the days of prime broker-
age being a standalone relationship with the client are pretty 
much over. Now the business is a much more integrated part 
of the overall relationship between the entire bank and the 
hedge fund.

Our goal is to be the best possible partner to clients who under-
stand that their Prime Broker is truly a partner. This may sound 
obvious, but in fact, some clients want and value a good part-
nership, while some are very transactional - they want specific 
things or they want every transaction to be executed at the best 
possible price without thinking in terms of the overall give and 
take of the relationship. While we recognize that most clients 
will have more than one prime broker, we work best with those 
clients that understand that the relationship is very strategic. 

“   
What really changed since 2008 

is that the days of prime brokerage 
being a standalone relationship with 
the client are pretty much over.  

 ”
Given the diverse mix of businesses (infra-
structure, advisory, financing) within Prime 
services, how is segment level performance 
evaluation done? Are conventional metrics like 
RoA/RoE meaningful for the same?

We do look at segment level performance and we certainly have 
a large financing book, which we scrutinize and analyze very 
closely. We look at ROA, ROE, ROC; but it goes beyond that, there 
are returns on balance sheet, returns on regulatory capital, and 
returns on risk-weighted assets - there are lots and lots of met-
rics. Having said that, these kinds of conventional metrics are 
not very helpful when it comes, for example, to looking at ques-
tions such as how much work we should do for a client in capi-
tal introductions.  The costs for these and other similar services 
for which we do not charge are amortized across the business

It is a good question because you are right that conventional 
metrics take you only so far. If you follow them slavishly, they 
would grossly distort your assessment of the relationship with 
clients. As I said earlier, our goal is to be the best partner in terms 
of service quality.  That requires a holistic assessment of those 
metrics.

Among Technology/Analytics, Financing, Global 
Reach, Balance Sheet strength and Relation-
ships; which is the most influential differentiator 
for clients and why?

I tell people all the time that when you begin a relationship or a 
conversation with a client, you never know what is going to be 
important to them. Figuring this out is an important part of the 
job of the coverage officer. 

There is no answer to the question, ‘what is the single most influ-
ential differentiator for clients?’ It completely varies. Clients with 
different strategies have different requirements. For example, an 
equity long-short strategy generally does not strain the balance 
sheet, so balance sheet strength is not going to be a differentia-
tor for an equity long-short fund. However, for a macro fund bal-
ance sheet strength and cost of financing may be very important.

It’s a bit like asking a car manufacturer, ‘What is the most im-
portant thing that the customer wants?’ Well, some want more 
fuel efficiency, some want more luxury; some want the fastest ac-
celeration -- while some just want to be transported from point a 
to point b! That’s why there are lots of different cars on the road.

So while there is no single most influential differentiator, certain 
things are clearly central to success in the hedge fund business: 
good ideas, good investors, and airtight infrastructure.   As a 
prime broker, and more broadly, as an investment bank, help-
ing clients with those three things will  create intimacy in the 
relationship.

After the issue of missing client funds at MF 
Global, do you see hedge funds worrying about 
the safety of their assets with prime brokers?

The news around MF Global is merely one more unfortu-
nate data point which indicates that safety and sound-
ness of client assets is not something you can take for 
granted. It does make clients more vigilant. They are already 
more focused on counterparty risk than they were pre-
2008, and this is just one more element of counterparty risk.

When Basel III comes into effect, bank Tier I 
capital ratio will increase to 7% (including 2.5% 
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countercyclical buffer). In addition, leverage 
levels are at historic lows and hedge fund per-
formance has been poor in FY11. How do you 
see these factors impacting prime brokerage’s 
business margin?

Capital ratio requirements will clearly impact margins of prime 
brokerage businesses. Having said that, we are innately con-
servative, and our internal P&L calculations have already been 
hit by the cost of additional capital allocated to us by our own 
internal funding process. 

The balance sheet of our firm is managed by the firm’s treasury. 
We are very comfortable with the overhead that we have in 
terms of balance sheet capacity for our businesses.

With Volcker rule necessitating banks to spinoff 
their prop trading activities into hedge funds, 
do you expect significant business from these 
newly created hedge funds?

Yes, we do see significant business from newly created hedge 
funds, which have been spun off from global investment banks. 
We are in talks with nearly all of these hedge funds, and expect 
to work with most of them. 

In general, what kind of leverage levels do Prime 
Brokerage firms provide to Hedge Funds & how 
does this vary across asset classes? How has 
the scenario changed post 2008?

Leverage levels vary across asset classes, and quite frankly a de-
tailed answer would involve a large volume of data fitting many 
pages! We see different leverage levels for different types of as-
sets in different circumstances.
Leverage levels did drop in 2008, not so much because prime 
brokers were unwilling to lend, but more because clients were 
deleveraging of their own accord because of poor liquidity. How-
ever, leverage levels pretty much returned to normalized levels in 
2009-10 and early 2011. Right now leverage levels are running 
unusually low, a trend which started late in 2011.

Do you see the prime brokerage business model 
being replicated across divisions in emerging 
markets as their financial systems are opening 
up and a first mover advantage would offer sig-
nificant market share?

We see emerging markets opportunities as very important to our 
strategic vision.  Brazil would be a good example of an important 
emerging market where we are one of the few global banks to 
have a substantial local prime brokerage presence. Over the years 
we have consistently invested early in emerging markets, and we 
are keeping a close eye on the opportunities in India.

Money Manager/January 2012

“ We do see significant business from newly created hedge funds, which 
have been spun off from global investment banks.   

” VENTURE CAPITAL
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ARTICLE BY
G. V. RAVISHANKAR

G.V. Ravishankar is a Managing Director with Sequoia Capital India. Prior to joining Sequoia Capital, Mr. 
Ravishankar worked at McKinsey & Company in Mumbai, where he advised senior management of top 
Indian companies on a variety of issues including business building, channel management and leader-
ship development. As “the entrepreneurs behind entrepreneurs”, Sequoia Capital (India), with the help 
of Mr. Ravishankar, has had the privilege of being the first venture capital investor and business partner 
in companies like Edelweiss, Idea Cellular, Paras and SKS. 
Prior to McKinsey, Mr. Ravishankar worked at Wipro Technologies, where he helped several venture-
backed networking start-up clients design and build customer premise equipment for next generation 
applications. An IIM-Ahmedabad alumnus, he was the recipient of the President’s Gold Medal. 

What constitutes successful “Venture Investing” has been an enigma for practitioners and 
academicians alike. One school of thought swears by it being a “hard science” which can be 
reduced down to minute rules where success is a parameter of how faithfully you follow them. 
Another school of thought dismisses the idea of any “golden rules in investing” and maintains 
that success in this endeavour is an art which can be practiced only by those who have a “flair” 
for it. Team Efficient Frontier speaks with Mr.G.V. Ravishankar on these issues and hears his 
thoughts on the same.

RULES VS. FLAIR BASED IN-
VESTING

While both schools of thought have some merit, we believe 
that “Successful venture investing is more art, less science”.
While we cannot reduce it to minute rules, we look for some 
fundamental characteristics before investing in a business. Our 
investment decisions are made based on the overall market 
structure (and size, trends etc), the team that is running the 
business, their business model, moats protecting the firm, the 
risk carried versus potential reward, and comparisons with 
other markets.

ON WHAT CONSTITUTES A 
GOOD MARKET

One way in which we differ with popular opinion, is that we 
prefer a good market to a good team. Typically we look for 
large markets. We define a market by the “problem which you 
can solve”. So when we look at an investment opportunity, we 
consider if it is solving a problem that is large enough and con-
cerns a critical mass of people. We ask ourselves “Is this a prob-
lem which people would be willing to pay for to eradicate? “
We must remember that for us, returns come during exit. Con-
sequently, we look at companies that can grow to an enough 
scale – let’s say around INR 50-100 crore of profits. Of course 
the figure would vary across different industries. But one way 
to look at it is to say that the size can become large enough for 
an IPO to be possible. If yes, then this problem is large enough 
for us to look at.

ON WHAT CONSTITUTES A 
GOOD TEAM
The first thing we look for in a good team is how much confi-
dence it has in its own idea? A team whose members have left 
their regular job to pursue the idea is more convincing than a 
team which has members unwilling to risk the loss of their jobs. 
If we are willing to put our money into your business, then you 
should at least be willing to put your time and faith in it. 
This brings me to the second thing we look for – the passion 

that the team has for its plan. We look for people who live for 
their business 24x7 and are obsessed with it.  We look for people 
who have some reason to solve the problem that they are solv-
ing. It is this passion which will make them stick through the ups 
and downs of their venture.
The third thing we look for is complementarities of skill set. The 
members should bring different skills sets to the table and it-
would be even better if people have worked with each other 
before and hence there is bonding within the team. The team 
needs to be able to bounce ideas off each other and bring differ-
ent views to the table
The fourth thing we look for is trust. Simply speaking - If we 
don’t trust the promoters, we don’t look into the opportunity any 
further, even if the value offered is great.

ON WHAT CONSTITUTES A 
GOOD BUSINESS MODEL
This is another area where we have an approach that is different 
from the academic rule-book. So, instead of going top-down, we 
prefer to look at our investments bottom up.
There are two aspects to this. The first constitutes what is known 
as a “unit economics model”. We focus a lot on this.  It helps us 
answer questions like what is the cost structure of the business, 
what is the life-time value of a customer,  what does it take to 
acquire a customer and what contribution margins can be gener-
ated. 
The second aspect revolves around the ability to scale up this 
unit model such that we can maintain the expected contribution 
margins even at the point of exit (say 5-6 years down the line). 
This is where the importance of moats comes into play.
At the same time we have looked favourably at opportunities 
where the business model was not completely in place. In such 
instances, the questions we asked ourselves were:“Is the prob-
lem they are solving painful enough?  Is the market they intend 
to serve, deep enough? Is their mouse trap a good one?”
Even so, it is important to know where the money is going to 
come from. Eyeball marketing alone does not work in India.

ON MOATS
When we say moats, we mean things around the business that 
protect its margins and market share. This is important because 
growth opportunities or margins that exist for the company as of 
now may not exist later if the market gets crowded with competi-
tion. So a business needs to have strong moats around it. 
A good example for this in India is JustDial, which is very difficult 
to replicate because of the network effect the business has.

“ Instead of going top-down, we prefer to look at our investments bot-
tom up.   

”
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ON RISK VERSUS REWARD

The question of risk versus reward as an investor is a tricky one 
to look at. While one prefers investments with high returns, the 
risk of failure is something that must be looked at.
In early stage investing, we focus a lot on the upside possibility 
and we are prepared to take risk of capital loss when we go in 
very early with small cheques. In a growth investment, we don’t 
want to lose money and are okay if we don’t end up generat-
ing 10x returns. Our primary concern is that we don’t want say 
10% or more of our portfolio to end up being written off.
In this regard, we should separate our investments based on 
size and maturity.  An early stage venture which is small in size 
offers greater growth opportunities but carries higher suscep-
tibility to failure as well. In contrast, a large venture - say of 
size 50-200 crores – may offer lower returns but the business 
model is proven and cash flows are more stable.

ON COMPARABLES

A good way to go about this is to look at listed comparables 
both in terms of their financial and operational characteristics.
In terms of financial characteristics, the levels at which these 
mature firms trade can serve as a base case around which you 
base your valuations – Based on long-term trading. To the base 
case, you can then add premium for earnings growth and build 
a discount for illiquidity.
In terms of operational characteristics, we look at what the sim-
ilarities and differences with comparable firms and how would 
that affect our valuations in the Indian context.

AFTER THE INVESTMENT DE-
CISION

After the investment decision is made, we look at the portfo-
lio companies as part of our business. Many companies have 

different styles of handling their portfolios. For us, helping our 
portfolio companies is where most of our time goes into. We 
work towards ensuring we enhance the chances of the compa-
ny’s success by partnering with them and helping them on critical 
high leverage items like senior management buildout.
We have a hands-on approach to our investee companies and 
try to strengthen their businesses. Sometimes the teams like to 
bounce their ideas off us, sometimes we give them ideas – both 
sides get to learn from each other. We provide a lot of support 
to the portfolio companies that goes beyond capital. Networks, 
legal help, hiring and marketing of their business are things in 
which our scale and know-how helps. Money is only the hygiene 
factor.

ON RAISING FUNDS

Raising funds is a very important aspect of our business and the 
key question is how much funds do you raise to ensure you de-
liver good returns to your investors. It is hard to produce great 
returns with big fund sizes and hence we focus on keeping our 
fund sizes small and focus on generating better returns. There is 
only that many good opportunities in India and we have to care-
fully pick the opportunities that can result in great long-standing 
companies.

ON EXIT

To determine when to exit an investment, we look at several 
factors. Take for instance compounding, if we can make reason-
able returns on that company for next year, say 30%, we stay 
as the power of compounding is significant. The second thing 
to look at is cyclicity of business. That’s how we determine our 
entry and exit points. For instance, if interest rates are high the 
financial services stocks tend to trade at lower valuations than 
their long-term averages and this implies that it is a good time to 
buy and not sell financial services firms. Another thing we look at 
is whether an IPO is feasible, but many times that’s a milestone 
and not the exit point of the investment. Many people come to 
us asking how we are going to sell our portfolio companies, but 
we have a different perspective on this. Good companies are not 
sold, they are bought – so if you have a good company being 
built, someone will want to buy you out someday.

“ Good companies are not sold, they are bought – so if you have a good 
company being built, someone will want to buy you out someday.   

”

VALUE CREATION
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INTERVIEW WITH
VIVEK KUDVA

Vivek Kudva is Managing Director for Franklin Templeton - India and CEEMEA. In this capacity, he is re-
sponsible for providing strategic direction and leadership to the firm’s businesses. Prior to joining Franklin 
Templeton, Mr. Kudva was General Manager of Banking with National Bank of Oman, Muscat. Before 
this, he was with HSBC for over 18 years. He was instrumental in successfully developing and executing 
the bank’s retail growth strategy in India.
Mr. Kudva is an engineering graduate from the Indian Institute of Technology - Delhi, India, and has an 
MBA from the Indian Institute of Management, Ahmedabad.

While stock markets have created immense wealth for investors in the past, the sharp correc-
tion in recent times has put the spotlight on the slowing economic growth and surfacing of 
governance issues.  The Efficient Frontier Editorial Team speaks with Vivek Kudva (MD, Franklin 
Templeton - India & CEEMEA) to understand his perspective on these issues, especially corpo-
rate governance, valuation discounts, views on China & India, and his outlook on other issues 
relating to Indian corporates, such as the imminent FCCB redemption.  

Many companies are facing problem of re-
demption of FCCBs with stock prices below 
conversion price. How do you see this panning 
out in the future?

Companies have been either resetting the conversion price 
lower or taking advantage of the lower interest rates in over-
seas markets to redeem the FCCBs. With regard to the latter, 
RBI had relaxed the ECB norms for Indian companies earlier 
this year and this should help. Given the interest rate differ-
ential between India and overseas markets, companies will 
continue to look to borrow at lower rates. However, market 
volatility and recent rupee weakness could make them more 
circumspect. In terms of redemptions, we don’t think all FCCB 
issuers will be affected, companies with strong fundamentals 
and healthy cash flows should be able to meet obligations.

“   
Given the interest rate differ-

ential between India and overseas 
markets, companies will continue to 
look to borrow at lower rates.  

 ”
In India, holding company discounts (Nalwa 
sons, Bajaj Holdings, Majestic Auto) of the order 
60 – 70% can be seen which are much higher 
than those seen in Western markets. Why?

The range of discount for various holding companies would 
vary based on several fundamental factors typically taken into 
consideration for valuations. Having said that, an Indian hold-
ing company would trade at a larger discount to their underly-
ing when compared to Western counterparts primarily due to 
the nature of holding company structure, where the promoters 
tend to have higher shareholding concentration. The structure 
is less favourable to minority shareholders and results in lower 
floating stock, less trading volumes, etc., in turn attracting less 
market interest in these stocks.

With a trend of spinoffs seen in Western mar-
kets, do you see a similar thing happening with 
Indian conglomerates?

Well-managed Indian companies have relatively healthy balance 
sheets with low leverage and good cash flows. In that sense, a 
decision to spin off non-core asset would depend on the indi-
vidual company’s strategy rather than being a strong trend. 

“   
While there is certainly room for 

improvement, we believe corporate 
governance standards in India are 
quite good.   

 ”
What do you think of corporate governance 
standards in Indian companies given the recent 
incidents of Everonn, Money Matters etc.?

While there is certainly room for improvement, we believe corpo-
rate governance standards in India are quite good - India ranks 
higher than most emerging markets on corporate governance 
(GMI rankings). Tougher environments amplify the difference be-
tween better quality managements and those with inferior gov-
ernance standards/business models. Under the current environ-
ment, we are seeing a divergence in stock as well as operational 
performance between companies and the premium for quality 
companies is likely to increase.  

With the slowdown in Indian economy and ma-
turing of Chinese economy is there a permanent 
change in the ChIndia story?

Notwithstanding the short term cyclical headwinds, long term 
fundamentals remain strong for both India and China. Depend-
ing on the way key factors such as infrastructure, key reforms 
and the global situation pan out, there is potential for acceler-
ated wealth creation in the coming years. India should benefit 
from the continued fast economic growth and the demographic 
dividend. The latter along with increased focus on domestic con-
sumption in China should boost demand of goods and services 
across both the economies, given the low penetration levels. 

Among BRIC, CIVETS, CARS, which is the next 
big investing story you see on the horizon?
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ARTICLE BY
GIRI GIRIDHAR

The financial crisis of 2007-08 and the ongoing economic slowdown has put Indian corporate 
business models to test. Several businesses under financial distress have got a second chance 
to re-establish themselves under the aegis of the Corporate Debt Restructuring Mechanism 
(CDR). The Efficient Frontier Editorial Team is glad to present an insider’s view on dealing with 
corporate financial crisis in this insightful article by Giri Giridhar (CFO, Wockhardt).

Giri Giridhar is the Global CFO for the Wockhardt Group. An alumnus of Indian Institute of Managment, 
Ahmedabad, Mr. Giridhar has had an international career in the FMCG, Pharma and the  Financial Ser-
vices Space. He spent several years with Diageo Plc where he held several roles - latest as the Global 
M&A Director at London and earlier in Singapore as the Regional Finance Director for most of Asia. 
In addition, he has worked at ITC Ltd, IL&FS, Shoppers Stop and the Aditya Birla Group. Mr. Giridhar is 
passionate about people & team development.

We believe that the common theme is that emerging market 
countries (including frontier markets) will continue their growth 
path with, of course, some problems along the way.  The key is 
to identify companies that are benefitting from this expected 
shift in the global economy. 

The global economy is expected to witness varying degrees of 
recovery in the coming years. Emerging economies will con-
tinue their fast growth path while the developed economies 
will grow at a slower pace as they continue to absorb the costs 
of the recent excesses in the financial sector combined with 
declines in productivity. 

In light of the SEBI restrictions on distribu-
tor commission, competition from ETFs/index 
funds, what is your long term outlook for the 

future of active fund management in India? 

While restrictions on distribution commission have had an impact 
on the industry in recent years, we expect business models to 
transition to the new environment and stabilize over the medium 
to long term. With regard to passive products posing a threat to 
active managers, we don’t expect this to take place in the near 
future given the performance differential. Unlike the developed 
markets, well managed equity funds have outperformed their 
benchmark indices by some margin over longer periods of time. 

Mutual fund penetration remains quite low in India and given the 
expected economic growth in the coming years/decades, demand 
for professional fund managers is expected to grow steadily. The 
long term outlook for the Indian mutual fund industry remains 
positive - it could grow at around 15-20% over the next 5 years, 
helped by a favourable policy framework.

“   
With regard to passive products posing a threat to active managers, we 

don’t expect this to take place in the near future given the performance differ-
ential.   

 ”
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of the distressed company in a holistic fashion. Equally, there 
are critics – many of the lenders say that this is a forum which 
is meant to help out the nationalised banks only. Most foreign 
banks are not part of the mechanism, since their provisioning 
rules under International Accounting Standards are tougher 
than the RBI prescription and they provide for these loans any-
way.  

In a few cases, the CDR has enabled a change of manage-
ment. The most famous of these has been the case of Vishal 
Retail, where the CDR got into an auction process of sorts 
and enabled the entry of TPG, a private equity player into the 
company. More recently, it has achieved the same in the sale 
of Ispat to JSW Steel.  This is valuable, since the lenders have 
taken an aggressive approach of handing over the ownership 
and management of the companies to new owners who hope-
fully will perform better.  In other CDR companies, they have a 
right to appoint nominee directors, but this is not exercised very 
regularly. The CDR relies on the Monitoring Institution (which 
is the lead financial institution with exposures to the company) 
to monitor the performance of the company through quarterly 
monitoring committee meetings. 

The interesting thing about the CDR mechanism is that while fi-
nancial lenders restructure outstandings owed to them, there is 
very little restructuring of the non-financial debt held by other 
sundry creditors.  These other creditors don’t take any haircuts 
at all through this process. This is really left to the company to 
renegotiate credits with such other creditors. 

A very important fact in the CDR process is the principle of 
recompense. Under this, the sacrifices of the lenders during the 
tenure of the CDR are recovered when a company has bet-
tered its performance and seek to exit the CDR.  In addition, 
the principle of recompense may be triggered when certain 

events happen, such as divestments. This is unique – where the 
sacrifices are revisited on a compounded basis. That is to say, 
if a company had loans at 15% at the time of getting into the 
CDR and these had been brought down to 10% as part of the 
restructuring – the sacrifice of 5% is recovered subsequently on 
a compounded basis.   I don’t know what the track record is 
of recovering the recompense – but if this turns out to be the 
generic truth, all that a CDR has provided is a liquidity support to 
the company to tide over the crisis!

In addition to the CDR, mechanisms are available through the 
BIFR and ARCIL for restructuring the debt of distressed compa-
nies.  BIFR certainly allows companies to restructure all its debts. 
ARCIL is a recent phenomenon where the institution acts
to purchase the Non-performing loans of key lenders.  However, 
these have yet to take off as viable methods of restructuring the 
companies. 

One key complication in all this restructuring is the power of the 
courts under Sec 433 of the Companies Act with reference to 
winding up.  Any creditor can take a company to the court un-
der the winding up process. Where it is an admitted liability and 
there is an inability to pay, the court can order the appointment 
of an official liquidator, who can sell the assets, recover monies 
and pay to the creditors. 

Are there better examples internationally in dealing with dis-
tressed situations?    Recently, I had a chance to experience re-
structuring of companies in France.  Under French laws, a compa-
ny which is solvent but expects to be in serious financial difficulty 
can make an application to the French Administrator under the 
aegis of the commercial courts to restructure itself.   As a socialist 
state, the process tries to save jobs – so is prepared to do a lot 
to enable this.  In our case, the Administration process allowed 
an orderly settlement of the creditors, permitted the disposal of 

DEALING WITH CORPORATE
FINANCIAL CRISIS

“Those who die must die – Rahul Bajaj”

Readers may remember this statement by Rahul Bajaj recently 
in connection with a financial crisis of a certain private sector 
airline.  I could not agree more. 

At a very basic level, all businesses are about resource alloca-
tion.  Corporate financial management basics state the simple 
truth that owners/investors put capital into a business in the 
hope of a decent return.  If the business is not able to utilise 
the capital as efficiently as or better than what the owners/
investors can do, the company does well in returning money 
to its owners/investors. A simple truth that is often forgotten. 

A great example of outstanding financial management was at 
Diageo plc, where I worked. Diageo plc is the world’s leading 
maker of alcoholic beverages – has a topline in excess of GBP 
9 billion and has a trading profit in excess of GBP 2 billion.  
Great business strategy, but please note its financial strategy 
principles – the company takes a certain level of debt to en-
sure that return on capital is maximised. Diageo returns roughly 
GBP 1.4 billion each year to its shareholders through a buyback 
programme. Further, it gives out generous dividends.  All this is 
visible and observable publicly. 

What is less visible is the internal resource allocation pro-
grammes in corporations such as Diageo.  A strong financial 
discipline in running the business through focus on topline, 
bottomline and cash is fundamental.  Growth comes through 
a combination of organic and inorganic growth - where such 
inorganic growth is not overpaid for.  Portfolios get churned 
periodically. Investments in markets are driven by size of prize 
and the ability to access the prize.  Approach to investments 
in markets can either be Pay as you go (in markets where you 
are not completely sure of the long-term payoffs) to Invest to 
Grow (where you see long term potential and are willing to 
place Big Bets).  Such corporations are also prepared to take 
a write down completely in markets that do not payback, exit 
such markets, while being open to re-enter at some point of 
time in the future based on renewed market conditions.  

In countries such as India, the conglomerate model has been 
interesting. Krishna Palepu famously argued that in countries 
such as India, conglomerates have been necessary.  True.  How-
ever, what is also true is that there is a significant level of cross 
subsidisation between businesses in a conglomerate structure, 

which stronger businesses supporting the weaker businesses.  
The shareholders in such corporations ultimately suffer.  And here 
I am not talking of the obvious conglomerates of Tatas or Birlas. 
Take ITC Ltd for example – a fantastically performing company 
with great results year after year – but if you were to strip out 
the financial of the newer foods and other businesses, the results 
could have been even more spectacular for the shareholders. 

In India post the liberalisation in 1991, we saw a number of In-
dian business houses exit – many of these had been started by 
first generation entrepreneurs post Independence and had flour-
ished in a protected environment.  These companies became less 
relevant in the new context. The textile mills at Parel in Mumbai 
are a classic example where promoters exited the businesses and 
monetised their land and other property.  

More recently, in the last few years, the banks have taken an 
activist role through the Corporate Debt Restructuring Mecha-
nism. Faced with provisioning for NPAs, the Reserve Bank of 
India set this up as a voluntary mechanism where banks come 
together and help in the restructuring of the debt.  Under this 
programme, the debts get restructured to longer maturities, rates 
of interest are lowered, priority loans given for meeting pressing 
creditors and working capital and the performance of the com-
pany is monitored over the next few years.  A big carrot here for 
the banks is that such restructuring under the aegis of the CDR 
allows bank to continue classifying these loans as regular and 
prevent further provisioning. 

“  
A big carrot here for the banks 

is that restructuring under the aegis 
of the CDR allows bank to continue 
classifying these loans as regular and 
prevent further provisioning.   

”
Has the CDR mechanism been effective?  Looking at the number 
of cases that are now coming before the CDR, we can certainly 
claim some success.  The biggest factor in favour is that this is a 
voluntary body for the lenders.  When there are different claim-
ants to the cashflows of the company, the CDR forum has dem-
onstrated its ability to look at all the debt and the cashflows 

“   
Investments in markets are driven by size of prize and the ability to access 

the prize.  

 ”
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INTERVIEW WITH
ROOPA KUDVA

The role of rating agencies has acquired new significance in wake of the Euro zone crisis. Inves-
tors increasingly turn to these agencies in order to make informed choices which have resulted 
in them acquiring significant market power. Team Efficient Frontier speaks with Roopa Kudva 
(Regional Head for S&P South Asia) on issues which are pertinent to those looking to invest in 
India. Redemption of FCCBs, the deficit in current and capital accounts, corporate governance, 
the prevalent bond market are some of the topics on which she shares her opinion. 

Roopa Kudva is Managing Director & CEO of CRISIL. CRISIL, a subsidiary of Standard & Poor’s, 
is a global analytical company providing ratings, research, risk and policy advisory services. She 
is also Region Head, South Asia, Standard & Poor’s, which is the leading provider of credit rat-
ings globally. Ms. Kudva is a member of several policy-level committees relating to the Indian 
financial system,including committees of the Securities and Exchange Board of India (SEBI) and 
the Reserve Bank of India (RBI). She holds a degree in Statistics and an MBA from the Indian 
Institute of Management, Ahmedabad.

companies/assets in a time bound fashion.  The administrator 
helps with negotiations with workers on redundancies, ham-
mers out an affordable redundancy payment from the com-
pany. The state further funds any shortfalls in redundancies 
through long term loans to the company.  Financial debt is also 
restructured on a long term basis. All this is achieved through 
a process which is limited by law to 6 months and extendable 

only once by another 6 months. No more. I was very impressed at 
how this was done in our case in France – the residual entity post 
the restructuring now has a fighting chance to survive and grow. 

Clearly, various models exist for dealing with financial crisis! 
Question is – are we allowing the Survival of the Fittest in all of 
these cases?  
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Evaluating corporate governance is key in in-
vesting. However, in a country like India, cor-
ruption is a way of life and paying speed money 
is considered necessary to do business. How 
should we look at corporate governance in 
such a scenario? 

Good corporate governance is reflected in fair, transparent, 
and responsible interactions between a company’s manage-
ment, board of directors, shareholders, and other stakeholders. 
Studies show that well-governed companies with independent 
auditors and good board characteristics get better valuations 
and more foreign investment. The FDI and FII numbers in In-
dia for 2011 are reflective of this. In October 2011, FDI fell to 
USD 1.2 billion from USD 2.3 billion a year ago and portfolio 
flows are down to USD 8 billion in 2011 from USD 39 billion 
in 2010. While prevailing economic conditions have played a 
major role in the sharp decline, the spate of governance issues 
surrounding the telecom sector, microfinance industry etc. can-
not be discounted. 
Companies keen to maintain their credibility and safeguard 
investor interests should invest in strengthening governance 
systems and improve transparency. Indian corporates have 
some way to go in areas such as independence of board and in 
transactions involving group companies of conglomerates. The 
new Companies’ Bill which has been introduced in the parlia-
ment, if made into law, will strengthen the role of independent 
directors and auditors and improve transparency. 

Indian corporate bond markets are under-
developed. What hurdles are preventing the 
same and what steps should regulators take to 
change this?

A developed corporate bond market is vital for Indian corpo-
rates who could benefit from an additional robust avenue for 
raising finances. It is especially vital in light of the USD 1 trillion 
plan that has been envisioned by the government to develop 
infrastructure in the country.  

However the corporate bond market in India at about USD 
200 billion of outstanding debt is quite small. The outstand-
ing debt represents about 20% of the market capitalization 
of the equity market in India which is about USD 1 trillion and 
about 30% of the size of the Chinese corporate bond mar-
ket. The trading volumes in the debt segment are also limited 
to about USD 27 billion per quarter.  A number of high level 
expert committees have been setup to suggest measures to 
develop the corporate bond market in India. Suggestions from 
such committees include benefits for investing in primary is-
suances, enhancing the investor base, developing robust sec-
ondary markets with settlement systems, repos in corporate 
bonds, and allowing trading in interest rate derivatives etc. 

“ Indian corporates have some 
way to go in areas such as inde-
pendence of board and in transac-
tions involving group companies of 
conglomerates.    

”Steps such as developing an online trading platform for corpo-
rate bonds, launching the CDS market, increasing the cap on 
investment in corporate bonds by FIIs to USD 20 billion dollars 
from USD 5 billion dollars should improve the situation.
But, we believe that the game-changer will be easing restrictions 
on long term investors such as pension funds, insurance compa-
nies and provident funds. 

Typically, insurance companies, provident and pension funds 
have access to long term funds, given the nature of their busi-
nesses. As per current guidelines, insurance companies cannot 
invest in corporate debt issues, which have a rating less than 
‘AA’. In case of securities issued by financial institutions with a 
lower credit rating, the investment committee of the insurance 
company can take a decision, however the rating has to be at 
least ‘A+’ or above. 

Further, there is an upper limit of 75% on investments made in 
debt securities, other than government issued bonds and other 
approved securities. As regards provident funds, the Employees 
Provident Fund Organisation (EPFO) guidelines restrict invest-
ments to only 6 private sector companies - that too in issues 
rated “AAA” only.

The guidelines could be amended suitably to allow insurance 
companies to invest in debt issues carrying a minimum rating of 
A+ instead of AA. They could be allowed to seek approval from 
investment committees for investing in papers having an A- rat-
ing as against an A+. The 75% ceiling imposed on corporate 
debt investments is a major deterrent, which could be eliminated.
Also, investment in bonds of infrastructure companies is limited. 
In the current scenario, the share of infrastructure companies in 
the bond market is less than 5%. There is some investor appre-
hension because the bonds have been issued by special purpose 
vehicles floated by infrastructure firms and have limited recourse 
to the parent company’s assets. 

However this can be offset by banks taking the lead in refinanc-
ing such loans through a risk-based pricing model. Under this 
model, banks should originate project loans and then carry them 
for a short period (initial three to four years) till the project is 
constructed, commissioned, and stabilised. The interest rate of 
such loans should be higher to reflect the elevated risks associ-
ated with the construction phase. 

At the time of refinancing, however, the interest rates should be 
reduced to account for lower inherent risks in the operational 
phase of infrastructure assets. The bond investors, who prefer 
lower risk assets, can then be assured of regular flow of quality, 
long-term duration investment options. 

Rating agencies exercise tremendous power 
in bond markets. Do you see independent eq-
uity research also exercising similar power in 
equity markets especially when it is said that 
‘Market knows best’?

Independent Equity Research (IER) has the potential to play a 
strong role in providing inputs to investors for decision making. 
The value proposition of IER is very similar to that of bond rat-
ing – it is an unbiased analytical perspective from an independ-
ent third party. There is need for an analytical perspective that 
is independent of market players who have an interest in the 
transaction.
Coverage by research houses of brokerage firms is restricted 
to only the top 100-150 of the 3,500 listed companies in In-
dia. The small-cap and mid-cap companies, especially, are not 
covered by the existing research houses. This lack of equity 
research coverage is leading to low investor interest and low 
trading volumes in mid-cap and small-cap companies. CRISIL’s 
IER service is seeking to address this gap in the market. 
A recent CRISIL study shows how IER influences traded volumes 
in the stock market. The study, which covered the 100+ com-
panies on which CRISIL publishes IER, found that 31 small-cap 
companies and 19 mid-cap companies reported an increase in 
traded volumes within one month following the release of the 
IER report. 

Indian firms that issued FCCBs during old bull 
markets are currently facing redemption pres-
sure due to fall in their stock prices. Further, 
a weak business environment is also affecting 
their cash flows. How do you see this problem 
panning out in the future?

A large number of Foreign Currency Convertible Bonds (FCCBs) 
were issued by Indian corporates between 2006 and 2008 
when the stock markets were buoyant.  The equity conversion 
prices for these FCCBs were set at a steep premium to the pre-
vailing prices. However, the stock markets have declined sig-
nificantly after the bull-run of 2006-08 and the share prices of 
many of these companies with outstanding FCCBs are trading 
at prices which are significantly below the conversion prices. 
CRISIL estimates that FCCBs worth around Rs. 315 billion (USD 

7 billion) are nearing their maturities by March 2013. Of these, 
FCCBs worth only Rs 110 - 130 billion (USD 1.7 - 2.2 billion) are 
likely to be converted to equity. 
FCCBs worth Rs. 220-240 billion (USD 4.8 - 5.3 billion) may not 
get converted into equity shares, as the current stock prices of 
issuing companies are significantly below their conversion prices. 
Out of these, FCCBs worth Rs. 200-220 billion (USD 4.5 - 4.8 bil-
lion) are likely to be redeemed. However, refinancing the FCCBs 
with fresh debt will increase the interest burden of companies 
as most of the FCCBs carry very low or zero coupon rates. While 
companies may negotiate to revise the conversion price of the 
FCCBs downwards, by and large this conversion is unlikely to 
happen. 
The remaining FCCBs worth Rs. 15-20 billion (USD 300 - 400 
million) have been issued by companies with a strained balance 
sheet (net gearing of more than 2), weak financial performance, 
low promoter holding of less than 26%, and credit rating below 
investment grade. These companies will find it tough to meet 
their repayment obligations as their ability to raise funds to re-
deem these FCCBs is quite limited.

We are running a twin-deficit (fiscal deficit and 
current account deficit) currently and we have 
been financing this with FII inflows. With these 
inflows drying up, what do you think the RBI 
should do in such a scenario?

At present, the RBI’s role in managing these two deficits is quite 
restricted. Monetary policy, which is controlled by the RBI, has 
limited direct impact on fiscal deficit and the Current Account 
Deficit (CAD) is being driven by strong negative sentiments in 
the global markets. 
CRISIL has forecast a fiscal deficit of 5.5% of GDP for 2011-
12 compared to the government’s estimate of 4.6%. This is on 
account of significant under-budgeting of subsidies, difficulty in 
completing the disinvestment programme, and likelihood of fur-
ther increase in government borrowing. While the RBI can look at 
measures such as a cut in key interest rates to rekindle investor 
interest, it cannot directly tackle issues relating to fiscal deficit.  
The widening current account deficit (CAD) coupled with a de-
cline in foreign exchange reserves is a cause for concern. The 
CAD rose to 3.1% of GDP for Q1 2011-12, up from 2.6% in 
March, 2011, on account of higher oil prices and imports. The 
currency has also declined rapidly from Rs. 45/USD at the begin-
ning of August to Rs. 53/USD now. However, the scope for RBI to 
handle both a rising CAD and a decline in rupee is restricted as 
most of the sentiment, especially, with respect to oil prices and 
currency volatility, is driven by the crisis in the Eurozone and its 
impact on the global markets. Also, the RBI’s stated posture has 
been to not intervene in the currency market. 

“ There is need for an analytical perspective that is independent of mar-
ket players who have an interest in the transaction.   

”



71   The Efficient Frontier/January 201270   The Efficient Frontier/January 2012

India is one of the worst performing nations 
among the BRIC countries and could lose its 
sheen as an Emerging Market powerhouse.  
Currently we see that FII inflows have dipped 
and exports and GDP numbers have declined. 
Do you think that there has been a permanent 
change or toning down of the India growth 
story?

External factors such as the global economic uncertainty and 
the Eurozone crisis have impacted FII inflows. On the domes-
tic front, issues such as the rising inflation and interest rates 
coupled with increase in cost of inputs have caused a strain on 
corporate profitability. 
While India cannot avoid the short-term pain of weak growth/
double dip in advanced countries, the medium-term growth 
potential of India is not hampered by lowering of growth pros-
pects in the West. 

Our medium term growth prospects remain strong driven by 3 
key factors:

1. Favorable population and income demographics propel-
ling greater discretionary expenditure

2.  Spending in social and physical infrastructure
3.  Growth supported by high savings and investment rate

Further, we believe that India can achieve 10% long term growth 
if it overcomes 5 key bottlenecks:

1.  Quantity and quality of physical infrastructure
2.  Skill shortage in India’s bulging population
3.  Faltering agriculture and consequent high food inflation
4.  Fiscal inflexibility to spend on Infrastructure, health and 

education
5.  Governance deficit

It is important to note that the Indian economy is not demand-
constrained; rather, it is the supply-side issues that limit the 
growth prospects. The country’s fundamental fiscal issue lies in 
expanding its fiscal flexibility, which would enable it to increase 
spending on education, health, and physical infrastructure. 

Money Manager/January 2012

“   

It is important to note that the Indian economy is not demand-constrained; 
rather, it is the supply-side issues that limit the growth prospects. 

” COMMERCIAL
BANKING
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INTERVIEW WITH
PIYUSH GUPTA

Piyush Gupta is the Chief Executive Officer of DBS Group. Prior to joining DBS, Mr. Gupta was Citigroup’s 
Chief Executive Officer for South East Asia, Australia and New Zealand. He held various senior manage-
ment roles across Citi’s corporate and consumer banking businesses in the Asia Pacific and served as 
Citi’s Country Officer for Indonesia, Malaysia and Singapore. Mr. Gupta serves on the Group of Experts 
to the ASEAN Capital Markets Forum and on the boards of The Institute of Banking and Finance, Global 
Indian Foundation and other prestigious institutions. He is also a Managing Council member of Indian 
Business Leaders Roundtable (under SINDA) and the Chairman of The Association of Banks in Singapore. 
Mr. Gupta is a graduate of St. Stephen’s College, New Delhi, and is an MBA from the Indian Institute of 
Management, Ahmedabad.

The US Dollar Liquidity crunch coupled with the growing strength of Renmibi in Asia has bought 
back the pivotal position of Asian Banking Sector into stark focus. In his interview with The Ef-
ficient Frontier, Piyush Gupta (CEO, DBS Bank) sheds more light on these issues. DBS’ strength 
is well explained in his answers and he gives an incisive insight on whether regional or global 
banks dominate the wealth management space. He also speaks about India as an attractive 
destination for banks such as DBS. 

The Fed has established dollar swap lines with 
several central banks in Europe to primarily 
help them tide over their liquidity needs. Do 
Asian banks have a need for such dollar swap 
lines and how should they equip themselves to 
avoid losing market share due to shortage of 
dollar funding, which their clients need?

Let me give you my perspective: There is no question that the 
US dollar market in Asia is a substantially large market and a 
very significant source of financing in Asia.  In Singapore the 
U.S. dollar market is about a trillion dollars while the Singa-
pore dollar market is only about 600 billion dollars- this should 
give you a frame of reference.  In Asia, the U.S. dollar market is 
somewhere between 2.5 to 3 trillion dollars.  The bottom line is 
that U.S. dollar availability and U.S. dollar financing is therefore 
extremely crucial in the Asian context.  In the last crisis and 
even going back to the 1997-98 Asian crisis, the Fed started 
swap lines with almost every central bank in Asia in order to 
provide a dollar backstop for the system. The bulk of dollar 
availability in Asia typically comes from private sector participa-
tion – commercial banks and FIIs. Unfortunately, when there is 
a crisis of confidence, a lot of these dollars tend to be sucked 
out of Asia.  Anecdotally, when I used to be at Citi, it always 
had a surplus of 50-60 billion dollars which used to lie around 
in Asia.  When the crisis erupted in 2008-9, the marching order 
from Citi’s global treasury was to send that money back to New 
York.  Using Citi as an archetypal example, the net conclusion 
is that dollars can get sucked out of Asia very quickly in times 
of global distress.  

Most recently, many of the Fed’s swap lines with Asian cen-
tral banks came up for renewal over the last twelve months 
but were not renewed.  This was before the European crisis of 
course, but the Fed felt that it did not need each country to for-
mally renew its swap line.  Most central banks have informally 
stated that if there is a tightness of dollar liquidity in the region, 
they will be able to flush dollars into the system.  If, however, 
dollar liquidity really becomes a serious issue going forward 
in 2012, it is quite conceivable that the Fed will re-sign dol-
lar swap lines with specific central banks but I have not heard 
anything along these lines at this point in time.  With regards 
to your related question about market share, if at the end of 
the day, there are no dollars available, then all the Asian banks 
will suffer equally.  An absence of dollars is not going to reduce 
market share for any one player in particular. In fact, the retreat 
of several European banks from Asia has provided an opportu 
nity for Asian banks to build market share.

You started using the SGD – RMB bilateral cur-
rency swap which will allow settlement of trade 
in RMB rather than USD, and to some extent, 
isolate trade relations of Singapore and China 
from what is happening in the West. What is your 
opinion on the success and the possibility of the 
yuan as a new hard currency? 

DBS did one transaction using the swap facility you allude to, 
but this was done primarily to ‘feel’ the market.  In the last 12 
to 18 months, Renminbi-based trade settlement has become a 
rapidly growing market.  We are among the top 2 or 3 players 
in this space.  The total amount of Chinese trade being settled in 
Renminbi is growing exponentially.  It slowed down in the last 
quarter of 2011 but was enormously strong during the first three 
quarters of the year.  My own view is that in the next decade or 
even within the next five years, the Renminbi as a currency for 
settlement of international trade finance in particular is going to 
take an increasingly important role.  I don’t see it supplanting the 
dollar in the timeframe we are talking about but I certainly think 
that, as a currency complementary to the dollar, it will definitely 
have a meaningful role.  You have to remember two or three 
things – China’s total trade of 2.5 to 3 trillion dollars, which is 
somewhere north of 10-12% of global trade, gives China a lot 
of clout. 

In the Asian context it is even higher.  China’s share of intra-Asia 
trade is around 20%; this provides it with the ability to drive 
use of the Renminbi as a currency for settlement quite visibly.  
Apart from the large percentage of trades, I think the Renminbi’s 
prominence will increase for a couple of other reasons. One is 
that financial sector participants are increasingly looking at al-
ternatives to the dollar – the Euro is an alternative, as is the 
yen at the margins; but I think, the Renminbi as yet another 
alternative, is something that is desirable for most participants.

“   
The bottom line is that U.S. dollar availability and U.S. dollar financing is 

therefore extremely crucial in the Asian context.  

 ”
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a unit which is consciously and actively working on technology 
security and they regulate it very tightly. So some of the meas-
ures and actions that we take are actually in partnership with 
them to make sure that we have an operating environment 
which is as secure as it can be and, touchwood, so far our track 
record has been very robust. 

As we expand in large countries such as India or China, you 
need a large branch network like SBI or even ICICI, which is 
difficult for participants like us.  If we can’t do that, then lever-
aging alternative channels, mobile being one, is the way to go.

a

a

In India, we see a lot of debt restructuring tak-
ing place especially for aviation & real estate 
companies which artificially lowers the NPAs 
of banks. This can also be explained by the

absence of a proper bankruptcy process and a 
slow judicial process for processing claims. Do 
you feel foreign banks find it difficult to invest in 
such an environment? What is DBS’s strategy in 
this regard? 

The judicial and bankruptcy process is no doubt slow in India, but 
compared to other developing countries and emerging markets, 
it is not off the charts.  There are some countries where this is 
our principal concern but not so in India.  In India, we focus on 
target industries which we want to deal with.  We stay away from 
industries where processes are ill-defined and/or difficult, but this 
is not a reflection on our approach and our appetite for the coun-
try in general.  Like I said, there are countries in the region where 
we are very cautious and not entirely sanguine about the entire 
system.  But India is not in that list. 

I also think that a lot of people figure that since China is the 
second-largest economy in the world, it will play a more mean-
ingful role in the world in the days to come and therefore being 
long Renminbi is not a bad thing.  Frankly, it facilitates invest-
ment in Chinese economic growth, yet another reason people 
might be interested in looking at Renminbi-based options.  
However, there is a caveat, viz. the financial system in China 
cannot afford very rapid capital account liberalization.  The rea-
son for this is that, like everybody else, China has problems in 
the system.  In China’s case, the problem is the glut of NPLs 
clogging the financial system.  The controlled interest rate envi-
ronment between deposits and lending, i.e. the manufactured 
margin, is crucial in maintaining the stability of the system in 
the short-to-medium term.  This is something which China is 
unlikely to want to compromise on.  The Chinese are therefore 
going to be cautious about opening up their financial markets 
too rapidly.  On the other hand, the international community 
and markets are very keen on leveraging the Renminbi as a unit 
of account and a currency of trade.  I think that somewhere 
between this push and pull, expansion of the Renminbi will 
take place. I have been on record to say I won’t be surprised if, 
over the next decade, Asia becomes a Renminbi trading block. I 
think this is a definite possibility.

Usually the objectives of private banking clients 
in Europe and Asia tend to be a bit different. Do 
you think it is possible for a reputable finan-
cial institution to leverage its private banking 
expertise in one area and expand in another 
as the strength will always lie in the domain of 
regional players.

The requirements of different segments of customers are al-
ways very different.  However, a good global player can cater 
to multiple demands quite successfully whether it is UBS in 
private banking or Citi in wealth management.  These players 
have done well because they don’t follow a ‘one size fits all’ 
approach.  The product proposition and focus they bring to a 
European customer base is quite different from the product 
proposition and focus they bring to an Asian customer base.  
European money is “old money” and so the primary need is 
wealth preservation.  On the other hand, Asian money is by and 
large “new money” and so the principle need is wealth genera-
tion.  Therefore, I certainly don’t believe that private banking 
is going to be the domain of only the regional banks or that 
you have to be a regional bank in order to address needs dif-
ferently.  There is an opportunity for Asian regional banks to 
build up stronger positions than they have traditionally done.  
This has less to do with customer objectives and more to do 
with the strength of the participants.  The reality is that when 
most customers look for private bank providers, they look for a 
couple of things.  They want a strong bank – a bank strong in 
capital and liquidity and the reality is that a number of Western 
banks are constrained by capital and liquidity.  This is what will 
give and what has given Asian regional banks an opportunity 
to scale up the ladder. 

DBS launched mobile banking in April 2010. How 
do you view the success of the mBanking plat-
form till now? And how important do you think 
it is for a retail banking to start providing mo-
bile banking to its customers? In light of recent 
reports of smart phones logging key strokes, 
questions of security have been raised.  Also, 
given the absence of a strong regulatory over-
view on such channels, what is DBS’s strategy in 
facing these challenges? 

First of all, just to get facts right, we actually launched mobile 
banking back in 2000 like a lot of other people.  The point 
was that it never gained traction and this was true around the 
world.  I think it is really the iPhone and the pervasiveness of 
smartphones in general in the last couple of years which cre-
ated the tipping point.  Therefore, starting late 2009/early 2010, 
we refreshed and re-launched a lot of mobile applications.  We 
launched a restaurant product called DBS Indulge in February 
2010, a mobile banking application in April and a shopping ap-
plication in October.  We also launched several other applications 
last year including an iPad-based app, a trading application, an 
insurance application and so on.  Frankly, our mobile strategy has 
been extremely well recognized.  In a survey which was done a 
couple of months ago via a 200 page fairly exhaustive report, we 
were ranked number 4 in the whole world for our mobile bank-
ing capabilities and mobile banking application suite.  From a 
customer standpoint the response has been extraordinary good.  
We have around 400,000 active customers on our mobile bank-
ing platform.  We have another 400,000 customers who have 
downloaded our dining and retail applications.  We are clearly 
market leaders in terms of mobile penetration.  

There have been billions of dollars of payments made over the 
mobile in recent times and I am convinced that as we go for-
ward, the mobile channel is going to be increasingly important 
in the areas of enquiry and payments but less so in others such 
as trading.  Consequently, having the security right is crucial.  We 
have been conservative from day one.  In 2006, we were the first 
bank in Singapore and, I would submit, probably in the region, to 
launch a token-based capability and for a time in 2009 we even 
used to get a lot of customer complaints because most of our 
competitors were providing a ‘one touch pin’ capability by SMS.  
We felt that the ‘one touch pin’ technology is not as robust as we 
would like.  So we traded off the relative inconvenience in favour 
of security of the application.  Two months ago we became the 
first bank to change the ‘token system’ to a ‘transaction signing 
token’ which means that you actually get a dynamic password 
each time you want to do a transaction based on the amount and 
account which is really state of the art technology.

We are so confident about our platform that we are probably 
the only bank that gives a ‘money safe’ guarantee on all transac-
tions through our mobile applications suite. We are somewhat 
advantaged because the central bank in Singapore is at the cut-
ting edge of regulatory involvement in the eBanking and mobile 
banking space.  They are a very hands-on central bank.  They have

“ There are countries in the region where we are very cautious and not 
entirely sanguine about the entire system.  But India is not in that list.  
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INTERVIEW WITH
SANJIV DAS

Sanjiv Das is President and Chief Executive Officer of CitiMortgage. After an eight year tenure with Citi in 
the 1990’s, Mr. Das returned to Citi in July 2008 in this role as head of CitiMortgage.  Prior to rejoining 
Citi, Mr. Das was a managing director in Morgan Stanley’s Institutional Securities Group where he built 
a best in class organization that delivered proprietary content based on fundamental analytics across 
equity research, trading and investment banking. 
In his first tenure at Citi, his roles included head of Citi’s Global Mortgage Product Group and manag-
ing director of Marketing and Product Development for CitiMortgage. He was also general manager of 
Citibank’s Consumer Mortgage Group in Australia and spent time in Citi’s Cards operation. Mr. Das is an 
MBA in Marketing and Finance from the Indian Institute of Management, Ahmedabad.

A recovery in the United States housing market is necessary for improving the health of con-
sumer balance sheets. With consumer spending taking the largest share of US GDP, the ques-
tion of when the housing markets will recover becomes a pertinent one. The Efficent Frontier 
Editorial team speaks with Mr. Sanjiv Das (CEO, CitiMortgage), and learns about what is ailing 
the housing market and what it takes to break the vicious cycle of falling home prices driving 
down the economy and vice versa.

What are the indicators one should look at to 
gauge the state of the housing market?

In a steady state market scenario, some of the key indicators for 
housing include metrics such as HPI, Existing and New home 
sales, pending home sales trends, building permit data and in-
ventory trends.

In the current environment, it’s also important to  track metrics 
such as homes held off the market in addition to foreclosure 
shadow inventory.  These data points can serve to provide per-
spective on the overall potential of supply in the markets.
Other aspects to consider are the overall state of the economy, 
unemployment trending, income to home affordability indexes 
and rental demand/shifting trends toward homeownership.

As per a Goldman Sachs report, the hous-
ing market will bottom out in 2012 mid. What 
is your opinion as to when the housing market 
will stabilize? Is the foreclosure overhang and 
shadow inventory already priced in the current 
market?

This is a complicated question which involves divergent views 
and several counterbalancing forces which will impact the tim-
ing of the recovery and how it potentially unfolds.  For most 
analysts who predict a bottom in mid-2012, their views often 
suggest an extended U-shaped price recovery indicating no ap-
preciable price decline beyond the second quarter.
At one level, national house price trends are at long-term lev-
els, and in some states prices are below their long-term trend 
levels.

However at another level, the existing housing stock, which 
should include levels of vacant homes and homes consciously 
held off the market combined with a high foreclosure shadow 
inventory will undoubtedly weigh heavily on short-term price 
growth.

Next, because I expect the supply of foreclosed homes to 
be protracted (due to court-house capacity constraints), 
and compounded by on-going high levels of delinquencies, 
continued household deleveraging and persistent levels of 

unemployment/overall low job creation, I’m less optimistic about 
calling a bottom to the housing market in mid-2012.

As per CoreLogic, home prices dropped 3.9% in 
October. However, if you remove foreclosures 
and short-sales from this data then the price 
drop is only 0.5% annually. Does this reflect that 
the fundamentals are improving and there is only 
short term distortion because of fire sales?

We have seen some stabilization in non-distressed sales, but 
foreclosure inventories are real and will dominate supply in the 
next four quarters. Distressed sales will continue to be a large 
part of existing home sales for the foreseeable future, and I be-
lieve will drag the overall price index down.

“ Distressed sales will continue to be a large part of existing home sales for 
the foreseeable future, and I believe will drag the overall price index down.  

”
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necessary in the housing market to prevent a 
repeat of the subprime crisis? Do you feel the 
current spate of regulations which have been 
introduced are sufficient?

This is another interesting question, but broadly, there are many 
potential options which could be taken to prevent a repeat of 
the subprime crisis.  These include areas such as:
Structural changes:

- Significantly reduce risky and complex products: some of the 
product changes being evaluated in Dodd Frank and other 
legislative efforts provide a good starting point (eg. Interest-
Only loans being defined as non-qualified mortgages etc).

- Revised Risk Weighting of on-balance sheet products:  High-
er risk weighting should be attached to low FICO/high LTV 
loans as compared to high FICO, conservative LTV loans.

-Improved Consumer Disclosures:  Increased clarity about 
loan structures, interest rates, reset dates and timelines 
should provide heightened transparency and consumer ability 
to evaluate loans more easily.

Directionally, the current wave of regulations are addressing 
the right sets of issues. My concern is with the timing and ulti-
mately, the concurrent and cumulative impact, of the regulatory 
effects of Dodd-Frank, Basel III and GSE reform.  These effects 
are converging at a sensitive time in the housing cycle  and 
have the potential to negatively impact recovery.

With investors moving towards non-exotic 
products, have you seen any shift in demand 
from assets like CMOs to whole loans? Does 
this kind of a shift reveal any attractive valu
a

ations in the complex products markets (like 
CMOs)?

Yes it has. I don’t believe the valuations for complex products 
have adjusted to what the markets are willing to bear. a

A report in USA Today said that real estate funds, 
which invest in REITs, gained 7.6% last year vs. 
a 2.9% loss for an average stock mutual fund. 
It seems that a few property types like apart-
ments have done well while others like offices 
have not. Likewise, are there any specific asset 
sub-classes in residential real estate (like non-
agency MBS, reverse mortgages) which look at-
tractive for investors today?

Overall, in non-agencies, given a shaky macroeconomic outlook, 
regulatory uncertainty, and supply overhang concerns, we think 
that there is a downside risks to price in the coming year, es-
pecially for lower credit sectors. Hence, for investors that care 
about mark-to-market volatility in the near-term, we recommend 
more defensive sectors such as Prime and Alt-A Fix. These sectors 
have a steady demand from insurance companies and also offer 
a higher carry resulting in higher total returns.
 
While there is greater downside risk in the Subprime, yields in 
this sector are very attractive for investors who have a medium 
term horizon and can handle the near term mark-to-market vola-
tility. We recommend big bank servicers such as Wells Fargo and 
WAMU who have exhibited a greater predictability in cash flow.

The latest Mortgage Bankers Association (MBA) 
data shows that number of mortgage appli-
cations fell 2.6% WoW in the second week of 
December despite the extremely low interest 
rates. This could be due to weak consumer bal-
ance sheets and one of the reasons for this is 
that a lot of people have negative equity in their 
homes. This negative equity situation will not 
improve unless home prices rise. How can this 
vicious cycle be broken? What role do you see 
the govt. playing in this?

The drop in Mortgage applications, which was mostly antici-
pated, followed a surge in refinancing from borrowers with 
good credit and valuations that were “in the money”. However 
a large number of borrowers have suffered credit deterioration 
(“FICO drag”) as well as negative equity through this housing 
crisis.

Finding an industry solution that addresses refinancing nega-
tive equity loans up to a certain LTV and with good credit is 
clearly an area that has not been fully realized.

Perhaps a more controversial but bolder solution is to take a 
longer term view of the market and to proactively refinance 
loans that are at imminent risk of delinquency (as predicted by 
default models, or based on product type such as holders of 
higher risk Interest-Only loans etc), rather than wait for them to 
default and then modify these loans.

The GSE’s have recognized the need to do the former as evi-
denced by programs such as HARP. Although the government, 
Banks and GSE’s have been engaged, we believe there contin-
ues to be future opportunity in addressing consumers at risk of 
default. 

There seems to be a moral hazard in loan modi-
fication programs. The servicer can do an in-
effective loan-mod which will not make loan 
repayment sustainable for the borrower in the 
long-term. This is because the servicer will still 
get to earn his fee. What are the ways in which 
the loan-mods can be made more effective?

There is a misperception that servicers often modify loans only for 
the income/fees. However, I honestly do not believe that there’s 
a moral hazard issue with regard to effective loan modifications 
being performed by Servicers.

Modification decisions are based on an objective NPV-based 
model. If the Servicer is likely to lose more money in foreclosing, 
it will have no economic interest in doing a sub-optimal modi-
fication. Additionally, when you factor in considerations such as 
Servicer reputational cost, the financial carrying cost in an often 
drawn-out process of foreclosure or the loss on a short sale, it is 
easy to see why a sustainable modification is in the economic 
interest of a Servicer.

What kind of structural changes do you feel are 

“ I don’t believe the valuations for complex products have adjusted to 
what the markets are willing to bear.  

”
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INTERVIEW WITH
K. V. KAMATH

Mr. K. Vaman Kamath is the non-executive Chairman of the Board of Directors of Infosys Limited and 
ICICI Bank. He has a degree in mechanical engineering and did his management studies at the Indian 
Institute of Management, Ahmedabad.
Mr. Kamath was conferred with the Padma Bhushan, one of India’s highest civilian honours, in 2008.  He 
was named as “Businessman of the Year” by Forbes Asia; “Business Leader of the Year” by The Economic 
Times, India in 2007 and “Asian Business Leader of the Year” by CNBC in 2001. He has been a co-chair 
of the World Economic Forum’s Annual Meeting in Davos.

The Indian banking sector has generated a higher Return-on-Assets as compared to its global 
peers. Some of the factors which have actuated this include a much stronger branch-network 
and a commitment to focus on the developing retail market among others. The Efficient Frontier 
speaks with Mr. K.V. Kamath, a pioneer in the Indian banking sector, about the same. He also 
speaks on the evolving financing structure of corporates, the regulatory microcosm for integra-
tion of various banking services and capital account convertibility in India. 

What would it take for an Indian financial ser-
vices firm to be able to position itself at global 
levels or compete with the current oligopoly of 
US, European and Japanese Investment Banks. 
What is your opinion on the perception that 
Indian banks are more focused on retail than 
investment banking services?

Three things come to mind in response to this question. The 
first is size. Indian banks are still small compared to their global 
counterparts, and hence their ability to do very big ticket trans-
actions is limited. So while they are participating in a big way in 
medium to smaller size deals, the ability of Indian banks to un-
derwrite financing for a large global acquisition, for instance, is 
limited. Secondly, Indian banks are yet to build a full global net-
work that gives them access to potential M&A targets, or ac-
cess to a global investor base to participate in equity and debt 
financing. Third, Indian banks are in general not positioned as 
integrated corporate & investment banks that have holistic 
client coverage and market loan, bond, equity and advisory 
products/ services in an integrated way. I think the banks are 
evolving towards this and gradually building up all the pieces 
involved. In a way - and this relates to the second part of your 
question - the big lending growth opportunity available to In-
dian banks in both corporate and retail banking, relative to the 
disintermediation that has taken place in other markets, results 
in them focusing their energies on the traditional banking busi-
ness unlike their global counterparts. As far as the perception 
that Indian banks are more focused on retail than investment 
banking is concerned, it would be correct to say so and I would 
say it is a good thing, given the stage of evolution of the Indian 
economy, the under-penetrated credit market in India and the 
stability of this segment of the business. Globally banks are 
now reorienting themselves towards their traditional role from 
an excessive focus on debt and equity capital markets.

Going forward, how do you see the Indian fi-
nancial system evolving? Would Indian finan-
cial markets play as important a role as those in 
US or would we continue to have a greater level 
of intermediation?

We talk of India as single entity, but actually there are many 
Indias. And the Indian financial sector has to cater to these many 
Indias - from the NREGA beneficiary to the sophisticated high 
networth individual, and from the small scale unit to the global 
corporation. So the Indian financial sector will evolve, whether 
in terms of products, services, technology or distribution - to ca-
ter to all these segments. I dont see disintermediation as a risk 
for the Indian banking sector for many years to come. We have 
strong potential for credit growth across segments, and most of 
this will have to be catered to by banks rather than fixed in-
come markets. Similarly, bank deposits and insurance policies 
remain the most preferred savings option for Indian customers.

ICICI pioneered ‘loan factories’ in India with 
centralized processing and quick disbursals, 
leveraging speed as competitive advantage. 
What key success factors would you deem nec-
essary for today’s universal Indian banks?

I think banks will have to increasingly align their business models 
along customer segments, rather than have a one size fits all ap-
proach. This will mean identifying and understanding segments, 
developing product and distribution strategies for each segment, 
and thereby delivering value to the customer. The focus would 
have to be on delivering multiple products through the distribution 
channel, rather than having end to end silos. Technology will con-
tinue to play a very important role - the ubiquity and falling costs 
of handheld devices will transform delivery of financial services 
in the years to come. Of course, healthy capitalisation and pru-
dent risk management will have to underpin the growth strategy.

“   
I dont see disintermediation as a 

risk for the Indian banking sector for 
many years to come.  

 ”
The British plan to introduce a regulation which 
to some extent replicates the Glass Steagall Act

“   
Indian banks are yet to build a full global network that gives them access 

to potential M&A targets.  

 ”
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which was repealed in the US. What is your 
opinion about such ring fencing of Retail units 
from Investment Banking units. Do you feel 
that the Investment Banking unit is essen-
tial to have to ‘diversify’ the revenue stream?

It is not just about diversifying revenues, it is about providing a 
complete set of financial services to clients. Investment banking 
means helping clients raise capital, structure their businesses 
and undertake business combinations. The root cause of the 
financial sector problems in the West was, at the end of the day, 
imprudent risk taking and high leverage among both borrowers 
and financial firms. Ring fencing retail banking is intended to 
safeguard bank depositors from such risks; how it will play out 
remains to be seen. Having prudent risk management practices 
across business segments and having performance incentives 
that discourage undue risk taking are perhaps more important.

With repeated restructuring of loans given 
to companies in real estate, aviation, micro 
finance and power, do you think this might 
significantly increase the proportion of non-
performing assets and pose a significant risk 
to Indian banks? Also when there is no dearth 
of credit seeking entities in India, why do banks 
invest in firms which are seriously troubled? 
Any comments on the Kingfisher issue?

I would not comment on a specific company. I am sure banks 
would be considering various risks and returns before making 

lending decisions. As in any business, in some cases events, com-
pany performance and company cash flows pan out differently 
from what was envisaged at the time the decision to lend was 
taken. As far as restructuring is concerned, it has been demon-
strated in past cycles that as long as the company is not inher-
ently unviable - i.e., as long as there is a market for its product - 
restructuring is the best way of maximising economic value for all 
stakeholders, by addressing short term issues or high leverage or 
other factors impacting performance. The regulatory guidelines 
around restructuring are robust - it is permitted once in the life of 
the loan and in certain sectors like real estate is not permitted at 
all. I dont see any asset quality issues currently that pose a sig-
nificant risk to banks - even in 2008-09 no Indian bank reported 
losses and currently also, earnings would be more than sufficient 
to absorb the stress that we are seeing in the environment.

Is Capital Account Convertibility a necessary 
condition for Indian banks to compete on the 
global front? Do you feel it will also usher in 
more investments and help rein in inflation to 
some extent?

Capital account convertibility is a single term that is used to de-
scribe a number of elements or measures. The Indian economy is 
much more open today for both inward and outward movements 
of capital than it was ten years ago. Controls continue to exist 
in some areas and those would also be relaxed over time. I dont 
see this as a necessary condition for Indian banks to compete 
globally. Indeed, we are seeing implicit or explicit restrictions on 
free movement of money even in the developed world, so every 
country does what it believes to be right for it at any point in 
time. As far as India is concerned, given our twin deficits - fiscal 
and current account - and the country’s need for investment in 
infrastructure and other sectors to increase output and productiv-
ity, we certainly need to encourage foreign investment to supple-
ment domestic savings.

INTERVIEW WITH
SHIKHA SHARMA

While Net Interest Margin is traditionally looked upon as the driver of profitability for a com-
mercial bank, fee based income has been gaining prominence off late. The Efficient Frontier Edi-
torial team speaks with Mrs. Shikha Sharma (CEO, Axis Bank) on the same and on other issues 
such as the challenges faced by banks when they enter into areas like insurance which have a 
high payback period. Mrs. Sharma also comments on the impact of interest rate deregulation 
on commercial banks in India and their retail customers.

Mrs. Shikha Sharma is the Managing Director & CEO of Axis Bank. She was featured in the Fortune 
Global and India list of 50 Most Powerful Women in Business in 2011, in the Financial Times’ list of Top 
50 Women in World Business and in Finance Asia’s list of Top 20 Women in Finance.  Mrs. Shikha Sharma 
is the recipient of many business awards, notably: Business Today Hall of Fame Award 2011, Economic 
Times Businesswoman of the Year Award 2008, E&Y Entrepreneur of the Year (Manager) Award 2007 
and CNBC TV 18 Outstanding Businesswoman of the Year Award 2007. She is an MBA from the Indian 
Institute of Management, Ahmedabad.

“ Indeed, we are seeing implicit or explicit restrictions on free movement 
of money even in the developed world.  

”
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What are the investment horizons that banks 
look for when they enter new business areas 
like insurance which have a long payback peri-
od? Will investors be willing to wait for so long, 
considering that these days, they generally look 
for short term gains?

Any business which requires the creation of a strong customer 
franchise tends to have long gestation periods and may need 
the investment of a significant amount of capital. Insurance 
is not unique in that sense - even retail banking is a similar 
business where the value is created over years of painstaking 
effort to create a franchise that enjoys the confidence of its 
customers.

While it may be true that there are some pools of capital that 
have a short horizon, especially given the high degree of vola-
tility we are seeing these days, the old rules of investing haven’t 
really changed much - creating a strong value proposition is 
critical to create shareholder value. While considerations such 
as payback period for the equity are important criteria, it cer-
tainly is not the sole factor that determines investment horizon. 
Banks and companies in general need to set the appropriate 
investment horizon for each line of business. This also depends 
on the profile and appetite of their stakeholders, including in-
vestors. 

“   
Fee-based income has clearly 

been a key driver for private sector 
banks, while public sector banks 
tend to rely more heavily on net in-
terest income. 

 ”Net Interest Margin is often looked upon as the 
traditional metric which drives profitability for 
a bank. Currently, how much of a bank’s growth

comes from fee-based income as compared to 
NIM and how do you see this panning out in fu-
ture? 

In India NII tends to be the largest contributor of earnings for 
banks. Having said this, fee-based income has clearly been a key 
driver for private sector banks, while public sector banks tend to 
rely more heavily on net interest income. In developed econo-
mies, where the institutional framework is stronger in terms of 
development of bond markets, customer awareness and avail-
ability of a wide range of banking and investment products, the 
share of non-interest income in bank earnings is higher. 

As the Indian economy develops accompanied by the creation of 
vibrant bond markets, deepening of banking penetration riding 
on the inclusive growth agenda of the Government and regula-
tors and the transformation of the payments space, it is quite 
possible that fee-based incomes could assume a greater propor-
tion in the revenues of banks going forward.

How and to what extent will deregulation of in-
terest rates affect Indian retail banking? How will 
customers get affected through deregulation?

A Savings Bank deposit is primarily a convenience product for 
retail customers who want to maintain liquid funds which they 
can draw on for their transaction and liquidity preferences. Even 
today there are attractive interest rates available to retail custom-
ers in the form of term deposits and liquid mutual funds. In fact 
the term deposit interest rates are deregulated for over-7 day 
maturity bucket. Customers still choose to maintain balances in 
their savings account which seems to indicate that they value 
non-price factors such as convenience, brand, safety, product 
features, etc. In fact, the deregulation of savings rates provides 
banks with a platform to innovate and deliver differentiated 
product features to customers. The experience in some of the 
overseas markets has been that banks with more established 
franchises in fact reduced rates post-deregulation. The real action 
on the savings bank product is yet to begin and will hopefully 
result in the introduction of innovative products that eventually 
deliver better value to customers. 

MICROFINANCE
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INTERVIEW WITH
NACHIKET MOR

Nachiket Mor is a Yale World Fellow; has a Ph.D. in Economics from the University of Pennsylvania with 
specialisation in Finance from the Wharton School and an MBA from the Indian Institute of Manage-
ment, Ahmedabad. While completing his Ph.D., he was associated with a Philadelphia based hedge fund 
(Quantitative Financial Strategies) for three years. Mr. Mor was a member of the Board of Directors of 
ICICI from 2001 to 2007. He assisted ICICI in setting up a philanthropic foundation, the ICICI Founda-
tion for Inclusive Growth and served as its founding President. He is now the Chairman of the Boards of 
Sughavazhvu Health Care, CARE India and IFMR Trust.

The lack of access to financial products has kept the low income segment isolated in the fi-
nancial markets wherein they are unable to meet their needs and mitigate the risks they face. 
Their exclusion also raises questions on the merit of a financial order which cannot allow every 
household to manage and increase its consumption smoothly and fully utilize its human and 
financial capital. Bindu Ananth and Nachiket Mor speak with The Efficient Frontier on financial 
engineering for low income households and strategies to help them participate more actively 
in financial markets. &

INTERVIEW WITH
BINDU ANANTH

Bindu Ananth is currently the President of IFMR Trust and has held that position since January 2008. In 
this capacity, she also chairs the Boards of all investee companies of IFMR Trust. Prior to this, Ms. Ananth 
worked in ICICI Bank’s microfinance team between 2001 and 2005 and was Head of the new product 
development team within the Rural Banking Group in 2007. She has an under-graduate degree in Eco-
nomics from Madras University and masters degrees from the Institute of Rural Management (IRMA) 
and Harvard University’s John. F. Kennedy School of Government. She is a Fellow of the Global Economic 
Society. Ms. Ananth has published in the Economic and Political Weekly, OECD Trade Paper Series and the 
Small Enterprise Development Journal. She is also a member of the FICCI taskforce on financial inclusion.
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idea to people who have successfully served corporate clients 
– a problem solving approach combined with ex-post liability 
for bad advice, rather than a standardised-product cross-sell 
one, is expected even by small companies from their bankers.  
Perhaps in retail banking, in the pre-computer, pre-internet 
era, this level of customisation for small ticket customers was 
thought to be too expensive and not scalable which is why a 
“toothpaste” selling approach become the norm and the task 
of financial engineering was outsourced to the customer.   In 
our view this is no longer necessary now. Even the academic 
literature led by pioneers such as Professor Robert Merton has 
caught up and is now able provide good guidance on how to 
go about doing this.

How do you plan to modify your products ac-
cording to differing need of people across 
states/occupations etc? Wouldn’t creating too 
many customized products cause illiquidity?

Customisation in financial services is not that challenging given 
the technology and analytical capability now available to finan-
cial institutions.  The source of problem is a “product” view of 
financial services. Unlike in the case of “toothpaste”, given the 
purely digital nature of financial services, once a full under-
standing of a household needs is obtained, specific solutions 
can be designed on the spot.  We are also not the only ones 
that have come up with this approach.  For example, we under-
stand that Geico in the US effectively customises an insurance 
policy for each and every customer. Capital One has also used 
customisation extensively to tailor credit card features for each 
customer. Even though they may each have operated in the 
domain of only one “product”, these are very large and profit-
able organisations and have shown that it can be done at that 
scale. For a specific household itself, there wouldn’t be product 
proliferation, only the 2-3 financial products that they strictly 
need given their characteristics and aspirations. 

How does the incentive structure promote ini-
tiative without stoking mis-selling?

Incentive structures are of course fundamental to determining, 
if the actions of front-line managers of the financial institu-
tion are aligned to the philosophy of wealth management. The 
most basic check is to make sure that managers do not have 
incentives tied to specific products. There must be no inter-
est in selling some products over the others. Ideally, manager 
compensation must be tied to long-term financial outcomes of 
the households that they serve. The design of such contracts is 
an area that needs much more thinking and experimentation. 
Kshetriya Gramin Financial Services (KGFS) is working to devel-
op one such index that ties performance to customer outcomes. 
In addition to staff incentives, this approach has to be rein-
forced by organisation culture and consumer protection regula-
tion.  While this may at first glance seem somewhat utopian 

and quite inconsistent with the nature of a commercial enterprise, 
celebrated examples such as those of “Fedex” and “Walmart”, 
have repeatedly shown that organisations which have a laser 
sharp focus on creating durable value for their customers end 
up being the most profitable ones and those that chase profits 
as a direct objective, rarely achieve their goals.  It has also been 
our experience that truly customer focussed wealth managers are 
able to win the trust of their customers much more quickly and 
achieve a depth of relationship that traditional commercial bank-
ers often dream of but rarely achieve.

How do you propose to do credit scoring with-
out adequate data on income, employment and 
documentation?

We don’t propose to do credit scoring for exactly those rea-
sons. Since ours is a tightly focussed regional model where each 
branch serves a defined catchment of 2000 households, the ap-
proach is to build a direct understanding of these households: 
the returns and riskiness of their business activities, availability 
and quality of collateral and so on. This is the heart of our credit 
underwriting process and we do not need to rely on easily falsifi-
able surrogates such as documentation and income records. If 
there is one thing that we learn from the sub-prime crisis in the 
United States, it is that a blind reliance on credit scores (which 
are largely results of prior payment records for previous, often 
much smaller, loans) without a full understanding of what the 
current situation of the household is and what it is likely to be in 
the future, can lead to disastrous consequences.

How do you plan to scale up your initiatives? 
Would you rather expand your reach in greater 
number of areas or would you prefer to deepen 
your reach in one particular area before moving 
on to the next area?

There is no debate that our country needs many-many more in-
stitutions meeting the diverse financial service needs of people. 
This feels like basic infrastructure to us. IFMR Trust is committed 
to replicating region-specific KGFS branded financial institutions 
as much as possible – some directly and others through partner 
institutions with regional expertise.  

a

“   
Ideally, manager compensation 

must be tied to long-term financial 
outcomes of the households that they 
serve.  

 ”

In your experience with low income house-
holds, what are some of the risks which you 
have seen them facing and which you feel 
could be solved by financial engineering? What 
are some of the products that can be used to 
mitigate these risks?

For most low-income households - human capital, in the sense 
of present value of lifetime net incomes, tends to be the big-
gest asset in their portfolio. Given fairly low levels of financial 
capital/wealth, the reliance on human capital is very high in or-
der to successfully meet household goals over a period of time. 
Anything that impacts this human capital then tends to be-
come very critical for these households. This includes death or 
partial/permanent disability of the principal income earner and 
catastrophic health events that result in very high levels of out-
of-pocket medical expenditure. Managing these risks efficiently 
requires a set of well-designed insurance products that can be 
delivered in a reliable and cost-effective manner. Longevity is 
another important challenge for financial engineering. Manual 
labourers are typically forced to “retire” at the age of 35 – 40. 
They have at least another 25 years of expenses to worry about. 
What financial instruments can these households invest their 
surpluses in, that gives them the necessary inflation protection/
growth and diversification to manage this mismatch?  Another 
set of risks are those that are associated with converting hu-
man capital into maximum possible financial wealth – the 
growth challenge. Poorly designed financial solutions that do 
not fully acknowledge and address all the uncertainties, could 
end up saddling the households with a large financial burden 
associated with, for example, large loan repayments. Instead of 
smoothly converting human capital into financial capital, they 
lead to financial distress.  Often “simplicity” is used as a de-
sign principle in financial services, particularly for low income 
households.  To us “goodness of fit” is a far superior design 
principle.

“ Often “simplicity” is used as a 
design principle in financial services, 
particularly for low income house-
holds.  To us “goodness of fit” is a far 
superior design principle.

  

 ”
How does one translate complex concepts like lifecycle 
wealth to an audience whose concern is where the next 
meal will come from?

“   
Research such as “Portfolios of 

the Poor” also tells us that the poor are 
very conscientious money managers, 
spending a lot of their time thinking 
about money.  

 ”
In our experience, low-income households are actively thinking 
about their long-term goals, whether it is education of children 
or house renovation or marriages. Research such as “Portfolios of 
the Poor” also tells us that the poor are very conscientious money 
managers, spending a lot of their time thinking about money. It 
is true that they do not have the expertise (just as many of us do 
not) to determine what financial strategies will best help them 
achieve these goals. This is where the role of the financial institu-
tion is critical. They have to work with the client to figure out 
what strategies/products are best suited to their requirements. 
Simplistic approaches like financial literacy are not adequate 
because they transfer the onus of decision making entirely to 
the client and away from the financial institutions, not recog-
nising that some of these are extremely sophisticated decisions. 
We need financial providers with adequate expertise to provide 
high-quality financial advice to clients and a legal liability regime 
that will hold them responsible for “bad” financial advice.  We 
have developed several tools such as the “Plan-Grow-Protect-
Diversify” framework and a graphical and interactive “Financial 
Well Being Report” that help simplify the communication process 
between the household and the wealth manager, without de-
tracting from the “goodness of fit” end goal.

How is this different from the ‘cross selling’ value 
proposition of a conventional banking conglom-
erate?

The fundamental difference is that we need to approach the cli-
ent in a product-agnostic manner. The starting point is to deter-
mine the unique needs of a household, given its circumstances 
and life-cycle goals. Financial products are then only a means 
to an end. The problem with a typical cross-selling approach is 
that it tries to sell all products to all people and is often done by 
product manufacturers who are interested in specific products 
alone (a classic example being the sale of life insurance policies 
to senior citizens). A wealth management approach, on the other 
hand, would customise the portfolio of financial services to each 
client household. There is no conflict of interest here, particu-
larly when combined with ex-post legal liability for the quality of 
wealth management guidance given. This is also not a very new 
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What are the plans for infrastructure sharing of 
branches/back end to avoid duplication across 
the financial system?

As far as the back-end is concerned, we use shared platforms 
for core banking, customer enrolment/analytics and product 
development. The front-end which is the branch in the remote 
rural village, is new infrastructure that does not exist today in 
any form and we are investing in creating this network from 
scratch.  Most rural branches of the banking system are either 
at the district headquarter or the block headquarter level, very 
rarely at the Panchayat /village level which is where the KGFS 
branches are located – so there is good synergy and no com-
petition. 

How would you address data security, privacy 
and other security concerns under a low cost 
business model amidst complex/costly techno-
logical solutions?

Our approach has been to join hands with partners such as 
Wipro for technology platforms and data hosting, rather than 
try to build these capabilities in-house. This way, we are able 
to leverage the expertise of specialist players in this area who 
are constantly upgrading their solutions in line with market 
practices. 

Would not the KGFS business model of holistic 
financial services mean regulatory arbitrage 
over banks/NBFCs?  How does it fit in within the 
overall financial system? 

The way we think about this is that the Indian financial system 
has several high-quality and well-regulated product manufactur-
ers/risk aggregators – these are the commercial banks, mutual 
funds and insurance companies. What is challenging for these 
entities is to build the origination/distribution capability to serve 
remote rural markets and households. This is where the KGFS 
comes in – it acts as the interface between the product manufac-
turers and the remote rural market. This is a much-needed infra-
structure in order to serve these markets well. There is no duplica-
tion or regulatory arbitrage involved in this business model since 
it operates strictly within the purview of mainstream regulation.

What range of long term IRRs/ROAs can investors 
expect from the KGFS business model? 

The KGFS business model is aiming to provide investors an ROE 
in the range of 20%; we believe this is a reasonable return on 
equity for a business of this nature. 

“There is no duplication or regulatory arbitrage involved in this business model 
since it operates strictly within the purview of mainstream regulation. 

”

REGULATORS
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INTERVIEW WITH
SUBIR GOKARN

Dr. Subir Gokarn is the Deputy Governor of the Reserve Bank of India, overseeing Monetary Policy, Re-
search, Financial Markets, Communications and Deposit Insurance. He also represents the Reserve Bank 
at the G-20 Deputies’ forum. Prior to joining the Reserve Bank in November 2009, Dr. Gokarn was the 
Chief Economist at S&P Asia-Pacific, CRISIL and NCAER. He was also an Associate Professor at IGIDR, 
Mumbai (1991-2000). He received his Ph.D from Case Western Reserve University, USA in 1989, and was 
awarded a Fulbright Research Fellowship in 1997. He regularly participates in committees of industry 
associations, academic institutions and government agencies, and was a Business Standard contributor 
for 13 years.

Banking regulation worldwide is undergoing a sea change as financial markets evolve. On the 
domestic front, the Reserve Bank of India (RBI) has unleashed a slew of measures to rein in 
inflation, check speculative downward spiral in the rupee while it tests the waters of financial 
innovation by introducing CDS. The Efficient Frontier Editorial Team had a discussion with Dr. 
Subir Gokarn on the RBI’s recent regulatory measures, his views on financial sector regulation 
and economic forecasting and modelling. 

The Vicker Rule in the UK & the Dodd Frank 
Act in the US: They all aim to introduce some 
semblance of the Glass Steagall Act. Does India 
have such a need here to limit the risk taking 
abilities of deposit taking institutions? 

When you look at the Indian regulatory framework, there has 
always been a sort of separation between commercial banking 
activities and investment banking activities. Of course, there are 
institutions in India which encompass both these activities and 
over the last couple of years, we have had the emergence of 
the universal banking model where commercial and investment 
banking activities are under the same organizational umbrella. 
So that probably raises some concerns about the spill over and 
contagion risks, i.e.  the risky part of the portfolio which is im-
pacted by market conditions spills over into the supposedly safe 
part of the portfolio which is what the Glass Steagall Act was 
all about– it was essentially about avoiding contagion risk. 

Our approach to this is based on our own historical legacy.  The 
universal banking model is not the predominant one. Most of 
our commercial banking activity is done by government-owned 
banks and they are very much in the mould of conventional 
commercial banking model. So, in conglomerate forms where 
both activities are within same organizational structure, the ap-
proach is to move towards the financial conglomerate model 
whereby a commercial bank remains a separate and distinct 
corporate entity owned by a holding company, which then may 
own other financial intermediation activities including invest-
ment banking. Our regulation is more in the direction of al-
lowing common ownership but separating the organizational 
boundaries between commercial and investment banking. That 
is the agenda under discussion and a committee did look into 
this and make recommendations about how to structure finan-
cial conglomerates. I think the broad objective is similar but we 
have come at it based on our own historical context where full 
unification of banking activities never really occurred.

What are your views on the size (according 
to assets) of Indian Banks when compared to 
global peers? Is it an impediment to the growth 
of Indian banks at a global level or is it a posi-
tive thing that they are not too–big–to–fail like 
the U.S. banks?

I think we have to focus on the size based on exactly these 
potentially contradictory perceptions. One is on efficiency i.e. 
the belief that larger banks are more efficient in delivering their 
services for a variety of reasons including technology and hu-
man capital. Eventually these economies of scale allow banks 
to earn higher margins by charging lower rates of interest as 
their costs are contained. The other is that the experience with 
large banks, once they grow beyond a certain size, has been 

that when they fail they pose so much systemic risk that there 
is a huge negative externality that emerges because it is almost 
unavoidable for governments to bail them out when they fail, im-
posing huge fiscal costs. Also stakeholders who never really had 
any exposure to those banks have to pay the price as it affects 
the economy as a whole. Therefore, balancing between efficiency 
and stability is very important. Once we recognize this and are 
able to translate our concerns about stability into effective pru-
dential norms and into all of the instruments which we see being 
implemented into the Basel process, then  we are finding ways 
to provide against it. 

As you grow larger and larger you must recognise all of the risk 
that emanates from your bank including the possibility of you 
failing and having to be bailed out. So essentially what you are 
doing with risk management is that you’re saying that if there is 
a risk that you are too big to fail and will require to be bailed out 
in case you do fail then somewhere in your planning you account 
for that risk and provide for it so that the cost does not eventu-
ally fall entirely on external stakeholders. Planning that balancing 
act can be achieved through appropriate design of prudential 
regulations. You are not sure whether it is fully effective or not 
because these things are tested only when the situation arises.  

At the end of the day, you’re doing the best you can in terms of 
being able to design a framework in which the risk is recognized 
and is measured reasonably well and adequately provided for. If 
that comes in the way of banks growing, and the capital require-
ments become very onerous as they take on more risk, then that 
in itself acts as a self–limiting device on size of banks. When  it 
comes to Indian banks, this is the strategy they will have to fol-
low because as they grow they will have to deal with more and 
more risks and if they are adequately providing for those risks 
then the cost of those provisions will impose some sort of con-
straint on their ability to grow and that may be the optimal size 
for them. So growth is going to depend on the kind of environ-
ment it is coming from and what sort of risks are you bearing and 
how much does it cost you to provide for them.

Your views on exotic derivative products like 
CDS, CDOs etc and how their inclusion in Indian 
markets need to be regulated. Does the argu-
ment that such products help in better risk man-
agement still hold after the crisis?

I think the broad principle of regulating derivatives is very 
straightforward. A derivative is something that allows people 
to hedge underlying exposures effectively. It provides a way for 
people with particular risks to use market instruments which 
are standardized and common - off the shelf, so to speak.  This 
makes them relatively low cost. We want to use derivatives as 
a low–cost way for people with underlying exposures to hedge 
their risks and that is the principle on which derivative regula-
tion is based everywhere, including  in India.  Of course, when 
you create a market it is rather difficult to say that only certain 
people can participate although that is also part of the regulatory 
toolkit. You will have people participating on the other side of the
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You have had exposure to industry, academ-
ics as well as regulation. What do you feel is 
the difference in analytical perspective and in-
sights required among these three roles?

Even though I have been in three different domains, I have es-
sentially played the role of an economist in all of them. As such, 
the tool–kit that I have used as an economist has been the 
same whether it was in academia, or in the corporate sector 
or in policy making. At the same time, it is obvious that the 
audience and mode of communication  is very different across 
the three domains. In academia, you typically deal with other 
academicians – that’s your main target audience – so you have 
to be careful about the technical correctness of your approach. 
You have to be careful about the way you draw conclusions 
and the contextualisation of your work within the larger body 
of knowledge or literature that exists. All these are important 
aspects of the academic approach.

In the corporate sector, your clientele are not other economists. 
Typically, it’s the people who are making decisions about where 
to put their money, how much to produce in a year. They are 
the people who decide whether they should be diversifying and 
cost–cutting, whether their growth should be inorganic or or-
ganic and what sort of risks they are facing with respect to 
exchange rates or interest rates. They don’t really care whether 
you are using a very sophisticated model or if you are doing 
back–of the envelope calculations to produce your results. They 
only want you to give them a firm view with a simple rationale 
and hopefully with an accurate projection. So you have to be 
very efficient in terms of how you arrive at your conclusions 
because it’s very easy in that situation (because nobody is 
scrutinizing your methodologies) to be somewhat casual about 
method. I think there’s a huge amount of self discipline that is 
required to ensure that you are reaching the kind of conclu-
sions that your internal and external clients find valuable, with-
out compromising on method. That’s a different kind of chal-
lenge, both from an analytical and communication perspective.

In policy making, the key difference is that you actually have to 
make a decision based on your analytical inputs. In the corpo-
rate sector, as an economist, you are not a decision maker. You 
are feeding into the decision to be made by the management 
committee or the board. In the regulatory framework, you are 
also in a sense accountable for the decision – so that’s a differ-
ent challenge. You have to be absolutely confident; you have to 
be clear not just in terms of the consequences for your action 
but also in terms of the consequences for all alternative actions. 
You have to make a judgement whether the risks of actions 
that you decide to the take outweigh the risks of all actions 
that you decide not to take, and that judgement is very impor-
tant. There is also a communication challenge because you get 
criticised for actions you have taken, when the fact is that the 
consequences of actions you have not taken may have been 
far worse and therefore you might have been criticised even 
more. Similarly, the actions that you take may have short-term 
payoffs, but also very adverse consequences down the road. 
Such balancing acts – to decide between long term vs. short 
term, risk vs. reward - are certainly fundamental to all decision

making. The consequences of being wrong are very high. So, a 
sense of responsibility and an understanding of the consequenc-
es of being wrong are extremely important.

In your experience, does using real indicators 
(exchange rates/interest rates) as model inputs 
produce more accurate results than by using 
nominal ones?

I really don’t think any such sort of generalized statement can 
be made. I think you have to be very clear about what you are 
trying to do. Whenever you are trying to model anything, the first 
thing you have to define is your objective – what is it that you 
are trying to get out of the model. I think people often get into an 
off–the shelf mode, or formulate the model without really being 
able to pinpoint whether that model is appropriate to the ques-
tion they are asking. Once you identify the question, the model 
will obviously take on certain specifications based on its ability to 
address that question. Then you bring in cause and effect and get 
a better idea of what your end output is. Do you want to forecast 
a variable or do you want to understand the impact of something 
on something else? Is it a simulation model or is it a forecasting 
model? All these questions have to be addressed and answered 
very clearly before you decide what to do next.

The next step is to decide what variables you chose and what 
forms you bring them in – whether you bring them in a general 
form or in the form of differences or in some other form. It’s all 
a question of (and is driven by) what your ultimate objective is.
I think the best way to play is to triangulate. One of the great 
strengths of modelling is that you don’t have to approach it from 
a very purist perspective. You can be very flexible and innova-
tive. Sometimes you can get results from very strange models.
But if the model is not intuitively explanatory then you have to 
go backwards to find an explanation of the cause and effect that 
you are discovering. Otherwise, it’s a little dangerous to use these 
results. To sum up, what you need to balance out is a reasonably 
good accuracy with a very simple intuition of what the cause 
and effect underlying the relationship is. And really, these are 
the hallmarks of good modelling. If you can explain something in 
real terms – use real variables and if you can explain something 
in nominal terms – use nominal variables.

a

We see that in the Indian banking sector, co–op-
eratives banks do not form a very large portion 
unlike those in the Spanish banking sector. Also 
Spanish banks are allowed to take large posi-
tions in equities - which help them in portfolio 
management. So is there any reasoning about 
why there is this difference? Why is the co–
operative banking system not so large in India 
and is there anything about the optimal portfolio

transactions who will see it as another asset class and will 
look at price dynamics for profit opportunities there. I think 
that flexibility is always important and you can’t be completely 
restrictive. You should have people on the other side of the 
transaction also and there I think a more practical considera-
tion is that the market should offer people who want to hedge 
a reasonably low cost opportunity to do that. If you have been 
able to use the derivative markets to hedge and people with 
exposures are using those markets on a regular basis I think 
that is a reasonable accomplishment and a reasonable objec-
tive for derivative regulation.

RBI has recently taken measures such as dis-
allowing cancellation and rebooking of forward 
contracts, placing limits on hedging by traders/
FIIs and cutting dollar amounts that authorized 
dealers can hold overnight. Do you think that 
such measures can provide an effective long 
term solution to a declining currency or are 
these just a short term fix?

 These are essentially measures that reduce the risk of specula-
tive pressures on the currency. The fundamental drivers of cur-
rency valuation are essentially supply and demand conditions 
and as in all financial markets there is an overlay that may 
be driven by strong views in either direction. In the conditions 
we are seeing today, speculative motivations can come quickly 
into play. So these are measures that are trying to minimise 
that spill over. Under normal circumstances, the kind of flex-
ibility that these devices provide participants is very important 
because they allow them to take full advantage of market con-
ditions in a way that is not disruptive. However, in a situation 
when there is pressure in the market and the market is being 
driven by very strong forces in either direction then these flex-
ibilities may actually reinforce that tendency.  By reducing them 
or restricting them, we are trying to minimise that pressure. So 
they will basically help the currency stabilise at a level that is 
consistent with current demand and supply conditions.

“ What we do in our policy there-
fore, is what I call triangulation and 
I think that’s more beneficial for 
people to adopt. 

 ”In the industry forecasting economic indicators 
is a very important skill. Do you have any advice 
on forecasting economic indicators better?

Yes absolutely – I think one thing that we have to recognize is 
that quantitative models – even the very sophisticated ones – 
are relatively unreliable in a situation where structural change 
is so dramatic. We certainly have such a situation in India. Con-
sequently, forecasting with the use of quantitative techniques is 
only one part of your toolkit and you must recognize that fact. 
What we do in our policy therefore, is what I call triangulation 
and I think that’s more beneficial for people to adopt.

When you get into the workplace, you’ll find that nobody relies 
exclusively on one technique. You have to validate your analysis 
by using other sets of information. There are two other sides of 
the triangle apart from quantitative forecasting. The first one is 
surveys. We rely a lot on surveys; sometimes these surveys vali-
date our quantitative forecasts and sometimes they challenge 
them. If it’s the latter, then you have to reconcile the two to see 
where the difference lies. In that situation, we see which one 
gives us a better indication. The third side is consultation. This 
essentially means using market intelligence – on ground, front 
line intelligence – as much as possible. And if you are in strategic 
planning – or if any of your functions is at the corporate level or 
at the domain level – you need to be in constant touch with your 
front line people. These include your sales or procurement people 
as well as your production and operation people because they 
have a sense of what is going on in the market. They may not 
have the means to aggregate this information into a strategic 
tool or a decision making tool. But,  you should be able to aggre-
gate it in a way in which you can cross reference or cross validate 
the quantitative forecasts or survey results that you have. These 
are three elements that basically add discipline to forecasting. 
You have to make use of all three of them.

“ Even sophisticated quantitative 
models are unreliable in situations 
where structural change is so dra-
matic.  

”



97   The Efficient Frontier/January 201296   The Efficient Frontier/January 2012

management perspectives that banks loose out 
in case of equities and real estate in India?

I think the basic issue is of historical legacy. Banks evolve in a 
certain environment – part of which relates to the evolution 
of business environment. This legacy then decides what kind 
of financial services are provided by what kind of players. As 
far as regulatory measures are concerned, policy makers decide 
the kind of restrictions to impose on the activities that banks 
engage in.

In the Indian context, the notion of co-operative banks emerged 
out of a bottom–up perspective of financial services. Through 
the pooling of resources at community levels, a sort of local 
knowledge evolved where everybody knew everybody else. 
Supervision was very community-oriented and that was the 
positive aspect of this model. Since stakeholders were supervi-
sors, it imposed checks and balances on management. But over 
time, this has changed. The ability of stakeholders to supervise 
has really weakened and a power asymmetry has developed in 
the governance structure. As such, the objectives with which 
the process began couldn’t really be sustained. This led to the  
perception that more formal regulation was necessary. After 
that, you have to take a call on what these institutions are 
capable of in terms of the way they manage their money. If we 
talk about equity, we have to go back to the first question in 
which we talked about the separation of a commercial bank 
and an investment bank. If you are getting into managing high 
risk portfolio without the  basic capabilities for doing it, that’s 
a recipe for disaster.

At the same time, you should recognize the benefit that comes 
from co–operative banks, which is essentially the community’s  
ability to leverage up from local knowledge about a sector, for 
example. As regards the comparison with Spanish banks, they  
have evolved in their own historical context and business envi-
ronment, so I don’t think a comparison is entirely appropriate.

We have seen that our economy is facing a dual 
crisis of a current account deficit coupled with 
a fiscal deficit and the inflation has remained 
high as well. In the past, RBI has been very ef-
fective in dealing with high inflation (for exam-
ple in the 90s). How do you look at these prob-
lems and what is your take on them? Is it just a 
short term malady which will correct itself or is 
it a long term issue?

There are several  sides to this. Inflation is driven by both 
short term and long term factors and I think that’s really 
where the challenge comes from. The short term factors will 
eventually correct because if you have been pushing the de-
mand down, which is what high interest rates are supposed 
to do, then demand pressures abate and inflation pressure 
also reduces. That’s really what the rationale for our policy is.

As far as structural factors are concerned, food inflation is a big 
issue. In the last few  weeks we have seen it ease but it’s not 
clear whether that’s going to be a steady trend. The numbers 
may move back up after some time. There is structural pressure 
on food prices for a variety of reasons – I have spoken a lot about 
it in public so I won’t get into the details here.

High energy prices are another problem that we face because, 
this phase of our development is very energy intensive, relatively 
speaking. Energy costs are always going to be a source of pres-
sure. Then, there are the bottlenecks on infrastructure which 
have been a consistent source of problems. When the economy 
is growing above a certain rate, these bottlenecks tend to fuel 
inflationary pressures. So these are the structural issues which 
we need to address through various policy responses some of 
which are in place, some of which have been thought about 
but definitely need to be implemented before we can put these 
structural problems to rest. We need to have larger amounts 
of food – different kinds of food, proteins in particular and we 
need to be able to deal with energy conservation, more effective 
conservation – whatever it takes to reduce the impact of energy 
prices on our cost structures. And we must try and ease off the 
infrastructural bottlenecks. There are also concerns about labour 
costs going up and some other sources of pressure which will 
necessitate us to create capacity to impart marketable skills to 
more and more people.

Coming to the issue of fiscal deficit – it really comes in the way 
of monetary policy being effective because if the monetary policy 
is trying to bring the demand down and a lot of that demand is 
coming from the fiscal side (from the government side) – that 
demand is not very sensitive to interest rates. It is being driven by 
a different set of  factors.

Effectively,  monetary policy acts on a smaller proportion of de-
mand and the impact on those segments is so much larger. We 
have seen that to some extent on the investment front, where 
high interest rates are actually having a negative impact on in-
vestments. So the fiscal situation has a bearing on the monetary 
policy effectiveness. 

Regarding the current account deficit, I think the fact of having a 
current account deficit by itself is not a problem. It’s quite logical 
to expect a country in India’s state of development to be a capital 
importer and the current account deficit is basically a reflection of  
capital being imported in the form of inflows. So I think having a 
current account deficit per se is not a problem. The problem is the 
risk that materialises when those capital inflows actually come 
down and financing the current account deficit becomes diffi-
cult. We are somewhat in that kind of a situation now, because 
capital inflows have been significantly affected by global factors. 
Our current account deficit is now impacting the supply-demand 
dynamics of foreign exchange, and that is what has brought the 
rupee down –. When capital flows resume, there will be some 
correction. But from a longer term perspective, a current account 
deficit tends to be self correcting when you have a flexible ex-
change rate. This is because exports become more competitive 
and imports become less competitive vis-a-vis domestic products. 
Of course that does not happen overnight, it takes time. In the 
meanwhile the immediate costs of this situation can be quite 
high as we can see. It’s having an impact on corporate balance 
sheets and on the fiscal deficit, because fuel and fertiliser sub-
sidies have gone up. So there are immediate consequences that 
clearly pose some challenges to the economy.

Money Manager/January 2012
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In your paper on preferential allotment in India, 
you argue that the SEBI guidelines solve the 
underinvestment problem.  Could you elaborate 
on your research and findings?

The motivation for my research on preferential allotment of eq-
uity by publicly listed companies in India was that I observed 
that a number of companies, from small to large, made private 
placements to management and private equity firms, known as 
preferential allotments in India.  I wondered whether doing so 
was at the cost of outside shareholders. SEBI had thought of 
this issue carefully and promulgated rules for preferential allot-
ment, essentially that the issue be made at the higher of the 
following two prices:

1. The average of the weekly high and low prices for the 
previous two weeks

2. The average of the weekly high and low prices for the 
previous six months

SEBI’s rationale for the rule was to avoid shares being allotted 
cheaply to insiders, at the expense of public shareholders. In the 
model we develop in our paper, we show that this mechanism 
solves the underinvestment problem: If there is an asymme-
try of information between insiders and outsiders about the 
valuation of a firm, insiders would not issue equity to the pub-
lic if they feel that the value is higher than what the market 
perceives; on the other hand, they would issue equity, if they 
feel the equity is overvalued.  Outsiders also anticipate this, 
and take this into account in their valuation of the firm. Hence, 
there are cases where firms would pass up valuable invest-
ment opportunities, rather than dilute their equity holdings by 
issuing equity cheaply to external investors. We show that the 
SEBI rules solve the underinvestment problem to a large extent.  
In our model, when a preferential allotment to insiders is an-
nounced, there is a positive announcement effect on returns.  
We show that our results are robust to the possibility that in-
siders may manipulate the prices so as to reduce the price at 
which they issue equity to themselves, under the SEBI pricing 
formula.  We test our model with data over a long period, and 
confirm the hypotheses derived from our framework.

“                                  

SEBI rules solve the underinvest-
ment problem to a large extent. 

 ”
Private investment in public equity (PiPE) had 
become a major source of funding for many 
firms after the recent downturn in the stock 
markets. Do you think there is substantial in-
formation asymmetry present in the Indian

markets which allows promoter to overprice 
their public issues in bull markets and seek a 
fair value for their shares through PiPE transac-
tions during bear markets?

To be frank, this hypothesis has not been tested empirically. Al-
though I feel your conjecture is probably right, it is difficult to 
confirm this without further research. What I believe to be true, 
based on my own prior research, however, is that Indian promot-
ers, on average, tend to under price their IPOs, in terms of short 
term performance. This is true for IPOs around the world as well, 
but in India this differential is quite substantial. Of course, trad-
ing volumes are typically quite small here, and you cannot rely 
on these numbers to make a judgement about returns earned 
by many investors.  At the same time, the long run performance 
of these issues is quite poor, on average. The evidence over long 
periods of time, and with a broad sample, shows that people 
who have invested in IPOs have not done well.  SEBI has rightly 
been concerned about this issue for many years, and has tried to 
monitor IPOs more closely, but the problem remains.

You have also done some work on the pricing 
of IPOs in India.  Could you tell us about this 
research?. 

In another paper, we looked at IPO pricing for different types 
of firms: whether it is a family group firm or a standalone firm.  
We found that in India, there is a premium attached to fam-
ily group firms, as measured by their IPO performance. In other 
countries, such as the US or UK, there is a conglomerate discount, 
unlike the “business group” premium in India. Arguments made 
by some researchers to support this evidence are that labour 
and capital markets are not efficient in India, and that there are 
significant barriers to entry in many industries. The certification 
or brand that a group offers, its organizational efficiency, and 
the financial and human resources that a large group possesses, 
make a new company that it sets up more valuable. A standalone 
firm, typically, cannot set up a new project with the same degree 
of efficiency or market access, because it lacks these advantages. 

If a firm that is part of the Tata group wants to invest in a new 
project in, say, the aerospace industry, group companies can sup-
port the new venture, an advantage that would not be available 
to a stand-alone entity. Competent managers are ready to work 
for them. Technology providers are ready to collaborate with 
them. They can raise capital more easily. There could be other 
synergies with group companies. Hence, they are able to create 
more value in the project. In industrialized countries, where la-
bour and capital markets are more efficient, companies do not 
set up a new affiliated company, typically. In contrast, in many 
emerging economies such as India, people look at the brand 
name of a major business house, and place a higher value on 
a new venture that is set up under its aegis.  I have seen similar 
effects in other research I have done on the Korean chaebols or 
family business groups.

INTERVIEW WITH
MARTI SUBRAHMANYAM
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“ Two people want to trade, how can a third party say that it is unnecessary, if 
it does not have any negative societal impact?  

 ”

Among impact cost, trade volumes, bid-ask 
spread, percentage share of major brokers/
traders etc, which would you classify as the 
most appropriate metric to measure liquidity of 
equity markets, and why?

There are many measures of market liquidity. The bid-ask 
spread is one, volume is another. More fundamentally, what 
one really needs to measure is how much can you move the 
price by, for each buy and sell trade. That is the correct meas-
ure of liquidity - the round trip cost of buying this minute and 
selling the next minute to see how much one moves the price 
in this set of transactions. This is measured by computing the 
absolute (log) change in price (or the return in log terms) and 
dividing it by the volume traded in the day. This can be a good 
metric for liquidity. 

Another measure that I developed with co-authors is the dis-
persion of traded prices around the consensus valuation of a 
security.  This measure is particularly relevant for over-the-coun-
ter markets, and we applied it to the US fixed income markets.

Taking the liquidity argument further, algorith-
mic trading funds seem to be providing a lot of 
liquidity to these markets. But in India, they are 
not very active due to higher taxes and wider 
bid-offer spreads. Do you think algorithmic 
funds have a positive impact on the markets in 
general?

There are two schools of thoughts on this. The traditional fi-
nancial economists’ view would be that the more market par-
ticipation there is, the greater the liquidity. More active trad-
ing reduces transaction costs, and since investors factor in the 
present value of future trading costs, such a reduction would 
increase the current stock price, and reduce the required rate of 
return for investment in the security. 

On the other hand, there is the so called Tobin argument (due to 
the Nobel Prize winning economist James Tobin) which says that 
a lot of trading activity is unnecessary and even useless; it does 
not add any value to the economy and needs to be curbed. This is 

the justification for the Tobin tax,which is the subject of discus-
sion in Europe and elsewhere.  There are two aspects of this ar-
gument. One is that regulators should curb trading activity, as 
excessive trading is socially bad; however, if people want to trade, 
we should let them do so, subject to taxation. The other aspect, 
as discussed presently in Europe, with all its fiscal issues, is that 
governments can use this to increase tax revenues, and a trans-
action tax is an easy way to achieve this, much like “sin” taxes 
on alcohol or tobacco. The issue is: Is there unnecessary trading? 
How can one say? 

Two people want to trade, how can a third party say that it is 
unnecessary, if it does not have any negative societal impact? 
But even for people who trade infrequently, when they can come 
in the market, they pay a lower bid ask spread or impact cost, 
if there is liquidity and they can get in or out of positions much 
easily. So they benefit by this liquidity as well.However, the jury is 
still out on whether there is added volatility in the markets due to 
the presence of frequent trading such as those using algorithms.

However some exchanges give early and prefer-
ential information to hedge fund (HF) traders, so 
they have an information advantage…

That’s a good question and is, conceptually, a separate issue.  
There is no good argument as to why this preferential treatment 
is given to these players, and this issue needs to be addressed 
by regulators. One reason is that exchanges earn fees from trad-
ers, and large traders / HF traders contribute substantially in this 
regard, and hence offering preferential terms to HFs is like a 
volume discount for large traders. But then there is a question 
of fairness in this process. My view is that large traders should 
have lower exchange fees, and not privileged access, with a level 
playing field.

That would be a better way than giving them early access to 
information. I may not be in favour of preferential access, which 
happens in many markets, due to privileged access directly to the 
servers at the exchange, or to so called “dark pools” in the US. 
This is not in line with the principle that all market participants 
should have equal access to information.

Shifting our focus to the bond market, despite 
the downgrade of US, one saw USTs rallying to 
record low yield levels which was a bit counter 

How do you see the role of private equity (PE) 
market in India?

Indian equity markets have enjoyed substantial returns in the 
last decade, except if the investment was made in 2006, 2007 
and early 2008. This has also been true for the PE players, 
globally, to a large extent. The world over, a large part of the 
substantial returns generated by PE firms has been attributed 
to the availability of cheap leverage.  By the same token, the 
investments made in 2006 and 2007, just prior to the global 
financial crisis, remain problematic, even today. The amount of 
PE capital in the world has increased substantially over the past 
decade, and India has become a good destination to invest, 
despite the downturn in 2011. Right now, there is fierce com-
petition among PE players for good deals in India, even as we 
speak. 

However, there are not that many good opportunities available 
at an attractive price, for growth capital. Promoters of good 
companies have been unwilling to raise capital in the public 
markets, because the equity markets have fallen substantially 
(even relative to other markets globally), although there has 
been an uptick in the 2012.  On the other hand, PE players 
have become skittish about jumping into deals that are priced 
at a substantial premium to the public markets.  The result has 
been that the market largely dried up in late 2011.  The pes-
simism about the global economy has added to the uncertainty 
here too, and PE investors have turned cautious. However, giv-
en the long term growth potential of the Indian economy, the 
opportunities are bound to improve, and I am sure that global 
PE firms will see plenty of opportunities here.  In any case, India 
needs international capital, especially of a long term nature. 

One of the PE entities I am associated with has identified 
stressed and distressed debt in India as an opportunity and is 
planning to deploy substantial capital in this area.  The pros-
pects are excellent, especially given the substantial leverage 
that many Indian corporates employ, although only time will 
tell how successful the fund will be.

a

Substantial evidence suggests it is FIIs that 
generally move the markets in India, rather than 
domestic interest. In that sense, one would say 
that the current market price reflects what the 
FIIs think of Indian market and not what the re-
tail investors think. Also, the volumes are not as 
high in Indian markets as they are in developed 
markets, so the efficiency of these markets can 
be questioned a lot. What are your views?

The popular notion on the role of  FIIs in the Indian market is a very 
lop-sided one  in the  Indian press and the investor community.

market. There are four types of participants in the Indian market – 

1. Retail Investors (small individually, but as a group may ac-
count for a reasonable size)

2. High Networth Individuals (categorized by the size of port-
folio)

3. Domestic Institutional Investors (DIIs)

4. Foreign Institutional Investors (FIIs)

DIIs consist mainly of Mutual Funds and Insurance companies. 
In general, analysts do not talk about insurance companies, but 
they are large players, especially LIC. They get constant flows 
from premiums and they have to deploy them in the markets. 
They allocate capital to both debt and equity markets. While both 
DII and FII investments have grown in size over the years, their 
sizesin the past few years have been roughly comparable. In fact, 
in 2011, due to substantial outflows by FII, the flows from DIIs 
were far larger. It goes without saying that FIIs are much more 
responsive to global market conditions. 

Who are these FIIs? They are typically large investors based over-
seas, who mostly channel their funds to India through Mauri-
tius.  They are not a homogenous group, acting in concert, as the 
media sometimes implies. They have a variety of trading styles.  
Some of them are hedge funds, others are “long only” mutual 
funds.  Some of them are active investors, while others are pas-
sive – simply targeting an index, such as the Morgan Stanley 
Capital International (MSCI) index.  Their time horizons and styles 
vary substantially. A recent development in the past few years 
has been the growth of Exchange Traded Funds (ETFs), which 
have to invest say ‘x’ percent in India, or in emerging markets, 
as a group. The proportions are fixed in the benchmark, and you 
need to track the benchmark and cannot deviate from it. So if 
Indian markets go up or down, you will have to adjust and rebal-
ance your portfolio. When the markets go up, you buy, and when 
markets go down, you sell. In fact some of them are leveraged 
ETFs, so they are levered 2x or 3x times. 

With the rapid expansion of ETFs, the active versus passive ratio 
has shifted, and passive investment has become a more domi-
nant force now in global equity markets. In addition, you have 
the growing influence of algorithmic trading, which tends to ac-
centuate intra-day volatility.  These mechanical rules are affecting 
the global markets, and many market participants in India do not 
seem to be following this change in structure of FIIs. The size of 
passive investors is bound to grow in the future and the impact 
of mechanical trading will become even more important.  This 
has implications for market volatility, both intra-day and inter-
day, which is here to stay for the foreseeable future. Of course, 
this is a world-wide phenomenon, but has an exaggerated effect 
in economies with tightly regulated investment environments, 
and illiquid markets.

By the way, contrary to the popular view, I have seen only weak 
evidence that FII flows affect the Indian stock market, at the ag-
gregate level.  In fact, the causality may go the other way around. 
It is still possible at the level of individual stocks, but the data are 
not available to test this hypothesis.  This needs far more detailed 
econometric scrutiny than it has received thus far.
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“ Running a common monetary policy without commonality in fiscal arrange-
ments is impossible, as we have now learnt.  

 ”but obviously it is more complicated than that. 
What could be the reasons for the European 
Union failing, when the federal union structure 
in a country like India has survived for so long?

Since you mentioned the analogy between Indian Union and 
European Union, the Indian union has a federal structure, and 
therefore, there is a fundamental difference: Indian states do 
not have the power to run their own fiscal policy and leave 
the RBI to simply monetize their deficits.  The RBI can simply 
refuse to honour the cheques of the states, if they are fiscally ir-
responsible, and neither will the bond market be lenient, if they 
try to borrow.  In the Eurozone, countries ran their own deficits, 
without regard to the fiscal agreements under the Maastricht 
treaty – almost every Eurozone country, including Germany, has 
violated it, at some level. Running a common monetary policy 
without commonality in fiscal arrangements is impossible, as 
we have now learnt.  In contrast, in India, the fact remains that 
there is a central government in Delhi, which can force states to 
do certain things, under the constitution, but there is nobody in 
Europe to do that; nobody can dictate to Italy or Greece, which 
is the role that Germany, and to a lesser extent, France, are now 
asserting for themselves.

However, to run a common monetary policy in a continental 
economy like India or the US is a challenge. For instance, go 
back to 2007-08 when the whole global economy was boom-

-ing, there was a huge boom in Bangalore, whereas Patna had no 
growth to speak of. So, ideally, you really needed to tighten mon-
etary policy for Karnataka and loosen it for Bihar, but the central 
bank does not have the power to do that, because interest rates 
are set nationally. Even the range of variation in bond yields of 
debt across states is not the same as it is currently, between say 
Spain and Germany, because of the implicit federal guarantee 
of the Indian Union. Of course, there is greater labour mobility 
in India, than perhaps in the European Union. In the last 10-15 
years labour mobility in India has improved drastically even for 
categories like farmers, but there are limits to this. At the end of 
the day, the concept of the EU is not very old, even though the 
common culture of Europe is quite old, unlike India, which has 
existed as a single entity for a long time.

We recently saw credit downgrades for several 
Eurozone countries and nervousness at each 
auction in recent weeks.  What do you think 
would happen in the Euro-zone next?  

The downgrades were largely anticipated and reflected in market 
prices.  It does not make sense to focus on each auction, where 
technical factors may be important, but to take a broader view of 
the market.  Yes, there is substantial nervousness in the market 
even today, although I am hopeful that the Eurozone countries 
will muddle through with some sort of solution, even if it is less 
than optimal.

intuitive. What in your opinion influenced this? 

One should not attribute too much of superior knowledge to 
the credit rating agencies. They provide certification, and to that 
extent, enjoy market power.  However, I do not think they have 
any superior knowledge or understanding about the market, 
compared to the combined knowledge of the rest of the market 
players. Their behaviour before and during the global financial 
crisis should surely support that argument! However, they may 
influence markets.  Let me illustrate with an analogy. Even if 
popular magazines that rank colleges do not possess superior 
knowledge about them, they do influence students in their ap-
plication decisions. To that extent, it behoves colleges to pay 
attention to these ratings.

There is certainly a lot to quibble about the ratings, in any case. 
As of December 2011, France was AAA, according to S&P, and 
the US was AA+. The markets dumped the notion that France 
was a better credit entity than the US, as implied by the S&P 
ratings. The spread between US and France was over 200bps 
in terms of CDS in late December: the US was around 45-50, 
while France was over 250 bps. Rating agencies are very impor-
tant in cases where not many people are following a particular 
issuer, such as a medium sized company. However, as more and 
more people follow the company, they lose their importance 
and become certifiers, after the fact.

I will also like to point out, that S&P, Moody and Fitch are the 
only ones that we generally talk about. The Chinese have a 
rating agency called Dagong, and their ratings are completely 
different. According to them, the US has a much lower rating 
than China, and only slightly better than India. Its ratings are 
not very correlated with those of S&P, Moody or Fitch. I can-
not say whether Dagong is wrong or right, but it is a different 
world compared to the three major Western ratings.  However, 
it would be safe to say that, in the next few decades, the domi-
nance of the Western rating agencies will decline.

“                                  

According to them (Chinese rat-
ing agency Dagong), the US has a 
much lower rating than China, and 
only slightly better than India. 

 ”
a

t

What is the relationship between the aggregate 
public debt and the sovereign rating of a coun-
try?  How does this relate to corporate credit 
risk?

First of all, the public debt figures of different countries are not 
published on a consistent basis, although the IMF tries to stand-
ardize these calculations in its own research. Even so, biases re-
main. For example, India’s Public Debt-to-GDP ratio is 80-85%, 
according to the IMF, but this is not a complete picture, because 
this figure does not include the present value of pension liabili-
ties of public sector employees. If you include this, a back-of-
envelope calculation would suggest the Public Debt/GDP ratio of 
over 150%. With the increase in longevity in India, especially in 
the middle class, a government employee who retires at the age 
of 58-60, has an expected life of 20 more years, after retirement. 

If you take into account the percentage of the population that 
is employed in the public sector, and if you compute the present 
value of their pensions, you would have a substantial figure.  This 
figure would be much larger than many other countries, since 
public sector employees in India earn, on average, substantially 
more than the per-capita income in the country.

In coming years, Indian taxpayers have to pay for this debt bur-
den. I can well imagine, in twenty years time, the same discussion 
here as they are having in Italy right now, because we are talking 
of gold-plated pensions to public employees, even in India. 

Sovereign risk and corporate risk are obviously connected in any 
economy, and that has led to an ad hoc principle for credit rating 
agencies for a long time that the ceiling on the credit rating of 
a company was the sovereign rating of the country where it is 
domiciled.  Until about 10 years ago, nobody questioned that 
principle - the argument being if a country has a problem then 
how would the company pay its debt?  Since then, several corpo-
rates, such as Toyota in Japan, Embraer in Brazil, and ICICI Bank 
in India, did “pierce” the sovereign ceiling.   

Turning to sovereign ratings, a domestic currency rating of BB+ 
(which was what India had from S&P until December 2011), im-
plies a probability of default which does not make much sense, 
because the sovereign can always print money and pay its debts. 
Of course, this would be inflationary, and one can always argue 
that the political and social forces will prevent them from using 
the printing press, but that is a short term issue.  In the long run, 
nobody is going to allow the US to default, since its obligations 
are all in dollars, and even in countries like India, a sovereign 
default on domestic debt is highly unlikely. It is virtually impos-
sible. You can therefore ask  why India was, until very recently 
BB+ and now is BBB-, on its domestic obligations, while Italy was 
AA+ in early 2011, and even now is A, and Spain is A+? Overall 
the ratings seem reasonable, but in individual cases, there are 
clear inconsistencies. There also seems to be a bias that Western 
countries are inherently better risks, which does not make sense 
in the changing world order.

Talking of common currency arrangements, we 
have seen a federal union like India performing 
well where it has the power to print money cen-
trally and the states have their own power to run 
fiscal laws, which is similar to European Union,
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say for sure that this is also true for sovereign CDS, but it is like-
ly to be so. Apart from this, the CDS market is just a messenger, 
but there is no point in killing the messenger when the message 
conveys bad news. The solution lies not banning CDS contracts 
as some have proposed, but in making the market more trans-
parent, with centralized clearing, and disclosure of positions.

By the way, the whole drama of making the Greek haircut “vol-
untary” is double-speak.  How can one say that a bank would 
be happy about reducing the value of assets by 70%?  It bog-
gles the mind.  Of course, this kind of manipulation of the rules 
is going to cast further doubt on whether CDS contracts can be 
relied on as a hedge.

As an academic present on the board of several 
financial firms, do you think that the presence 
of academicians on the boards of banks make 
them better managed and reduces the ‘theory-
practice’ gap?

Generally speaking,corporate boards the world over, are not 
always very effective. Of course, there are well-governed com-
panies in many countries, including India, but the overall stand-
ards of corporate governance around the world have room for 
improvement. The problem is more acute in hierarchical societies 
like Japan or India, where challenging authority does not happen 
often.  The role of a good academic is to question and to chal-
lenge, and in that sense, they are suited for the role of corporate 
directors.  

At the same time, business school academics can learn from their 
board experience and bring this learning into their class rooms.  
This is particularly true of financial firms, where financial econo-
mists have a lot to contribute.  I have been fortunate to have this 
experience, and would recommend it highly both to companies 
as well as fellow academics. 

However, very few academics serve on the boards of large com-
panies, internationally, as far as I know. With the passage of new 
regulations such as the Dodd-Frank bill in the US, implementa-
tion of the Vickers report in the UK, and similar changes else-
where, the role of academics in corporate governance is likely to 
grow in the future.

So, in my view, the chances of exit by one or more countries are 
low, and the chances of a breakup of the Eurozone, lower still, 
although I would never rule it out completely.  It is sort of like 
a traditional Indian marriage, where once you get married, you 
cannot get divorced!  A breakup would be a tail event, which 
could happen at any time, although with a small probability.

As for a country like Greece exiting, these arrangements are so 
complicated that no one knows how it would happen. It took 
five years to convert all transactions in the Eurozone to the Euro 
10-12 years ago, and suddenly people  are talking of turning 
the clock back. It would turn out to be a nightmare to unwind, 
but it is not impossible.   I hope it does not come to that.

Several hedge funds are lining up to buy dis-
tressed assets which they feel are underval-
ued, but it is a question of when banks would 
sell them, because when banks come under 
regulatory purview, their governments would 
not allow them to sell assets at a loss and suffer 
severe deterioration of capital base. What are 
your thoughts on this?

The asset base of European banks is of the order of 20 odd tril-
lion Euros - a huge amount. Even if a tiny proportion of these 
assets are stressed, say 10%, it would overwhelm the capacity 

of hedge funds, whose global capital is of the order of less than 2 
trillion. There are two types of bank assets - those that are held to 
maturity, and those that are held for trading. Many of the assets 
are held to maturity, and are thus not marked to market. If these 
assets are marked to market, the entire equity base of most of 
the European banks would be wiped out. 

The hope is that, over time, the banks will be able to “earn” their 
way out of the problem with cheap funding from the ECB.  Mean-
while, we are likely to see a lot of ad hoc accounting to preserve 
the solvency of European banks. 

Many governments are left to the mercy of the 
markets, as to what markets think of them. The 
politicians blame instruments like CDSs for 
the rising yields on their bonds, and infact, the 
Greece CDS trigger was prevented through the 
“voluntary”haircut on the notional. Do you feel 
such actions actually help in containing the yield 
of bonds? 

I have done some research on corporate CDS and I found that 
introduction of CDS of a corporate bond increases its probability 
of default, because now there are many players who can hedge 
against these defaults, and some can even benefit from default, 
and therefore, they may try to push for bankruptcy. One cannot

“ The CDS market is just a messenger, but there is no point in killing the mes-
senger when the message conveys bad news. 

 ”
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As aptly mentioned in your recent book ‘Re-
thinking the MBA’, for the last 50 years, busi-
ness schools have emphasized analytics, 
models, and statistics. Your book has identified 
8 needs unmet by the MBA programs. These 
problems are more serious in Indian B-schools 
like the IIM’s. What do you believe are some of 
the changes that we must incorporate specifi-
cally in Indian B-school programs to address 
those issues?

As I described in the Golden Jubilee lecture I delivered at IIMA, 
Indian executives described business school students from 
leading MBA programs in India as competent in analytical 
capabilities, broad functional knowledge, and understanding 
of key management concepts but lacking in problem framing, 
critical thinking, decision-making and communication skills; the 
capacity to execute and innovate, and to lead, assume respon-
sibility, and adapt.

To address these challenges, business schools in India must 
change the curriculum and the pedagogy. They need to intro-
duce new courses, particularly in areas like leadership develop-
ment, governance and ethics, critical and integrative thinking, 
innovative thinking and creative problem solving, and execu-
tion and implementation. Many of these courses would need to 
adopt very different pedagogies from the lecture or case-based 
modes of delivery at many management schools. 

For example, some innovative  leadership development courses 
are offered in leadership laboratories where students learn 
about their strengths and weaknesses, their social relation-
ships, and their impact on others.  A few other schools use 
experiential learning to expose students to NGOs, rural areas, 
and slum children to learn about aspirations, motivations, and 
desires of individuals very different from themselves. 

A growing gap has been identified between what 
accountants do and what accounting educators 
teach. It is said that the curriculum has failed 
to evolve with the change in profession. Man-
agement accounting is not stressed enough in 
typical accounting courses’ curriculum and as 
a result the industry lacks good management 
accountants who otherwise could have been 
helpful in addressing the growing control and 
governance issues. Do you think this is true? 
And if yes, what direction should we take to

improve the scenario? 

The number of faculty members and research papers in financial 
accounting dwarfs the number of faculty members and research 
papers in management accounting.  One reason for this prefer-
ence, in my view, is that financial accounting data is more read-
ily available than management accounting data. The shortage of 
management accounting faculty has led to fewer management 
accounting and control courses being offered in business schools 
and less emphasis on these topics within the accounting cur-
riculum. Modern ideas in management accounting, such as the 
balanced scorecard, performance management and incentives, 
and empowerment and control, offer important concepts and 
frameworks for implementing strategy, managing risk, and gov-
ernance. These are also areas where organizations need MBAs 
to add more value. 

How to address this problem is less clear. The willingness of or-
ganizations to share internal data and of journals to publish this 
research should help to increase the supply of management ac-
counting scholars, educators, and teachers in the future. The im-
portance of these topics will also provide the impetus to increase 
the research in and the content of management accounting, con-
trol, and governance courses in MBA curricula. 

What are your views on the challenges that lie 
in front of microfinance stakeholders in terms 
of the transformations taking place within the 
microfinance industry in emerging issues like 
balancing profitability with fairness and their 
implications for the accounting profession?

I think the root cause of the profitability versus fairness question 
lies elsewhere. The microfinance industry has not focused on the 
entrepreneur. The traditional model is primarily about providing 
capital to micro-entrepreneurs while relying on the institution of 
trust banks (that is, imposing collective responsibility on a group 
of borrowers) to repay the loans. This approach assumes that 
the key problem facing entrepreneurs is access to capital so that 
once this problem is addressed, entrepreneurs will be able to 
grow their businesses and lead themselves out of poverty. My 
field work suggests that entrepreneurs face several challenges 
beyond access to capital. They lack the most basic skills to man-
age a business often leading to poor decisions about the busi-
ness they should be in and how to manage cash. The resulting 
lack of profitability and liquidity leads to an inability to repay the 
loans, leaving the entrepreneur in poverty.  

In other words, the primary reason for the lack of profitability 
(and fairness) is the excessive focus of microfinance institutions 
on financing and scale over other actions such as evaluating the 
business or helping the entrepreneur build the necessary skills to 
succeed. In some ways, the challenges in microfinance are similar 
to the problems that led to the subprime crisis - an excessive 
focus on quantity without regard to quality. 

INTERVIEW WITH
SRIKANT DATAR
Prof. Srikant Datar (Arthur Lowes Dickinson Professor of Accounting, Harvard University) speaks 
to The Efficient Frontier team, regarding several pertinent issues related to the field of Financial 
Accounting.  He sheds light on areas such as valuation of intangible assets and the apparent 
contradiction in conglomerate valuation between India & abroad. He also speaks about the 
growing gap of unmet needs in the field of Management Education and puts forth his views in 
a candid interview.

Prof. Srikant M. Datar is the Arthur Lowes Dickinson Professor of Accounting at Harvard University. A 
gold medalist from the Indian Institute of Management, Ahmedabad and the Institute of Cost and Works 
Accountants, he holds two masters degrees and a Ph.D. from Stanford University.
Prof. Datar received the George Leland Bach Award for Excellence at Carnegie Mellon University and the 
Distinguished Teaching Award at Stanford University. He is co-author of Cost Accounting: A Managerial 
Emphasis and of Rethinking the MBA: Business Education at a Crossroads. Prof. Datar’s research inter-
ests are in cost management and management control areas. He serves on the Board of Novartis AG, 
ICF International, KPIT Cummins Info Systems Ltd., and Stryker Corporation, and has worked on many 
consulting and field-based projects. 
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Prof. Jayanth Varma is a Professor in the Finance and Accounting Area at the Indian Institute of 
Management, Ahmedabad (IIM-A). He did his MBA from IIM-A where he was awarded a Gold Medal 
for scholastic performance. Subsequently, he obtained his doctorate in management from the same 
institute. He was a full time Member of the Securities and Exchange Board of India (SEBI) for a year. 
Prof. Varma was also a member of the Raghuram Rajan Committee on Financial Sector Reforms and is 
currently a member of the Financial Sector Legislative Reforms Commission.
He is currently a director on the Board of Infosys BPO Limited and of Onmobile Global Ltd.

The difference in quality of reporting between small-cap/mid-cap firms and large-cap firms in 
India has prompted many people to comment that alpha generation opportunities exist due 
to the presence of information asymmetry. The Efficient Frontier catches up with Prof. Jayanth 
Varma to discuss the same and a string of other important issues. Prof. Varma gives us his 
incisive views on topics such as investment strategies (asset allocation vs. security selection) 
and valuation of gold as an asset class. In the Indian context, he talks about lack of hedge fund 
investment in Indian securities, the depreciating rupee and the Indian corporate bond market.

INTERVIEW WITH
JAYANTH VARMA

“ For microfinance institutions to achieve better outcomes, some rebalanc-
ing of their activities toward their customers, the microentrepreneurs and their 
businesses, is necessary.  

 ”For microfinance institutions to achieve better outcomes, some 
rebalancing of their activities toward their customers, the mi-
croentrepreneurs and their businesses, is necessary. 

Given the current state of the global economy 
and the likely reaction of companies to the 
same being reflected on their books, what are 
the key pointers you would advise an analyst 
on while factoring in the performance of any 
company?

In the current environment where uncertainty is high, an ana-
lyst needs to pay particular attention to a company’s cash 
flows, exposure to risk, particularly in countries with challeng-
ing macroeconomic environments, and its ability to respond 
quickly to changing external circumstances.

Financial accounting does not include intan-
gibles like in-house R&D, employee talent, 
brands etc while reporting a fair picture of the 
firm. Do you feel this is a major shortcoming of 
financial accounting and if yes, can you sug-
gest some improvements for the same?

I think it is very hard for financial accounting to value intangible 
assets such as in-house R&D and employee talent. I can see 
why including these assets could potentially increase the rel-
evance of the accounting statements but the measurements of 
these assets would be very unreliable and subject to substantial 
error. Large measurement errors also increase the incentives 
to bias reported numbers. I think the measurement error and 
bias outweigh the benefit of putting a value on these assets.  
I favour the approach of disclosing non-proprietary data with 
respect to these intangible assets in the footnotes and leaving 
it to market forces to put a value on these assets. 

Globally we see that investors apply a hold-
ing company discount to conglomerates.  At the 
same time, conglomerates like Tata get a valua-
tion premium in India. What are some of the fac-
tors (for example, governance/synergies/effi-
ciencies of external markets) that investors look 
at while applying such conglomerate discount/
premium?

The empirical research findings on the conglomerate discount in 
well-developed markets have been mixed. The most common ar-
gument to explain the discount when it is found is that investors 
can manage risk efficiently by holding a diversified portfolio and 
so do not reward diversification by the company. On the other 
hand, there are costs to diversification from a lack of focus, lack 
of management attention and inefficient governance creating a 
loss of value. 

In developing markets, the situation is different. In these con-
texts, product markets, labour markets, and capital markets are 
often imperfect and incomplete so quality of products and fi-
nancial reports are difficult to assess. In these circumstances, the 
reputation of a conglomerate is used as a signal for the quality of 
its activities, creating value to being a conglomerate. 

“ I favour the approach of dis-
closing non-proprietary data with 
respect to these intangible assets in 
the footnotes and leaving it to mar-
ket forces to put a value on intangi-
ble assets.   

 ”
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“ Sometimes the upward pull of capital inflows is stronger and the rupee 
appreciates, while at other times (as now) the current account deficit is pulling 
downward more strongly and the currency depreciates.  

 ”

if it is possible to address these two problems. Longer-term 
investors (like value investors and private equity funds) can 
possibly internalize the illiquidity cost of these stocks. These 
investors might also believe that by buying larger stakes and 
taking positions on the board, they may be able to mitigate 
the governance risks. Past experience suggests however that 
the ability of even these investors to ameliorate illiquidity and 
governance risks is limited, and a great deal of the apparent 
alpha in this sector is therefore illusory.

For smaller investors and for passive investors generally, it is 
even harder to extract alpha out of mid-cap and small-cap 
stocks. The point is not that there is no alpha out there, but that 
extracting the alpha is far harder than one thinks.

Is falling rupee a sign of declining confidence 
in Indian currency or is it the end result of a 
long running carry trade (raising money in west 
and investing in India)?

The exchange rate of the rupee has for long been the outcome 
of a tug of war between a current account deficit (which sub-
sumes a much larger trade deficit) and capital inflows. Some-
times the upward pull of capital inflows is stronger and the 
rupee appreciates, while at other times (as now) the current 
account deficit is pulling downward more strongly and the cur-
rency depreciates. 

I would hesitate to call this a carry trade because a large part 
of the capital inflows have been into the equity markets (or into 
foreign direct investment). Therefore the capital inflows are not 
chasing higher interest rates in India as much as they are chas-
ing higher perceived economic growth in India. Capital inflows 
into India are extremely vulnerable to the Risk-On-Risk-Off cy-
cles of global capital flows.

Since mid 2011, the rupee has been hit by a triple whammy. 
First, the current account deficit has widened as rising com-
modity prices push up imports while the global slowdown ad-
versely impacts exports. Second, global capital flows have been 
in Risk-Off mode most of the time. Third, the growth prospects 
of the Indian economy have deteriorated drastically for largely 
domestic reasons (both political and economic). 

Having said that, I would not deny that there is an element of 
the carry trade in the borrowing decisions of Indian corporates. 
Because of the high interest rate regime in India, foreign cur-
rency borrowing appears attractive to Indian corporates on an 

unhedged or partially hedged basis. At least some Indian busi- 
nesses were quite reckless in their borrowing decisions in the 
boom years (as well as in 2009 and 2010) as they underesti-
mated the likelihood of a depreciating rupee.

What would it take (regulatory changes or oth-
erwise) for hedge funds (even long-only) to start 
investing in listed Indian securities?

I believe that some hedge funds were investing in India at vari-
ous points of time in the past (often in the form of OTC deriva-
tives known as participatory notes of P-notes). The high liquidity 
of the Indian equity market makes it attractive to hedge funds, 
but they are deterred by the regulatory regime which tends to 
welcome longer term traditional investors. By their very nature, 
hedge funds would be short or long the Indian market at dif-
ferent points of time and their investment flows would be even 
more volatile than other portfolio flows. I think that if regulatory 
barriers are removed, many hedge funds would look at India very 
seriously.

Research shows that after removing survivor-
ship bias, MFs on average underperform their 
benchmarks. If they give way to index funds, 
would the loss of MF value addition to markets 
be compensated by the resultant investor gain?

I certainly believe that there must be significantly more money 
in passive investment vehicles (like index funds and index ETFs) 
than in active investment vehicles. However, that is not the same 
things as saying that there should be no active managers at all. 
Certainly, there is a need for active managers as well to make 
the market efficient. Unless there is a sufficiently large pool of 
capital chasing arbitrage opportunities and correcting mispricing 
of assets, the market would be hugely inefficient, and passive 
investment would not be attractive at all. Index investing is viable 
precisely because there are sufficient active managers ensuring 
that market prices are reasonably efficient. 

My point earlier was that the pool of actively managed money 
today is probably too large given the size of arbitrage opportuni-
ties that actually exist. It might be socially optimal to shift a good 

Between asset allocation and security selec-
tion, which would you choose as being the most 
vital source of investment performance? Does 
the answer vary across asset classes?

If an investor believes in market efficiency or believes that he 
does not possess superior investment skills, then he has to 
make only asset allocation choices. The security selection for 
such an investor is simply to choose a well diversified portfolio 
as represented by an index fund or an ETF (Exchange Traded 
Fund). Superior investment skills are quite rare and therefore 
for the vast majority of investors, asset allocation is far more 
important that security selection. In other words, the choice of 
beta is an important decision problem for all investors, while 
the pursuit of alpha is relevant only to a narrower set of inves-
tors who can generate alpha (or can reliably identify asset man-
agers who provide positive alpha net of management fees).

In the past, this answer was most clearly applicable to stocks 
where the wide availability of low cost index funds meant that 
beta was cheap. It was only in stocks that the theoretical choice 
of a passive well diversified portfolio was also practically feasi-
ble. The prescription of a passive well diversified portfolio was 
however difficult to implement in many other asset classes be-
cause hedge funds and other high cost vehicles were the only 
means of gaining access to these assets. Beta and alpha were 
bundled together and it was impossible to unbundle this and 
buy just the beta. In recent years, however, the proliferation of 
ETFs has commoditized betas in most asset classes, and made 
it possible to implement almost any desired asset allocation 
without paying huge fees for dubious alphas. 
So yes, if you are part of the 99%, asset allocation is far more 
important than security selection. 

“   
So yes, if you are part of the 99%, 

asset allocation is far more impor-
tant than security selection.   

 ”a

It is said that bubbles are merely history repeat-
ing itself. Would you call the high valuations to 
cash flow positive proven IT social media busi-
nesses, as unprecedented in financial history?

These valuations are by no means unprecedented and appear 
quite modest in comparison to some of the valuations that 
were seen in the 2000 dot com bubble. Clearly investors (and 

businesses) have learnt their lessons from the earlier bubble. The 
concerns today are very different and they are very similar to the 
valuation concerns for brick and mortar businesses. First, how 
sustainable are the entry barriers of the incumbent leaders today. 
The worry is that what is touted as the next Google could be-
come the next MySpace instead. The rapid pace of technological 
advancement means that competitive advantages may be fleet-
ing, and valuations that assume perpetual earnings streams may 
overvalue the companies. The second question is one of price 
sensitivity of the consumers. As incumbents try to monetize their 
user base (whether through advertising or subscription or other 
revenues), the question is whether consumers would rebel. This 
is an issue in the valuation of all businesses that seek to garner 
market share in the belief that market share will automatically 
translate into profits. As internet businesses become mainstream 
their valuation problems also converge to mainstream ones.

“ The apparent cheapness of mid-
cap and small-cap stocks in India 
today is partly compensation for illi-
quidity and poor governance.   

 ”
What steps can be taken by SEBI to improve the 
quality of reporting by the mid-cap / small cap 
firms? Is the only efficient way to do so through 
increased coverage? Also, does it mean that one 
can generate alpha by investing in mid-cap/ 
small cap firms?

I have long argued that it is necessary to have an independent 
regulatory review of accounting statements to enforce accuracy 
and compliance with accounting standards. In the USA,  the  Se-
curities  and  Exchange  Commission  (SEC)  has  a  division  
comprising hundreds  of  lawyers  and  accountants  to review 
such annual reports and if necessary, seek  clarifications  from 
the companies in question. The SEC is not usually the first to find 
red flags in accounting reports; hedge funds and other short sell-
ers usually do this. But what the SEC is able to do and a hedge 
fund cannot is to force the company to provide information that 
establishes whether the reported numbers are correct or not. We 
need to do something similar in India. Either SEBI or the Ministry 
of Company Affairs should have a division exclusively devoted to 
scrutinizing accounting reports both suo motu and in response to 
press reports so that there is greater confidence in the accuracy 
of these statements. 

The apparent cheapness of mid-cap and small-cap stocks in In-
dia today is partly (largely?) a compensation for illiquidity and 
poor governance. It is possible to convert this into alpha only
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deal of money from active managers to low cost passive invest-
ment vehicles. This would improve outcomes for a large number 
of uninformed investors for whom cheap beta and zero alpha 
make eminent sense. At the same time, the returns to active 
investing might also go up because the trades are now less 
crowded. Investors in these funds might actually earn some 
alpha net of fees. The big losers in this process would be the 
fund management industry that today earns substantial fees 
for delivering very expensive beta and no alpha (net of fees). 

As an asset which has very little economic val-
ue and cannot generate any incremental cash 
flow in the future, how does one value Gold?

Gold is more of a hedge and less of an investment. It is a hedge 
against inflation, a hedge against sovereign bankruptcies, and 
a hedge against economic and social collapse. These hedges 
are immensely valuable as the tail risks that they hedge against 
command large risk premia. As always, hedges are expensive 
and the question is whether the cost is worth the risk protec-
tion. In the case of gold, the cost comes in the form of stor-
age costs and lack of income or yield. In today’s world of low 
(in fact, negative) real interest rates, the hedging cost is quite 
low. Moreover, in the context of huge fundamental uncertain-
ties, the value of tail risk protection is very large. Both of these 
would justify a temporarily high gold price today so that the 
expected decline in the price of gold to its long run fundamen-
tal value becomes an additional hedging cost. Only then would 
the costs and benefits of gold as a hedge become balanced for   
the marginal hedger (investor).

Do you expect a vibrant corporate bond market

to be finally created by  the expected $1tn infra 
spend in the 2012-17 5year plan? Any influence 
of PIPE funds/PE/NBFC  arms in this process? 

I believe that the corporate bond market faces a shortage of po-
tential investors more than a shortage of potential borrowers. 
Therefore, it is hard to see the market being created merely by a 
large supply of paper from the infrastructure sector. The only way 
that this spend could drive the development of a corporate bond 
market is if it forces regulatory and other reforms that facilitate 
the growth of such a market. It appears to me that many things 
need to come together for a viable corporate bond market in 
India:

•	 Insurance companies and pension funds are important ele-
ments on the demand side of the corporate bond market. As 
these entities become larger and as investment restrictions 
on them are eased, we may see the emergence of a viable 
pool of funds that the bond market can tap.

•	 It is equally important to strengthen creditor rights. Despite 
debt tribunals and SARFAESI, creditor rights in India remain 
very weak and this is not at all conducive to the growth of 
a bond market.

•	 It is necessary to have some degree of liquidity and trading 
in corporate bonds for it to justify the appellation of a bond 
market. If there are only buy and hold investors in the mar-
ket, then despite being called bonds, the instruments are no 
different from old fashioned loans. Opening up the market to 
more short term players (like hedge funds and foreign inves-
tors) may help here. The fledgling CDS (Credit Default Swap) 
market might also help create liquidity.

STUDENT ARTICLES
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A PERSISTENT 
ANOMALY
Negative abnormal returns following the expiry of IPO 
share lockup periods

We consider lockup period expiration dates well known public 
information because terms are written in the IPO prospectus 
and extensive research has been written on the subject in aca-
demic journals as well as the popular press.

In their paper, The Expiration of IPO Share Lockups, Field and 
Hanka (2001) find a permanent 40% increase in average trad-
ing volume and a statistically significant three-day abnormal 
return of -1.5% following the expiration of IPO share lockup 
periods.[2]    We tested the persistence of their conclusions and 
from our results of examining 938 companies, we find both the 
increase in volume and negative abnormal return anomalies 
persist.  Further, we introduce two new findings to the current 
literature surrounding this anomaly.  First, companies that expe-
rience a negative return during the lockup period experience a 
greater negative abnormal return after the lockup expiry, where 
we define the period after the lockup expiry as the first trading 
day after expiration date.  Second, high beta stocks experience 
greater negative abnormal returns than low beta stocks.

It is somewhat surprising the negative abnormal return anom-
aly persists because one would think rational investors priced 
this information into their valuation models.  Market efficiency 
theorists certainly wonder why this anomaly persists.  Theories 
attempting to answer this are circulating but offer little empiri-
cal evidence.  We discuss several hypotheses, but attempts to 
validate any are beyond the scope of this paper.  Finally, we 
offer ideas to conduct further research on ways to profit from 
this anomaly.

Source
We use information from EDGAR on the Securities and Ex-
change Commission’s website to identify our sample of IPOs.  
When extracting information from EDGAR, we were unable to 
acquire IPO information for the month of November in any year, 
except 2011.  We attribute this oddity to the fact that we are 
using a school license and therefore cannot access all of the 
data unless we upgrade to a more expensive, fuller access per-
mit.  As our sample size is ten years, we hypothesize that this 
will not have a significant impact on our results. The sample 
size ranges from January 2002 through November 2011, where 
this period was chosen because we are doing a post-study of 
Field and Hanka’s paper.  After compiling our data, we wrote 
a script in R that automatically downloads and processes data 
from Yahoo!Finance.  The data includes: the offering date, the 
offering price per share, how many shares were offered, the 
date when the lock-up period ended, and risk-free rate. The 
Fama-French three factor model data was acquired through 
Ken French’s website.[3]

Data
Our original sample was 1,900 companies, but after taking out

companies that were merged or acquired, de-listed, had stock 
prices that were too low to trade (penny stocks), and therefore, 
started trading over the counter; or simply went out of business, 
we ended up with a final sample comprised of 938 firms (Table 
I). We note that our data sample is subject to survivorship bias 
because our data analysis strategy does not allow for us to main-
tain data for companies that are not in existence as of November 
2011.  However, this is not a problem as we only analyze data 
from the IPO date until the IPO expiration, so the fact that we 
only look at companies that still exist does not skew our results.  

Empirical Results
POSITIVE IPO GAINS LEAD TO GREATER NEGATIVE 
ABNORMAL RETURNS: 
This study tests whether companies with a positive return during 
the lockup period experience greater negative abnormal returns 
on the day the lockup period expires.  We separate our data into 
three categories: winners, losers, and a control group.  Winners 
are defined as companies with higher adjusted share prices on 
the lockup expiration date than their offer price, and losers are 
companies with lower adjusted share price at expiry.  The control 
group includes both winners and losers.  We compute abnormal 
return using the Capital Asset Pricing Model and Fama-French 
3-Factor Model shown below, respectively:

(rstock - rrf) = α + β1(rmarket - rrf)

(rstock - rrf) = α + β1(rmarket - rrf) + 
β2(SMB) + β3(HML)

Børge Klungerbo

is a Masters Student at Washington University. Børge can be 
contacted at borgeklungerbo@gmail.com

Sam Poteat

is a Masters Student at Washington University. Sam is currently 
pursuing a Masters Degree in Finance.

Jonathan Woo

is a Masters Student at Washington University. Jonathan is cur-
rently pursuing a Masters Degree in Finance.

Introduction
When companies pursue initial public offerings (IPOs), accord-
ing to Ibbotson and Ritter, roughly 20-40% of stock is offered 
to the public while company executives and other insiders 
retain the remaining 60-80%.[1]   They further argue because 
investors believe insiders’ interests will be better aligned, in-
vestors are willing to pay higher prices for firms where, “the 
insiders have agreed to retain their shares for a long period.”  
Not surprisingly, while not required by the Securities and Ex-
change Commission, lockup periods often accompany IPOs as 
a way of protecting new investors from the possibility of com-
pany executives and other insiders dumping their shares on the 
market and adversely affecting share prices.  Lockup periods 
typically last 180 days, during which company executives and 
other major shareholders cannot sell shares unless granted an 
exception by the underwriting investment bank.  Lockup peri-
ods and terms vary from company to company but generally do 
not differ so much as to make them incomparable across firms.  

the authors 

Various studies have shown new public companies experience abnormal negative returns following 
the expiry of IPO share lockup periods.  Contradictory to market efficient theory, our results confirm 
the IPO lockup anomaly still persists. We expand the extensive research surrounding this anomaly and 
include our finding that companies that experience negative returns during the lockup period experi-
ence greater negative abnormal returns following the lockup period expiry.  In addition, we find high 
beta companies experience a greater negative abnormal return than low beta stocks after lockup 
periods.  We propose several hypotheses that may explain this anomaly and possible ways to profit
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-tion into the deciles shows there is no significance in negative 
abnormal returns for low beta companies.  High beta compa-
nies in deciles 1, 3, 4, and 5 show significant negative abnormal 
returns with 90% confidence.  We conclude high beta stocks 
generate significant negative abnormal returns even given the 
outlier in decile 2.  Table IV shows the results.

LARGE VERSUS SMALL COMPANIES : 
Next, we look at whether there is a difference in negative ab-
normal return for high market capitalization and low market 
capitalization companies.  Our hypothesis was that low mar-
ket capitalization companies would experience greater nega-
tive abnormal returns following the lockup period because 
they tend to be riskier companies.  Figure 2 show that smaller 
companies do indeed experience greater negative abnormal 
returns. 

Various studies have attempted to narrow the cause of nega-

-tive abnormal returns around IPO share lockup period expira-
tions.  Most studies are inconclusive either because of anecdotal 
evidence or mixed results.  While others try to pinpoint one spe-
cific cause, we believe there are multiple factors contributing to 
this anomaly.  We highlight some of the better and more interest-
ing hypotheses below

Price pressure
Field and Hanka (2001) suggest “a large flow of insider sell or-
ders may temporarily depress the share price due to ‘price pres-
sure’.”  They reason that increased selling pressure by insiders 
will only temporarily depress stock prices because lower prices 
are needed in order to create liquidity.  Evidence of quick re-
bounds is consistent with market efficiency.  We agree with their 
reasoning but differ on conclusion.  If share price decreases are 

We find statistically significant greater negative abnormal 
returns for losers versus winners while the control group re-
mained neutral (Table II and III). Our results question the dispo-
sition effect theory, the propensity of investors to sell stock that 
has increased in value versus stock that has declined in value 
(Odean, 1998).[4]

To examine the effect specifically within the winner category 
we further divide winners into groups that experience positive 
returns in increments of 10% up to 190%.  We find a direct 
relation between gains during lockup and negative abnormal 
returns after lockup.  That is, the greater the gain during lockup, 
the greater the negative abnormal return after.  Interestingly, 
this relationship only held until the 60% return mark as com-
panies that experience gains of 70% or more had a smaller 
negative abnormal return than the preceding group.  It should 
be noted that statistical significance was severely diminished 
for companies greater than 80% because our sample size was 
small.  One possible explanation for the cutoff at 70% is that 
investors who have paper gains of 70% or more want to con-
tinue holding the companies because they perceive them to be 
superior investments. 

We perform a similar test with the loser category and find com-
panies that experience greater negative returns during lockup 
also experience greater negative abnormal returns after the 
lockup.  This is consistent with the momentum effect where 
companies with negative returns continue to have negative 
returns within a 3-12 month period (Jegadeesh and Titman, 
1993).[5]   Another possible explanation is that investors realize 
losses in order to gain the tax benefits associated with losses. 

We find it odd that IPO investors would arbitrarily choose the 
lockup period as a time to sell their investments.  For them, the 
180-day mark is no different than 170-days or 190-days.  The 
lockup anomaly is well published and rational investors wish-
ing to sell 

their stock would likely act ahead of the IPO lockup period in 
order to avoid negative abnormal returns.  We reason rational 
IPO investors are not the cause of negative abnormal returns.  
Instead, we argue corporate executives and other insiders selling 
shares are the culprits.  For them, they have likely been with the 
company for years and this represents the first opportunity to 
significantly profit from their toils.  Also, stock may comprise a 
majority of their compensation package and some selling may be 
motivated by living expense needs. 

HIGH VERSUS LOW BETA COMPANIES : 
We tested to see whether there is a difference in negative ab-
normal return for high and low beta companies.  Our hypoth-
esis was that high beta companies would experience greater 
negative abnormal returns following the lockup period because 
they tend to be riskier companies.  When sorted top half ver-
sus bottom half, we find a significant negative abnormal return 
for high beta companies but no significance for low beta com-
panies.  High beta companies had almost double the negative 
abnormal return of low beta companies.  Further investiga-

Table III: The table reports alphas, p-values, and sample sizes of the regressions of the premium returns at expiration day on the risk-
adjusted market return for that day, both for the Capital Asset Pricing Model and the Fama-French three factor model. The alphas are daily 
and in percentage, and the p-values are significant at the 5% level indicated by ***.

Figure 1: Market-adjusted return around the unlock day.  Market adjusted return is measured relative to the S&P 500 Index.  High beta 
stocks generate significant negative abnormal returns compared to low beta stocks.
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arbitraged away.  Our first reaction is that this is the case with 
IPO lockups.  Nonetheless, we offer some ideas for future re-
search to test profit making strategies.

Go Short
Our first reaction upon learning about this anomaly was to go 
short IPO companies slightly prior to the lockup period expiry.  
After our research, we refine this idea to go short and restrict 
our targets to IPOs that have experienced negative returns dur-
ing the share lockup period.  Our research shows the worst 
performing IPOs during the lockup period experience -0.72%  
abnormal returns compared with -0.53% for all IPOs according 
to the CAPM.  Of course, we don’t recommend going short 
from the get-go as shorting is expensive and risky.  We suggest 
performing a study testing the various returns from shorting 
negative performing IPO companies 20, 10, and 5 days prior to 
the lockup period expiration date.  Our hope is that by incor-
porating the information learned from this study, investors will 
be able to realize an abnormal return by anticipating the drop 
in share price.

Option Strategy: 

Collar
We propose a study to test the returns of the collar option strat-
egy; buying the IPO shares, writing call options, and buying put 
options prior to the lockup period expiry. Based on our research, 
we anticipate the IPO companies to experience negative abnor-
mal returns after the lockup period expires.  In turn, our hypoth-
esis is that the call option would expire worthless while the put 
option becomes in-the-money. The put option is in-the-money 
and provides a floor for the investor.  We believe that it would be 
an interesting study and a potential profit opportunity as well. 

Conclusion
Numerous studies show negative abnormal returns persist after 
the lockup period expiry, but none have been able to pinpoint a 
single cause.  More research and cleaner data are needed before 
we have an answer.  Our research expands the topic and shows 
companies that experience a negative return during the lockup 
period experience a greater negative abnormal return when the 
lockup period expires.  
Further, our research confirms high beta companies experience 
greater negative abnormal returns than low beta companies.  
Persistence of any anomaly suggests evidence against market 
efficiency theory, but before we make any conclusions, research 
testing whether or not this represents a money making opportu-
nity must be conducted. 

predictable and observable around lockup periods, which they 
are, markets should price in the information before the lockup 
expiry so that there is no temporary price pressure.  In other 
words, rational investors predicting future declines would sell 
before the predicted decline and essentially price the decline 
into the market.   Said differently, rational investors who bought 
shares slightly prior to the lockup expiry would have waited 
to take advantage of lower prices offered immediately follow-
ing the lockup expiry.  This presents a challenge to market ef-
ficiency. 

Downward-sloping 
demand curves
Prior to the lockup period expiry, only a small percentage of 
shares are available to the public.  After the lockup, however, 
executives and insiders release a substantial proportion of 
shares to the public.  The laws of supply and demand suggest 
that because of increased supply, there will be a downward 
shift in the demand curve resulting in a permanent lower price.  
This is known as the downward-sloping demand curve hypoth-
esis.  Field and Hanka (2001) find evidence of significant nega-
tive abnormal returns when trading volume is less than one 
percent of the pre-unlock float but conclude “abnormal return 
cannot be entirely attributed to the immediate consequences 
of downward-sloping demand curves.”  We intuitively agree, 
but strong evidence is not yet available as studies have shown 
mixed results. 

Insider sales lead to

higher negative ab-
normal returns
Investors prefer company executives and other insiders retain a 
portion of their wealth tied to company performance because 
of information asymmetry.  Information asymmetry refers to the 
inevitable situation where company executives possess material 
inside information outside shareholders do not have access to.  
When insider incentives are not aligned with outside sharehold-
ers, investor uncertainty increases.  Companies that recently be-
came public are generally young with little operating and finan-
cial reporting history and are likely more subject to information 
asymmetry.  Brau (2004) offers the intuition that because lockup 
periods are generally only 180 days, or two quarters, insiders that 
intend to sell shares after lockup expiry can very easily retain 
negative information until after the lockup period.[6]   By with-
holding negative information from the public, insiders can take 
advantage of information asymmetry by selling their shares at 
higher prices than if negative information was released.  This 
creates a motive for insiders to withhold negative information 
before lockup expiry.  When lockup periods expire and insiders 
sell, investor uncertainty increases along with the likelihood to 
sell shares.  Indeed, Field and Hanka (2001) find that compa-
nies experienced greater negative abnormal returns when insid-
ers sold than those that did not.  Still, this doesn’t completely 
explain negative abnormal returns because companies where 
insiders did not sell still experienced negative abnormal returns.

Profit Opportunities
According to efficient market theory, the only way negative 
abnormal returns should persist is if it is not possible to be

Figure 2: Market-adjusted return around the unlock day.  Market adjusted return is measured relative to the S&P 500 Index.  Small market 
capitalization companies generate significant negative abnormal returns compared to large market capitalization companies
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STYLE ANALYSIS
A practical tool for fund portfolio allocation and effi-
ciency measurement

An important question to ask may be why would anyone want 
to do an analysis to understand the “style” or investment ap-
proach of the fund manager, when it can easily be deduced 
from the quarterly declarations of the fund? There are two 
reasons: Firstly, many funds report only their most significant 
holdings; Secondly, the portfolios undergo multiple rebalancing 
between two consecutive declarations.  

Sharpe Analysis starts with carefully choosing a set of indices, 
called factors, which are used to replicate the fund whose style 
is to be analysed. The only required data is the historical returns 
of all the factors and the chosen fund. A multiple linear regres-
sion is then done, setting the fund returns as the independent 
variable and the factor returns as dependent variables

Ri = W1 * F1 + W2 * F2 + … + Wn * Fn + ei

Where Ri = Time series of Fund Returns; Fi = Time series 
of Factor (Index) Returns; Wi = Style Weights; ei = Track-
ing Error

The R2 of the regression gives the extent to which the factor 
returns explain the return of the fund. As pointed out, choos-
ing factors carefully is important as choosing too few factors 
will lead to poor R2, while choosing too many funds will lead 
to multi-collinearity. It should be kept in mind that the chosen 
factor should have some role in explaining the fund result. For 
example choosing Russel 2000 index as a factor in the style 
analysis of a fund which invests in large cap stocks in emerging 
markets may be futile and would only increase the number of 
factors without increasing R2. On the other hand Russel 2000 
can be a good choice as a factor in the syle analysis of a fund 
investing in small cap US stocks.         

The fund that we have chosen for performing the analysis is 
Blackrock World technology Fund. Monthly and Weekly return 
data is collected for the period of Sep 2006- Aug 2011. Firstly, 
the most important step of the analysis is to find factors (indi-
ces) which can help replicate fund’s return. It is a crucial step 
as an error here can lead to analysis with erroneous results. 
Strategic asset weights are found by factor analysis for period 

of 60 months. The aim of the regression-based factor analysis 
is to minimize the tracking error of the “portfolio of factors” to 
fund returns. A R2 is computed which gives the extent to which 
fund returns can be replicated. The Rolling analysis is performed 
by forming 24 periods of 36 months each which help us analyse 
the movement of factor weights with time. At last, tactical analy-
sis is performed with last 52 weeks return to understand how 
the weights have changed in recent time. Calculation details are 
attached in Appendix.

BGF Technology Fund: 
an introduction
BGF World Technology Fund was founded in March 1995 and 
has currently around USD 140.1m of assets under management 
(Blackrock World Technology Fund, September 2011, p1). It aims 
to maximize total return for its investors by investing at least 
70% of its total assets globally in equity securities of companies 
whose predominant economic activity is in technology sector. The 
fund has Morgan Stanley Capital Index (MSCI) World Information 
Technology Index as the Benchmark. The fund has its predomi-
nant holdings in U.S. (~ 60%). Other major markets where the 
fund invests include Taiwan, Korea, Hong Kong, Japan and Eu-
rope. The chart in Fig. 1 below compares the performance of the 
fund along with MSCI World IT Index and NASDAQ Composite 
for the period of Sep 2006 to Aug 2011.

Choosing the factors 
The factors were selected based on BGF World Technology Fund’s 
(BGF) investments in different markets of the world. Since U.S. 
accounts for 59.04% (Blackrock Global Funds, February 2011, 
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Introduction
Style analysis is a technique proposed by William F. Sharpe 
in 1992. Its main focus was to analyze and understand stra-
tegic asset allocation by a fund using factor analysis. Style 
analysis is very useful in assessing the Management style of 
a fund: whether the fund has been strategically investing in 
Growth Vs Value companies or Small Vs Large Cap companies. 
Also, classifying the fund as passive or active is important to 
assess whether the fund manager is generating superior re-
turns to the index by using his stock picking ability, also 
called his “style”. The fund management fee is justified only 
if he is able to constantly beat the index by a good margin. 
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In the current competitive market of mutual funds and with their increasing management fees it is 
important to understand that whether the fund manager is able to generate some real alpha for 
which he is paid. Just comparing the performance of the fund with benchmark sometimes can be 
misleading and a deeper analysis of the portfolio allocation is necessary to have deeper insight. Style 
Analysis (Sharpe, 1992)  is a tool which can help us in this analysis. In this paper, we implement Style 
analysis on a chosen fund – the Blackrock World Technology Fund - to understand its strategic asset 
allocation and analyze the results. It is also a great tool to classify the fund as passively or actively 
managed; which can be assessed by performing tactical and rolling analysis of the fund. Such a 
classification further helps an investor assess whether the portfolio manager is really adding value 
through his stock picking ability.  
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weights of the factors which minimized the tracking error. From 
the strategic analysis, we got an R2 of 0.87 which is quite close 
to the perfect R2 of 1. This means that roughly 87% of the 
move in the fund can be described by the portfolio of indi-
ces. The NASDAQ index got a weight of 71.6% which is a bit 
overweight compared to the total amount invested in the U.S. 
market. The MSCI European IT got a bit underweighted with a 
weight of 2.3%. The investments in Europe are rather small, 
so this is acceptable. The Asian indices besides MSCI Taiwan, 
which was a bit overweighed, showed reasonable weights.  JP 
Morgan’s money market index showed a weight of 0%. This is 
less than the cash available in the fund, but since the cash is 
really low, and we expect BGF to invest the money eventually, it 
doesn’t matter that much if this weight doesn’t add any value. 
The results of the analysis are summarized in figure 3.

Rolling periods with 36 months each

We performed rolling strategic analysis on 25 periods of 36 
months each, the first period being September 2007-August 
2009. Given that the fund is heavily invested in U.S. technology 
stocks since the beginning of our analysis period, the weight 
of NASDAQ Composite was consistently found to be close to 
70% from the first period to the last. On the other hand, while 
MSCI European IT had zero weight in first 13 periods, it started 
picking up and then reached 3.6% in period 23.
Another interesting observation was that while Japan’s weight 
has been between 4-7%, it suddenly drops to zero in the last 
two periods. This is due to the fund’s deliberate pullback from 
the Japanese market in the wake of devastating Japanese 
earthquake in April 2011 (Blackrock World Technology Fund 
- Class A, 31 August 2011, p1 and p2). This decrease in the 
weight of MSCI Japan coincides with the increase in weight of 
MSCI Europe IT.

The weight of MSCI Korea has decreased over time, mainly due to 
decrease in the fund’s exposure to Samsung Electronics Co Ltd. 
While South Korea accounted for 7.36% of the fund’s assets in 
February 2011, it dropped to just 4% in September 2011 (Black-
rock World Technology Fund, September 2011, p1).
The weight of MSCI Hong Kong has consistently been between 
4-6%, reflecting the position that the fund has held in Lenovo 
Group Ltd since the very first period.

The most significant decrease in weight has been seen in that 
of MSCI Taiwan. While at the end of August 2010 Taiwan ac-
counted for 7.56% of the fund’s assets, it decreased to 4.3% 
in September 2011(Blackrock World Technology Fund, August 
2010, p225). Between August 2010 and February 2011, the fund 
exited its positions in MediaTek Inc, Rictek Technology Corp and 
Hon Hai Precision Industries Co Ltd (the 3 companies together 
formed 3.76% of the fund’s assets) and decreased Taiwan Semi-
conductor Manufacturing Co’s weight in the fund’s portfolio from 
3.82% to 2.16% (Blackrock Global Funds, February 2011, p249).

Finally, JPM Global 3 months was consistently found to have zero 
weight probably because cash forms just 3% of their portfolio 
and maybe because they are not actively investing that cash 
into money market funds. The movement in weights of different 
factors across the periods has been depicted in figure 4 below. 
We can use the rolling analysis to comment that the fund is an 
actively managed one given the significant change in the style 
weight of the factors over the 25 periods.  

Tactical 52 weeks

In this analysis, we got an approximately R2 of 0.89. This is even 
higher than the strategic analysis. The weights itself showed a 
decline in NASDAQ composite, which fell to 59.5%. This is 

p249) of their total investments, NASDAQ is a comparable 
index. NASDAQ is also a highly global index and is therefore 
an adequate index used for fund replication for BGF returns. 
Since the U.S. investments of the fund are all in technology 
companies, NASDAQ becomes a better choice as almost all the 
major U.S. tech companies are listed on NASDAQ. We also tried 
replacing NASDAQ composite by MSCI World IT in our analysis, 
but since MSCI World IT was having high correlation with some 
other factors, we concluded NASDAQ composite was a better 
index to use for our analysis.  

Besides the U.S., BGF is heavily invested in the Asian markets 
in South Korea, Japan, Hong Kong and Taiwan. MSCI Korea, 
MSCI Japan, MSCI Taiwan and MSCI Hong Kong are the indices 
for these markets. Four Asian indices seem to be too many, but 
all of them are much smaller than NASDAQ, so the portfolio 
weights didn’t get especially overweighed in the Asian markets 
as we will explain in the results. Since all of these indices are 
MSCI indices and not specific technology indices, it is debatable 
whether these indices are reasonable enough. But since these 
particular Asian markets are highly technologized, we consider 
the indices to be acceptable for the analysis.

BGF also has investments in some European countries. These 
are, however, not as huge as the investments in Asian countries. 
Therefore, we didn’t find it necessary to include a single coun-
try’s index, but rather include a European index instead. Since 
some of the European indices had technology-related firms and 
others IT-related, we tested both the MSCI European IT index 
and the one for software. Since a European technology index 
was unavailable, we found MSCI Europe IT to be sufficient.  

In addition to the share indices, we included JP Morgan’s 3 
months money market index. This is because BGF World Tech-
nology Fund always has some cash at hand, which is not invest-
ed at that point of time. Though BGF provides no information 
on how it manages the idle cash, the assumption that it may 
be investing that cash in money market is reasonable. This cash 
amount is very low (about 3% of the fund size), but we consid-

-ered the index to be relevant in order to get more representable 
weights in the calculation and included it in our analysis.

Figure 2 shows the risk vs. return profile (standard deviation vs. 
return) of the fund in comparison to the factors that we have 
selected for the analysis:

Results from the style 
analysis

Strategic 60 months

We performed strategic 60 months analysis on the fund’s returns 
from September 2006 to August 2011. The analysis gave us
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As shown in the risk vs. return profile in section 2, BGF World 
Technology Fund has mean return of -0.167% and standard 
deviation of 6.19%. 

From the charts, it is evident that at a standard deviation of 
6.19%, the maximum return obtainable is around 0.25%. 
But the fund return is -0.167%, which is below the maximum 
return obtainable. This shows that the fund is not efficient. A 
probable reason of this can be found by looking at the style 
weights chart. 

In all the frontier portfolios, the weight for NASDAQ is neg-
ligible and concentrated on JPM Global 3 months, MSCI HK 
and MSCI Korea, whereas our fund’s strategic style weight for 
NASDAQ is around 75%. And by looking at the risk-return 
chart again, we see that returns from NASDAQ (0.082%) are 
not among the highest returns. Hence, the fund is not efficient 
based on the frontier.

We have also located BGF World Technology Fund and MSCI 
World IT (benchmark) on the risk return plane in figure 6. As 
we can see, the BGF World Tech Fund has a lower return than 
the benchmark but has a higher standard deviation. This can 
be used to interpret that the fund is riskier than the benchmark 
and at the same time it has, on an average, produced much less 
return than the benchmark. This hardly justifies the 5% initial 
charge and 1.5% annual management fee of the fund!

Conclusion
Style analysis gave us an R2 of 0.87 in the strategic analysis of 60 
months, and an R2 of 0.89 in the tactical analysis of 52 weeks. 
These estimates were calculated based on relevant indices (fac-
tors) for BGF World Technology Fund’s investments around the 
world. The rolling period analysis of 36 months each showed an 
increase in MSCI Europe IT form 0% to 3.6% and this gave a 
more represent able weight for MSCI Europe IT. MSCI Japan fell 
from around 4-7% to 0% in the last two periods due to the 
fund’s deliberate pullback from the Japanese market in the wake 
of earthquake in April 2011. Rolling analysis also indicated that 
the fund is an actively managed one. The standard errors of the 
style weights we found were quite low (<10%) which a positive 
indicator about our choice of factors.

On doing the frontier analysis, we found that the fund is not as 
efficient as it should be. One of the main reasons for this could be 
the low return of the NASDAQ index, which is our index having 
maximum weight. Moreover, the fund performs worse than the 
benchmark (MSCI World IT) on both risk and return. Hence in this 
way style analysis can be used to get deeper insight about the 
fund. The major risk factor and uncertainty affecting the replica-
tion of the portfolio was the choice of indices since it lays the 
foundation for the analysis. Hence considerable care has to be 
taken at this stage.

basically equivalent to the current total amount invested in the 
U.S. markets of 59.04%. This result is therefore an improve-
ment from the result in the strategic analysis. . The Asian indices 
except MSCI Hong Kong, which declined to 0%, showed an 
increase in their weights. These indices are now overweighed, 
but since the weight in NASDAQ declined so much, that com-
pensates for the increase in the weights in Asian indices so that 
the R2 improved. MSCI Europe IT declined a bit, but this index 
was small in the first place and doesn’t affect the final outcome 
very much. The result of tactical analysis has been summarized 
in figure 5 below.

Confidence

After finding Sharpe style weights of different factors by strate-
gic 60 months analysis, we also found the confidence intervals 
of the weights using procedure described in Lobosco-DiBarto-
lomeo (1997). Formula for which is shown in the Appendix. 
Basically we ran regression taking, in turn, each index as inde-
pendent variable and other indices as dependent variables and 
then minimized the total error variance. Total error variance was 
then used to calculate the standard error of each of the weights 
and has been reported in Fig. 6 below. We found that Standard 
errors of Sharpe style weights were quite low. The standard er-
ror for JPM Global 3 months index is not relevant as the weight 
of this index was zero in our analysis.

Frontier

Going by the definition of efficient frontier; it consists of points 
with maximum return for a given standard deviation or points 
with minimum standard deviation for a given return. We first 
found out the points of minimum index return and maximum 
index return, and divided the range into 10 intervals and mini-
mized the standard deviation on those points to get the frontier.

The following charts show the frontier and corresponding style 
weights for those portfolios:

As we can see from the above frontier, the standard deviation 
varies from 1.13% to 6.4% in the given minimum and maximum 
index returns. For that, we drew the other frontier by dividing 
this region of least and maximum standard deviation into dif-
ferent intervals and found maximum return possible on those 
corresponding points. The below charts show the frontier and 
corresponding style weights for those portfolios:
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EXPLOITING INVESTOR 
PSYCHOLOGY 
to seek Alpha

or the ones with famous brands. Some other studies have 
found that men tend to be more overconfident than women. 
An analysis of the trading activities of discount brokerage ac-
counts led (Barber, Brad, & Odean, 2001) to conclude that the 
more people traded the more they lost money. They found that 
men traded more and consequently lost more money. Overcon-
fidence in behavior manifests in different ways. For example 
the confidence intervals that people assign to their estimation 
of quantities are too narrow. (Alpert & Raiffa, 1982) showed 
that in predicting the level of Dow in a year people assigned 98 
percent confidence intervals to range of values which include 
the true quantity only 60% of the time. 

Self-attribution

The presence of this bias allows people to maintain their self-
esteem and is an important determinant of how the overconfi-
dence in one’s abilities evolves dynamically. (Daniel, Hershleifer, 
& Subrahmanyam, 1998) found that people attribute the in-
vestment profits they make to their own abilities while blaming 
noise for any losses. They also found that change in confidence 
on hearing good/bad news about their investment choices 
is skewed towards increase with good news as compared to 
decrease with bad news. Simply put, confidences rises more 
when trades are confirmed than it falls when the beliefs are 
disconfirmed.

Representativeness

 The introduction of representativeness bias and in fact most 
other biases are based on the work done by Kahneman and 
Tversky. In (Kahneman & Tversky, 1974) they showed that peo-
ple used the representativeness heuristic to make decisions. In 
simpler terms to try and determine that a data set A was gener-
ated by model B, people evaluate the probability by the degree 
to which A contains the essential characteristics of B. Repre-
sentativeness is a helpful heuristic but generates biases such 
as insensitiveness to prior probability of outcomes, otherwise 
called as the base rate neglect. A very common example of this 
bias is the use of a small sample to extrapolate results. So, if 
an investor sees that the earnings for the last three quarters of 
a company have been positive (negative), without any further 
investigation, the investor assumes that the next quarter earn-
ings will follow the pattern. 

Availability

This bias is concerned with the human mind’s tendency to 
overweigh dramatic and easily recallable items. The mind over-
reacts to the dramatic rather than the rational. The idea behind 
this is that information signals have two components – weight 
and strength. 
While weight of the signal is associated with the credibility you 
associate with source of signal, the strength part is determined 
by how impactful the signal is. This bias manifests itself in daily 
life where we see people reacting more to the bold lettered

headlines in tabloids while not paying much attention to the 
normal font news. This is the famous “Headline Effect” where 
peole tend to react more to the dramatic, large headlines than 
normal ones.

Anchoring

When making decisions people often start with some initial, 
value and then adjust it accordingly. The initial value can be sug-
gested as a formulation of a problem or it may be a result of par-
tial computation. Hence different starting points yield different 
estimates, which are biased towards the initial estimates. In an 
experiment (Kahneman & Tversky, 1974) ask subjects to estimate 
the percentage of United Nations countries that are African. Spe-
cifically they were asked if the percentage was higher or lower 
than a randomly generated number between 0 and 100 (which 
was achieved by spinning a wheel). The estimates were signifi-
cantly influenced by the number on the wheel, though it had no 
connection to the actual answer. 

Conservatism

The conservatism bias can lead people to over-emphasize the 
base rates as compared to representativeness. In an experiment 
conducted by (Edwards, 1986) two urns are taken one contain-
ing 3 blue and 7 red balls and the second one containing 7 blue 
b and 3 red balls.  A random draw of 12 balls with replacement 
from one of the urns gives us 8 reds 4 blue balls. What is the 
probability that the draws came from the first urn. People esti-
mate the answer to be 0.7 whereas the correct answer is 0.97. 
This happens because people overweight the base rate of 0.5. 
Reconciliation between representativeness and conservatism is 
difficult to imagine but can be thought in the following way. If a 
data sample is representative of an underlying model then peo-
ple overweight the data. If the data is not representative of any 
salient model then people react too little to the data and rely too 
much on their priors (Barberis & Thaler, 2003).

Disposition Effect

The disposition effect was first noticed by (Shefrin & Statman, 
1985). They found that due to an aversion to loss realization 
(first pointed out by Kahneman and Tversky) individual decision 
makers exhibit a disposition to sell winners too early and hold 
losers for too long. They find empirical evidence of the same even 
among professional traders. They observe that traders and indi-
vidual investors treat sunk costs (in this case trading losses) as 
relevant and continue to make erroneous decisions. The tendency 
of hoping to “get even” on a loss making stock or even making 
money on an investment is common with all classes of investors. 
Even corporate managers and shareholders are aware of atti-
tudes to “throw good money after bad” in the hope that the new 
infusion will somehow turn the project and generate profits. A 
smart investor must be aware of the disposition effect and must 
not allow it to influence his decisions. If he manages to do so he 
shall be able to generate more returns on stocks that are doing 
well and limit his losses on the ones that are not. 
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Rational Investor
For quite some time now, cognitive psychologists have docu-
mented patterns in the behavior of people. In the following 
section, we give a short exposition of the ones which have a 
direct linkage to investor behavior. 

Overconfidence

People are generally overconfident of their abilities. Overcon-
fidence manifests itself in a variety of ways. One example is 
the tendency to overinvest in securities of familiar companies 

the authors 

The article is a review paper of the work of many scholars, which has been published in academic 
journals. The trading strategies mentioned in the paper are also based on work published in academic 
journals and full credit has been given to the original authors’ work. 

Alpha has been the Holy Grail for fund managers and investors around the world. The idea that there 
exists a return which is not a compensation for some risk taken is indeed very alluring and exciting. 
Various attempts have been made to unearth new sources of alpha across the globe.  One of the 
prime techniques which have gained prominence in the past half-decade has been the use of human 
psychology in finance. Finance has accepted the role of human psychological biases in shaping the 
trading behavior of investors. The idea of a fully rational trader who is always seeking to maximize 
his expected utility has been steadily losing credence over the last 2 decades. Behavioral finance has 
successfully managed to demonstrate some of these biases and how these biases leave their impact 
on prices. This article explores a few biases that have been documented in research and discusses 
some trading strategies that can be used to take advantage of these biases.
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taking the stand that analysts are too optimistic about compa-
nies and base their expectations on past performance. 

More formally, based on the average of analyst estimates about 
growth of EPS, the stocks are sorted in to deciles, with decile 1 
having the stocks with the lowest expected growth of EPS and 
decile 10 having the stocks about which the analysts are the 
most optimistic in terms of the EPS growth. The strategy then 
takes long position in stocks in decile 1 and a short position in 
decile 10. La Porta found that one year post the formation of 
these deciles, the raw return of the stocks in decile 1 is almost 
20% higher than decile 10 (Table 1)

The success of this strategy can be attributed to the theory that 
people generally take a very small sample to be representative 
of long term movements. Therefore, analysts keep using past 
returns to estimate future returns, which in the long run results 
in the stock being overbought/oversold and priced away from 
their fundamental value. Another reasoning that can be given 
is that once a stock goes up, analysts are reluctant to be the 
“kill-joys” and roll with what everyone else is saying.

Headline Effect in Analyst Recommen-
dations

As discussed previously, humans tend to give more importance 
to the strength of a signal rather than the weight (credibility of 
the source of signal). (Sorescu & Subrahmanyam, 2004) used 
the I/B/E/S data available from Thomson Reuters to measure 
the returns for stocks for which analysts switch recommen-
dations. The hypothesis is based on the 1992 work of Griffin 
and Tversky which suggests that investors overreact to high 
strength, low-weight recommendation changes and underreact 
to high-weight and low-strength recommendations changes.

In the strategies discussed ahead, the following definitions are 
used:

Weight of Recommendation is defined by the analyst experi-
ence. An experience of more than 1 year is assigned high 
weight and low weight otherwise.

Strength of Recommendation is defined by the number of cat-
egories spanned by the revision. If the span is two or more, it is 
a high strength recommendation. For example, a recommenda-
tion change from Buy to Sell is high strength whereas change 
from Strong Buy to Buy is a low strength signal.

High-weight & Low-strength Strategy

In this play, we go long on Low strength upgrade and short on 
Low strength downgrades by High weight analysts. The strategy 
generates positive returns (declining) over the 6-36 months ho-
rizon (Table 2).

Low-weight & High-strength Strategy 
(Medium term entry)

In this play, at the end of 6 month from formation, we short 
the high strength upgrades and go long on high strength down-
grades by Low weight analysts (the upgrades and downgrades 
having been done 6 months before). This allows the market to 

Human Biases and the sto-
ry of Under/Over Reaction

The phenomenon of overreaction and underreaction in finan-
cial markets was first discovered empirically by (Jeegadesh & 
Titman, 1993). They discovered that strategies which buy stocks 
that have performed well in the past and sell stocks that have 
performed poorly in the past generate significant positive re-
turns over a holding period of 3-12 months. They also discov-
ered that the abnormal performance in the first year disappears 
in the next couple of years. This effort was the first paper docu-
menting what is now known as momentum strategies and the 
phenomenon of under/overreaction. (Daniel, Hershleifer, & Sub-
rahmanyam, 1998) argued that investor overconfidence about 
the precision of private information and biased self-attribution 
which causes asymmetric shifts in the investors’ confidence as 
a function of their investment outcomes could successfully ex-
plain the reasons of investor under/over-reaction. Their model 
mathematically proves that overconfidence implies negative 
long-lag autocorrelations, excess volatility, Biased self-attri-
bution adds positive short-lag autocorrelations “momentum”, 
short-run earnings “drift,” but negative correlation between 
future returns and long-term past stock market and accounting 
performance.

A key thing to consider here is that under/over reaction is not 
limited to individual investors. (DeBondt & Thaler, 1990) found 
that even security analysts who are supposed to be sophisticat-
ed investors are also human and are equally fallible to biases 
which commonly affect people. In their study, security analysts 
frequently give forecasts that are optimistic in nature. The op-
timism is generally large and quite consistent across time hori-
zons. This proves that sophisticated investors are as human as 
the individual investors.  

A second effort in modeling the causes behind overreaction 
and underreaction was taken by (Barberis, Shelifer, & Vishny, 
1998). They modeled under and overreaction in a single math-
ematical model with the contributing factors as conservatism 
and the representativeness heuristic. As discussed before, a 
signal has two properties - its strength and weight. Strength 
refers to such aspects of the evidence as salience and extrem-
ity, whereas weight refers to statistical information conveyed, 
such as sample size. They believe that people focus too much 
on the strength of the evidence and too little on its sample 
size.  Conservatism occurs when a signal of low strength and 
high weight is given too little importance by the subjects (due 
to its low strength, people react mildly, even if they should not) 
whereas we would find representativeness when the evidence 
has high strength but low weight leading to overreaction. We 
may also conceptualize representativeness as an excessive at-
tention to the strength. 

  

Behavioral Finance and 
Trading Strategies

In the following section we will discuss some of the research 

work that has helped uncover the investor and analyst biases 
in reacting to news and the possibility of using such biases to 
construct profitable trading strategies from them. We focus on 
three events around company earnings and analyst expectations.

Figure 2 shows the risk vs. return profile (standard deviation vs. 
return) of the fund in comparison to the factors that we have 
selected for the analysis:

Earnings Announcement

(Bernard & Thomas, 1989) have hypothesized that analysts and 
investors are delayed in updating their information whenever a 
firm surprises with their earnings numbers, resulting in a drift in 
the prices even post the announcement. 

Post Earnings Announcement Drift 
(PEAD) Strategy

The idea behind the strategy is to buy stocks with positive earn-
ings surprises and short-sell stocks with negative earnings sur-
prises. To give it a more formal structure, define a variable SUE 
(Standardized Unexpected Earnings) as:

SUE = (Actual EPS – Average of Analyst Estimates)/ (Standard 
Deviation of Analyst Estimate) 

Divide the stock universe into 10 deciles from largest to smallest 
SUE. Take a long position in stocks in the first decile and short 
position in the stocks in the last decile. In the 2 month period 
post earnings announcements, the long-short strategy yielded a 
Jensen’s alpha of 4.6% (Bernard & Thomas, 1989). 

The drift can be attributed to the theory that analysts are reluc-
tant to update the future earnings estimates.  This could be be-
cause analysts generally do not want to admit that they “blew” 
it and were incorrect in their previous estimations and hence the 
sluggishness and inertia to update their future estimates. Com-
mon investors are generally looking to analysts for guidance in 
the earnings estimation and do not themselves pay attention to 
news (like earnings surprises). This leads to drift in the stock pric-
es of the company which causes the price to move in a direction 
in the period following the earnings announcement (Figure 1)

Analyst Earnings Growth Estimation

(La Porta, 1996) tested for existence of systematic errors in 
earnings forecast using survey data on forecasts by analysts. He 
hypothesizes that the expectations for future earnings are too 
extreme leading to stocks being overbought and the subsequent 
price correction. 

A Contrarian Approach (Long Term 
Strategy)

The trading strategy suggested employs a contrarian approach
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overreact to the younger analysts giving out dramatic recom- mendation changes and cause a sufficient deviation from the 
fundamental prices and setting the stage for price correction. 
Table 3 shows the results for the opposite strategy – Long High 
Strength upgrades and short the high strength downgrade. 

Conclusion

This article is an attempt to throw light on the subject of Be-
havioral Finance and how it can be used as an important tool in 
our search for alpha.  The discussion on trading strategies is not 
exhaustive and we have attempted to present just a snapshot of 
the more popular ones. 
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The Money Manager was started with an aim to collect the views of students, prac-
titioners and academicians on the current developments and most relevant issues in 
finance and bring to students perspectives on pressing issues in the world of finance. 
Its stated objective was to provide a platform for management students to express their 
views on all areas of finance from private equity to capital markets, corporate finance 
to insurance. 

The Money Manager is not a “Research Journal”; rather, it is a publication espousing 
interesting and current ideas in finance. It is the first of its kind, a joint endeavour of 
the finance clubs of IIM Ahmedabad, Bangalore and Calcutta. Each institute  indepen-
dently publishes its own edition of Money Manager, each year. The student articles are 
screened for originality and then judged by an elite panel. The winning articles are tested 
on originality, depth of analysis, relevance of topic and presentation style. 

On the eve of  IIM Ahmedabad’s Golden Jubilee Celebrations, we are pleased to declare 
that future editions of Money Manager from BETA’s stable will be called ‘The Efficient 
Frontier’. As the flagship finance publication from IIM-A, this edition of ‘The Efficient 
Frontier’  features 22 eminent personalities who are amongst the most respected names 
in the global Financial Industry.  We are proud to say that most of them are alumni of 
this august institute, reflecting the stature IIM Ahmedabad has attained in the global 
financial landscape. 

Student articles were screened by an elite panel comprising professors from IIM 
Ahmedabad. We hope that you have enjoyed reading this edition of The Efficient Fron-
tier, and we promise that further editions of The Efficient Frontier will continue to estab-
lish new ground-breaking norms, delivering relevant and thought-provoking articles to 
read for anyone who is interested in finance. 

To enable The Efficient Frontier to reach an even wider audience, it will be available for 
download online. All current and past editions are available on our websites, including 
http://beta-iima.com, the website of Beta, the Finance Club of IIM Ahmedabad. These 
will be updated regularly, so do keep checking in!
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