
Presentation3 

Sajjid Chinoy 

(91) 22-6157- 3386 

sajjid.z.chinoy@jpmorgan.com 

S
 T

 R
 I

 C
 T

 L
 Y

  
 P

 R
 I

 V
 A

 T
 E

  
 A

 N
 D

  
 C

 O
 N

 F
 I

 D
 E

 N
 T

 I
 A

 L
 

Macroeconomic constrains to financial  
sector development  



Presentation3 

1 

Macro-stability at last 
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…but growth remains in a funk  
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…and agri and fiscal drags are on their way 

Source : CSO, CEIC, JPM Calculations 
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Private investment remains the key 
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Implementation bottlenecks are the key; green 
shoots? 
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Almost half the slowdown due to implementation 
bottlenecks and associated loss of confidence 

ppts

Actual Growth Slowdown (ex agri, com serv) 695.0

       Slowdown that can be explained 660.0

percent explained by (%)

Slowing Trading Partner Growth 10.0

Higher Oil Prices ($) 11.0

Real Interest Rates 35.0

Implementation Bottlenecks (proxied by stalled projects) 28.0

Investor Confidence (proxied by projects starts) 16.0

Supply Bottlenecks and investor confidence 44.0

Decomposition of Slowdown from 2010 to 2013

Source : JPM Calculations 
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But are we ready to finance a recovery in 
capex? 

 

 How good a job is the financial system currently 

doing of “allocative efficiency”? 

 When infrastructure projects are cleared, will they 

be easily financed? 

 Can a capex recovery be financed from domestic 

savings? 

  Is financial stability an issue? 

Is there a build-up of underlying vulnerabilities? 

 Are segmented markets, and the absence of a 

bond-currency-derivative market nexus, 

responsible? 
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Symptom 1: A financial disintermediation 
post-Lehman 
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 Both “access” 

(financial inclusion) to 

financial assets and 

“attractiveness” of 

assets are drivers 

 But the latter is a 

secular phenomenon 

and cannot explain 

sharp drop-off in recent 

years  
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Driver 1: Stubbornly high inflation and 
inflation expectations… 
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Resulted in consistently negative real rates of 
return on financial assets 
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And resulted in asymmetric monetary 
transmission 
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 Banks were reluctant 

to cut deposit rates for 

fear of triggering 

financial  

disintermediation  

 

 PSU banks 

constrained by “deposit” 

targets 
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Implications for monetary policy: speculating on 
a neutral rate 

Source : MOSPI, Bloomberg, CEIC 
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Implication: limited space to ease unless inflation 
remains at current levels 

 

 Real rates need to stay positive for financial 

development 

 Else any pick-up in investment will rely 

disproportionately on foreign, not domestic, savings 

pressurizing the CAD  

 The higher the potential growth, the higher the 

needed real rate  
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Symptom 2: But even as financial savings pick 
up, great reluctance to lend on the part of 
banks 
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Balance sheet problem – NPAs driving risk 
aversion; cyclical or structural ?   
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Bank reforms needed but there’s a more 
fundamental issue at hand   

 Microeconomic issues afflicting public sector banks is 

well known and don’t need repetition: 

 Governance reforms within PSBs 

 Did they systematically mis-price risk? 

 How do we improve real/financial restructuring and 

debt recovery  

 More fundamentally: banks ill-suited to make long-term 

infrastructure investments given the  ALM mismatch 

 Fiscal constraints: current civilian capex of central govt 

budget = 1% of GDP 

 Cannot escape the need for a vibrant corporate bond 

market ? 
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Driver 2: A shallow corporate bond market 
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Corporate bonds constitute a very small 
fraction of fund-flow to non-financial entities 
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Low turnover and secondary market liquidity 
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 “On-the-run” bid-ask 

spreads 2-5 bps for 

corp; 1 for G-secs; “off-

the-run” 10-15 bps for 

corp bonds; 5 bps for G-

secs 

 Lower secondary 

market liquidity because 

of prevalence of buy-

and-hold investors 
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Need a critical mass of heterogenous owners 

Insurance Provident Funds

Banks Mutual Funds

FIIs

 

 Expecting banks to 

hold a larger share is 

like asking the turkey to 

vote for Christmas 

 FIIs key to secondary-

market liquidity  
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Plethora of microeconomic distortions but 
long term contractual savings is key for depth 
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Need to boost market for long-term 
contractual savings 
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And reduce fiscal crowding out 

Source : Ratna Sahay, “India’s Capital Markets”, August 2014 
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Financial repression: a relatively flat yield 
curve disincentivizes long-term savings 

Source : CSDS Post -poll 
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Crowding out: letting the data talk 
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Corporate bond market: cutting to the chase 

Source : CSDS Post -poll 

 

 Yes, a variety of micro constraints distortions – 

stamp duty, disclosure requirements, bankcrupty code  

 But a necessary condition for market depth and 

development 

 Increasing market for long-term contractual 

savings (pension insurance) 

  Reducing fiscal deficits to reduce crowding out 

 Obviating the need for financial repression (SLRs, 

LIC) 

 Which, in turn, would reduce yield curve 

distortions and incentivize long-term savings 
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Financial stability: ground-hog day again? 
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A constant ratcheting down 

38

41

44

47

50

53

56

59

62

65

68

Apr 04 May 06 Jul 08 Aug 10 Sep 12 Oct 14

USD/INR, reverse scale

INR has ratcheted down  following  every  bout of weakness

Average

Source : Bloomberg 



Presentation3 

29 

Segmented markets, breakdown of BCD 
nexus, and financial vulnerability concerns 
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 “Margin of temptation” 

(McKinnon’s “super risk 

premium”) not to hedge 

is large 

 Especially is you 

believe forwards always 

over-estimate spot in 

“normal times” 

 Dangerous to 

liberalize ECBs for 

those without a natural 

hedge 
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“Forwards over-predict spot in normal times” 
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 Should not be 

surprising 

 Uncovered interest 

parity does not hold; but 

CIP expected to 

 Existence of “currency 

risk premia” 

 Risk neutral agents 

will stay uncovered  
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Segmented markets, breakdown of BCD 
nexus, and financial vulnerability concerns 
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 CIP completely breaks 

down in India 

 Reflects segmented 

markets, lack of 

integration and 

incomplete capital 

account convertibility 

 When “landed cost”  

higher than domestic 

cost, agents will stay 

open   
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Putting it all together    

  Growth remains weak 

 Infrastructure and investment remain the key 

 But fiscal constraints preclude the government from 

doing the heavy lifting 

 Private investment is the key 

But this would need (over time) 

 Positive and appropriate real rates of return to 

boost financial savings 

 Greater contractual (pension/insurance) savings  

 Lower fiscal deficits 

 Reduced financial repression 

 A less-distorted yield curve 
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(Hong Kong) Limited is the liquidity provider for derivative warrants issued by J.P. Morgan International Derivatives Ltd and listed on The Stock Exchange of 

Hong Kong Limited. An updated list can be found on HKEx website: http://www.hkex.com.hk/prod/dw/Lp.htm.  Japan: There is a risk that a loss may occur due 

to a change in the price of the shares in the case of share trading, and that a loss may occur due to the exchange rate in the case of foreign share trading. In 

the case of share trading, JPMorgan Securities Japan Co., Ltd., will be receiving a brokerage fee and consumption tax (shouhizei) calculated by multiplying the 

executed price by the commission rate which was individually agreed between JPMorgan Securities Japan Co., Ltd., and the customer in advance. Financial 

Instruments Firms: JPMorgan Securities Japan Co., Ltd., Kanto Local Finance Bureau (kinsho) No. 82 Participating Association / Japan Securities Dealers 

Association, The Financial Futures Association of Japan. Korea:  This report may have been edited or contributed to from time to time by affiliates of J.P. 

Morgan Securities (Far East) Ltd, Seoul branch.  Singapore:  JPMSS and/or its affiliates may have a holding in any of the securities discussed in this report; for 

securities where the holding is 1% or greater, the specific holding is disclosed in the Important Disclosures section above.  India:  For private circulation only, 

not for sale. Pakistan:  For private circulation only, not for sale. New Zealand:   This material is issued and distributed by JPMSAL in New Zealand only to 

persons whose principal business is the investment of money or who, in the course of and for the purposes of their business, habitually invest money. JPMSAL 

does not issue or distribute this material to members of "the public" as determined in accordance with section 3 of the Securities Act 1978. The recipient of this 

material must not distribute it to any third party or outside New Zealand without the prior written consent of JPMSAL. 

 

General:  Additional information is available upon request. Information has been obtained from sources believed to be reliable but JPMorgan Chase & Co. or its 

affiliates and/or subsidiaries (collectively J.P. Morgan) do not warrant its completeness or accuracy except with respect to any disclosures relative to 

J.P. Morgan Securities LLC and/or its affiliates and the analyst’s involvement with the issuer that is the subject of the research. All pricing is as of the close of 

market for the securities discussed, unless otherwise stated. Opinions and estimates constitute our judgment as of the date of this material and are subject to 

change without notice. Past performance is not indicative of future results. This material is not intended as an offer or solicitation for the purchase or sale of any 

financial instrument. The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not 

intended as recommendations of particular securities, financial instruments or strategies to particular clients. The recipient of this report must make its own 

independent decisions regarding any securities or financial instruments mentioned herein. J.P. Morgan Securities LLC distributes in the U.S. research published 

by non-U.S. affiliates and accepts responsibility for its contents. Periodic updates may be provided on companies/industries based on company specific 

developments or announcements, market conditions or any other publicly available information. Clients should contact analysts and execute transactions 

through a J.P. Morgan subsidiary or affiliate in their home jurisdiction unless governing law permits otherwise. 
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