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Credit as a % of GDP - India has much more room to grow than China 
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Buy chaos, sell order 
As an investment destination, India often suffers in comparison to China, 
but India’s problems come from tackling its most difficult problems first. 
We now perceive a tipping point where structural impediments have been 
sufficiently dismantled to permit a new form of economic growth. Many 
investors ignore the order evolving out of India’s apparent chaos, while 
also failing to accept that China’s state-imposed order will one day 
decompose. This dynamic means that returns from Indian equities are 
likely to far surpass Chinese equities over the medium and long term.  

Structural mispricing of money is ending in India, but not China 
 India often compares unfavourably to China, but India’s problems come from 

tackling the most difficult problems first; China has postponed these problems. 
 China is not working to privatise its financial system or create a more porous 

capital account. 
 China is not focused on domestic consumption-driven growth, nor is it moving to a 

more representative, less corrupt political system. 
 China’s economic foundations are based on government-determined prices, 

whereas India has moved materially towards market rates. 

The post-mercantilist world will begin in India 
 India is far advanced on China in developing a private-sector financial system. 
 India is nearer to a market rate for exchange rates and interest rates than China. 
 India is less reliant on exports and can move more easily to a consumption-driven 

economy than China can. 
 India’s private-sector banking system can more easily provide consumer credit, 

whereas Chinese credit is still needed to support state businesses, not consumers. 
 If China does not abandon mercantilism, it will depress inflation and help India 

to grow. 

India’s democracy is starting to look like the USA’s circa 1900 
 Foreign investors regularly fled from the chaotic democracy of the late-19th Century 

United States. 
 The order of the British Empire was an investment illusion. 
 When India’s democracy works, Indians can be as successful at home as abroad. 
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 Buy chaos, sell order 
A weeklong visit to India confirmed this analyst’s opinion that long-term returns 
from equities will be much higher there than in China. The visit also raised the 
much larger issue of how India can be a winner in a world where the North Asian 
pursuit of market share/full employment above profit might continue.  

There is little relationship between levels of economic growth and returns from 
equities, particularly in emerging markets. While there may be many reasons 
for this, a likely key cause is that most emerging markets pursue mercantilist 
policies on the road to development. The resulting artificial depression of 
exchange rates acts to depress returns from equities in numerous ways: 

 Exports are promoted at the expense of consumption. Most export-oriented 
companies are small or nonreliant on capital markets and thus do not 
represent a large part of the listed market. This may not be true in the 
capital-intensive commodity businesses in some emerging markets, but has 
been particularly true for the manufacturing export economies of Asia. 

 Exchange-rate targeting produces extreme monetary conditions, which can 
produce boom/bust economic cycles on a scale that is inherently dangerous for 
equity investors. Not only does this complicate issues of timing for investment 
but it reduces long-term returns due to the scale of the damage to equity in 
deflationary downturns or when instead exchange rates are devalued. 

In 2010 there is a general realisation that mercantilist policies have reached 
their limit. The West’s ability to continually gear up to buy more stuff is 
clearly much more limited now. In particular, it is difficult to see how very 
populous countries such as China and India can achieve western living 
standards by sticking with mercantilist policies.  

A key question for investors must be how easy it will be for any individual 
country to make the transition to the post-mercantilist world. While this 
report deals with the many differences between China and India, the crucial 
conclusion is that China still faces many hurdles, whereas India is far ahead. 
Whichever emerging market can make this transition would both deliver the 
returns expected from high GDP growth, while simultaneously breaking the 
correlation of returns with developed markets. India is the Asian equity 
market most likely to deliver. 

Chinese and Indian foreign-exchange reserves, indexed to 100 
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 Where the real commercial banks are 
The move from a command economy to a market economy is fraught with 
difficulties, but the greatest difficulty of all is privatising the banking system. 
The point of a command economy is to suspend the laws of supply and 
demand and at the core of that legerdemain is the distortion of the price of 
money. From this distortion all others spring and it is the key reason why the 
Chinese have not yet reformed their banking system. The seeming controlled 
economic reform in China can thus happen, apparently smoothly, behind the 
iron curtain of a command-economy banking system. However, even a gradual 
introduction of market forces tends to bring a realignment of prices, which 
destroys financial systems based on fabricated prices. It was just such a 
process that brought the Korean financial system to its knees in 1998 and it is 
difficult to think of any command-economy banking system that has been 
transformed into a private-sector banking system without an intervening crisis. 

Of course such a crisis could come tomorrow or could be a decade or more 
away. The point is that when it comes, it heralds a period when money, credit 
and assets will be correctly priced and that is invariably a very painful 
realignment for the owners of assets. It is fine to invest in a jurisdiction where 
such is the status quo, but clearly one must accept the risk that the reality of 
market pricing will dawn during your watch. This will not be a pleasant 
surprise for the sentries of capital guarding a portfolio of Chinese assets. 

Nobody would call India a free market without government controls. However, 
control is less evident in the one price that drives the price of everything else: 
money. India has always had a private-sector banking system subject to the 
unpredictability of the marketplace. That private-sector banking system was 
clearly depressed in the postwar period, but since 1991 it has been 
rejuvenated. This rejuvenation brings the uncertainty of a greater role of 
market pricing for money and also the associated problems of credit 
availability and credit mispricing at certain times in the business cycle. Part of 
the apparent chaos in India is a normal side effect of the move to a market 
system and away from the “license Raj” with its command-economy 
characteristics.  

A command-economy financial system reduces chaos and promotes certainty, 
but at the price of massive distortion of capital allocation. Investors should 
pay more for the chaos of advanced reform than the order of mass distortion. 
India’s once-depressed commercial banking skills, enhanced by the skills of 
returning nonresident Indians (NRIs), means that the country’s financial 
system has made major progress towards more efficiently allocating capital. 
While in India order is beginning to form from the chaos, in China the 
inevitable eventual reform of the state-owned banking system will at some 
stage trigger a period of chaos. 

The distortion of a state-owned banking system is further distorted by a 
policy of mercantilism in China. An undervalued exchange rate depresses 
consumption growth, but more importantly it creates excess money, with the 
usual ensuing distortions. India of course has pursued something of a similar 
policy, but its interventions have been conservative compared to those 
pursued by China. 
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Figure 1 

Chinese and Indian foreign-exchange reserves, indexed to 100 
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As we discuss later it will be easier for India to adjust to the post-mercantilist 
world as its reliance on exports is much lower. However, and perhaps more 
importantly, the monetary and price distortions that are the legacy of such a 
policy are much larger in China than they are in India. The negative legacy of 
mercantilism will thus be much smaller in India than it is in China. 

Investors have to be aware that the mispricing in China is on a monumental 
scale. There is an individual in China who on any given day can determine the 
price of money, the quantity of credit/money and the exchange rate. That one 
person, it seems, can do accurately for China what a myriad of highly paid 
market professionals fail to do for the USA!  

While it is possible that there are no drawbacks to the Chinese approach to 
pricing, there is ample historical evidence to suggest that this is not the 
case. Indeed, by depressing the Chinese exchange rate China has played a 
key role in swamping the global marketplace with state-directed savings and 
thus distorted the price of money (US Treasury yields), the quantity of 
credit/money (encouraging credit growth with lower credit costs) and 
exchange rates across the planet. This could be a wise or fortunate 
government distortion, but it is much more likely to be stupid, as they 
invariably are. In the past, Solid Ground has argued that there was a good 
time (1998 onwards) for investors to shelter capital in command economies 
and avoid the deflationary dynamics of market economies. This of course 
was a tactical rather than a structural call. The structural call could not be 
more different. 

A command economy is no place for those seeking to invest private-sector 
capital to secure good long-term returns, preferably without severe volatility 
along the way. China has managed to inflate its own assets while 
simultaneously pumping out deflation in the global goods market. That 
deflationary dynamic has triggered a government reaction in the West. 
Increasingly, western economies will have something of the command 
economy about them. The 2008-09 episode shows that democratically elected 
governments will, in extremis, implement command-economy remedies if 
faced with extreme deflationary outcomes. A move towards government 
determined pricing is not new: 
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 On October 25th the great experiment began. That morning and on each 
subsequent weekday morning, Roosevelt, Morgenthau, Jesse Jones, head 
of the RFC, and sometimes Warren, met in the President’s bedroom and, 
while the President ate breakfast, decided on the price at which gold, 
would be bought that day . . . . The little group in Roosevelt’s bedroom 
would simply decide, more or less arbitrarily, a gold price a few cents 
above the previous day’s free-market price and upon concluding their 
deliberations would announce to the world the sum the RFC was now 
prepared to pay for all the newly mined gold in the United States - that is 
to say, presumably all the gold available for sale in the country now that 
private hoarding was illegal. 

Once In Golconda (1969), John Brookes 

When markets fail to deliver what people and politicians want, then the 
politicians can and do change markets. For more on this dynamic, see Solid 
Ground: No free market in a world of fools (2003 reprinted 2008) and Solid 
Ground: Supply, demand and government (2009). We are seeing this 
dynamic at work already and there is much more to come. Increasingly 
everybody realises that the rules have changed, but the important point is 
that predicting the direction of political change is particularly difficult. As John 
Brookes goes on to observe about Roosevelt’s interference with the market: 

What can be said in retrospective summary about Roosevelt’s tinkering 
with the dollar during his first year of office? Certainly his understanding 
of the whole matter was ludicrously superficial and his attitude toward it 
scandalously offhand; certainly he disregarded the advice of all the 
learned and accredited money doctors of the land, and accepted that of a 
virtual quack. Yet somehow or other, the farmers neither starved nor 
made a revolution, and out of the episode, incredibly, came a stable 
dollar that would endure for a generation and more. Essentially, the wise 
but frightened Wall Streeters offered no program; the Warren program, 
unsound as it was, did no permanent harm and at least offered action 
and motion, bringing hope. 

Once In Golconda (1969), John Brookes 

In the eyes of the public, markets have failed and they seek the ‘action and 
motion, bringing hope’, which can lead to all sorts of curious and ‘superficial’ 
government remedies. Roosevelt chose a remedy out of left field and across the 
developed world politicians could be looking well into left field for the ‘action and 
motion’ people crave. China continues to buck the market and western 
governments will be increasingly tempted to follow suit in an attempt to avoid 
economic, social and political pain. This is very unlikely to be the case in India.  

In India the markets are delivering and the electorate and even the politicians 
are realising this. Investors in India can expect to see an increasing role for 
the marketplace and increasingly to live in a world were supply and demand 
become important factors in determining price. This gradual liberalisation will 
be in great contrast to other parts of the world. In the rest of the world, the 
prices that result from supply and demand, particularly any deflation, will be 
considered unacceptable by society and politicians.  

As any market practitioner knows, assessing future prices based on an 
estimation of future supply and demand is far from easy. However, it has its 
own rules, which add certainty, and is in marked contrast to the impact of the 
often capricious ‘action and motion’ which will be become an increasing political 
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 certainty in most places in the world. In India the ‘action and motion’ required 
of politicians is being delivered by the marketplace, whereas in China we will 
not truly know whether such delivery is taking place until the economy 
operates with at least a partially privatised banking system. The path that leads 
through banking reform could yet produce economic dislocation on a scale that 
would seriously question China’s commitment to liberalisation. That is simply a 
risk constantly postponed in China, while it is one which has gone some way to 
being addressed in India. If you want to invest in a jurisdiction where it is very 
likely that the market will be allowed to deliver returns, then India is likely to 
be a better investment than the G7 or China over the coming decades. 

This analyst has argued before, and does so later in this report, that the 
shock coming to western government debt markets will result in capital 
controls. In such an environment it is important to be invested in a 
jurisdiction with a lower reliance on foreign savings. India’s love/hate 
relationship with foreign investment is well known and this has tended to 
make it less reliant on foreign savings than many fast-growing emerging 
economies. The country has a high savings rate, which provides a much 
larger buffer than in emerging countries such as Brazil and Russia, where 
savings rates are much lower. 

Figure 2 

Net savings as % of personal disposable income, 2006 
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Source: Euromonitor 

More importantly, the increasing depth of the Indian financial sector has 
resulted in an increasingly more efficient use of India’s own savings. The 
private sector provides savings products such as mutual funds and life 
insurance policies that can harness the savings of Indians for more productive 
purposes. Other developments in businesses such as factoring and bad-asset 
recovery enhance the productive use of savings.  

Of course many of these changes are also benefiting China. However, it is the 
private sector that is driving the enhanced efficiency of savings gathering and 
allocation in India, whereas China continues to rely very largely on the state-
owned financial system to deliver. 

For good reasons, Indians have had little faith in currency as a store of value. As 
a result, a large proportion of their wealth is tied up in gold, jewellery and other 
collectibles. Gold is a sound store of value in a world without opportunity, but in a 
society of growth and opportunity it is a wasting asset. In an era when faith in 
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 currency is likely to be declining across the world as governments eventually 
monetise their deficits, faith in money is likely to rise in India. Portfolio investors 
get their ultimate returns in paper currency. There are advantages to be had 
where the population is likely to be shifting assets into such a currency rather the 
running from it. In the West, bad money (paper) may be driving out good (gold), 
but in the Indian environment the flow could continue to be in the other 
direction. Moving Asian savings from the inertness of gold into the creativity of a 
modern financial system will be good for growth and returns. 

Figure 3 

Bank deposits in household assets 
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Figure 4 

Equity inflow from Indian households 
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As foreign savings become less available, a key strength of any emerging 
market will be its ability to gather and more efficiently use its own savings. 
India’s growing private-sector financial system is likely to be much better at 
this than China, and in an era of greater scarcity of capital from the 
developed world this will be a key strength. 

If there is one reason above all others why India is more likely than China to 
produce better long-term returns for equity investors, it is because of these 
key structural differences in the countries’ banking systems. 
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 When mercantilism dies 
Has there ever been a bigger consensus than that the future for economic 
growth lies in the emerging markets? That is a consensus which sees the 
huge potential of a shift towards domestic consumption-driven growth in 
these populous economies. This chapter considers how India is better placed 
to make such a shift compared to China.  

Of course there is also a possibility that mercantilism does not die in all the 
emerging markets. The next chapter looks at how India can also benefit in 
that scenario. 

If the G20 is correct then the “rebalancing of global growth” will herald the 
end of mercantilism. The West will save more and the East will spend more. 
Economic growth would thus be higher in the East and perhaps, depending 
crucially on valuations, the returns from equities in the East will be higher. Of 
course we must recognise that not all emerging markets can make the 
transition from mercantilism to consumerism with the same ease. This is a 
structural shift and not just another business cycle. Such structural shifts tend 
to come with great social, political and financial friction. Investors should seek 
to invest in jurisdictions were those frictions will be minimal, as they 
massively complicate forecasting the impact of the shifts on the price of 
financial markets. When it comes to forecasting outcomes in complex non-
linear systems, the fewer variable inputs the better.  

In the transition from mercantilism to consumerism, India has far fewer 
variable inputs to consider. China, being much more reliant upon exports than 
India, is much less likely to transit smoothly. As Figure 5 shows, India is 
capable of growing strongly even in a world of zero export growth. 

Figure 5 

Indian GDP growth with and without exports 
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Over the past 10 years this crude measure of nonexport growth (it does not 
adjust growth upwards for imports that arrive for re-export) shows a country 
that has produced almost 6% real GDP growth. 
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 A key to a rapid mobilisation towards consumerism is the development of 
consumer debt. China had made progress in this area, but once again it has 
been developed within the state-owned banking system. While China has low 
levels of credit in the private sector, it has much larger levels of debt to GDP 
generally than India. India thus has much greater flexibility to grow future 
credit towards than consumption than China, where credit is already a much 
larger percentage of GDP and is highly concentrated in the 
government/corporate sector. 

Figure 6 

Credit as a % of GDP 
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 Living with North Asia  
For almost three decades a key conflict has driven financial returns. A form of 
capitalism that targets financial returns has been in conflict with a form that 
targets market share/full employment. Some might quarrel with the term 
“capitalism” for the latter system, but crucially it has at its core the allocation 
of capital, albeit in a form that is anathema to free-market capitalism. It would 
be easy to define it simply as mercantilism, but mercantilism is the symptom 
and not the cause. This form of capitalism lives in North Asia (China, Japan 
and Korea) and derives from different societal goals than those that spawned 
free-market capitalism. It is the product of a society where full employment, 
social stability and some equality of outcome are socially important.  

The “creative destruction” that free-market capitalism endorses is anathema 
to North Asian culture. It is this form of capitalism that leads to steady over-
production by ignoring returns on capital in pursuit of other goals. This has 
set the scene for the past three decades, as the North Asian business system 
has sent deflationary forces through the global system. Financial market 
practitioners have been on the frontline, as western monetary authorities and 
now fiscal authorities have sought to offset these deflationary forces by 
enabling more debt creation in the free-market system. This debt was aimed 
at supporting consumption demand and offsetting deflation. This swing 
between the fire of inflation and the ice of deflation has been the key driver of 
financial markets and will remain so. While some things may be clearer post 
the Great Recession, one thing is less clear - which system will prevail? 

Like a parasite on a host, the free-market capitalist system can and does the 
adjusting. The social-capital approach produces huge competitive pressure on 
the free-market capitalist system, which seeks to compete in similar areas. In 
many parts of the world this means that many industries have all but 
disappeared from the free-market system. However, the host also creates 
great opportunities for the free-market system, which consumes the goods 
produced at uneconomic rates. The result of this war has been the creation of 
a free-market system based largely on finance and consumption and a social-
market capitalism that thrives on production. 

In this form the two systems are unsustainable and it had been the common 
assumption - extrapolating western beliefs - that the free-market system 
would destroy the social-market system. Many times in the past two decades 
western analysts have proclaimed that Japanese companies would begin to 
target profit and not market share and employment. Many times in the past 
two decades western analysts have proclaimed that China had only a flirtation 
with social-market capitalism, which would be replaced by free-market 
capitalism. It is time to realise that this view of the world is western-centric 
and dangerous. One system is leveraged to consume and one is leveraged to 
produce, and yet it is the leveraged-consumption model that is being forced 
to implement more government intervention rather than the other way round. 
In 2008-09 it was the excess leverage for consumption that led to the 
collapse of the West and not, as many had expected, the excess leverage to 
fund unproductive investment that led to bankruptcy in North Asia. The 
social-market capitalist system, sustained by a social-market-capitalism 
banking system, is winning. It is winning either because its society can take 
the pain of running such a system (Japan) or because in a world of state-
determined interest rates, exchange rates and bank lending (China) you can 
win for decades until you will suddenly and irrevocably lose. 
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 So we assume that all the emerging markets will move forwards with freer 
markets and a switch from mercantilism to consumerism. While this may be 
true in many jurisdictions it is clearly not true in North Asia. There are clear 
problems for the free-market capitalist system unless North Asia also shifts to 
this new model of growth. Monetary policy has historically delivered an answer 
to the deflation that pours out of North Asia but this remedy becomes 
exhausted when higher levels of debt cannot be supported. This has led in the 
Great Recession to the addition of an incredibly supportive fiscal policy to 
prevent deflation and support the system. However, surging public debt to GDP 
levels now places limits on the power of fiscal policy to fight off the North Asian 
powers of deflation. With the authorities firepower increasingly committed, an 
eventual deflationary outcome would seem highly likely unless social-market 
capitalism is abandoned. While this is possible, investors must not rule out a 
more likely outcome, which is that western governments begin to manipulate 
markets (capital controls, tobin tax, compulsory sovereign debt purchase, etc) 
so that they are free to provide even the monetary and fiscal responses that 
markets will no longer otherwise tolerate. In that scenario social-market 
capitalism will have defeated free-market capitalism. Given the perilous scale of 
western government debt, this is now the most likely scenario. 

So what has all of this got to do with India? Investors need to look to invest 
in jurisdictions that can still benefit from the North Asian system’s cheap 
production. If the West is increasingly overleveraged and unable to do so, 
then there may be other jurisdictions that have only begun to benefit. India is 
such a jurisdiction. It is a country that is prone to inflation due to a lack of 
commodities, infrastructure bottlenecks and the sheer size of its potential 
consumption. A North Asia that does not abandon social-market capitalism 
would produce the deflationary tendencies that would help to offset India’s 
inflationary tendencies. In some ways India could develop a relationship with 
North Asia very similar to that which the west has developed over the past 
few decades. While this of course is inherently dangerous in the long run, it 
did result in wonderful financial returns in US assets (1982-00) as a similar 
relationship developed. North Asian capitalism produced an environment that 
allowed the USA to pursue high economic growth while producing low levels 
of inflation. It may now have the same impact on India. While the West’s 
adaption to North Asia may have taken it to the limits of leverage, there could 
be huge profit as a very underleveraged and underconsuming India follows 
the same path. 
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 Bad hair, good investment 
It was PJ O’Rourke who declared himself in favour of age and guile at the 
expense of youth, innocence and a bad haircut. Had he invested accordingly, 
he would probably now be clutching shares of Japan’s leading brewer Kirin at 
a price almost 50% below its 1986 level. When it comes to economics, youth 
and inexperience, key drivers of consumption, are often more rewarding than 
the age and guile that brings conservatism and savings. Japan may not be a 
template for how poor financial returns have to be in an aging society, but it 
provides a warning of how poor they can be. The following histograms reveal 
two very different demographic outcomes for China and India. 
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Source: CLSA Asia-Pacific Markets  

The problem with forecasting price is that we are forecasting the product of a 
social activity. This is difficult because of the lack of fixed variables in a social 
system. Indeed, demographics may be the nearest things we have to a fixed 
variable when we look to the future, and long may it remain so. Now 
everybody knows that things happen painfully slowly in demographics, but 
they have the advantage of also happening with painful certainty. China will 
need to mobilise more savings to support its aging population, whereas India 
can focus on mobilising its savings to facilitate consumption. This too will 
change, but not for a very long time. 
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 Youth is probably the key ingredient for a population moving towards a 
consumer society. The older generation in India and China remember the 
deprivations of a different age and the risks or apparent stupidity of 
borrowing to consume. However, the youth of both countries increasingly 
comes with less of such baggage. In an era of growth, debt is good or not 
bad, and higher living standards make debt less dangerous. Indian and 
Chinese households save more because they need to protect themselves from 
negative outcomes. Such negative outcomes are just less likely for those 
possessing youth, innocence and a bad haircut. India has a lot more youth 
than China; this will be a key strength in making the transition from 
mercantilism and will promote higher returns for investors. 
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 World-beating bureaucracy 
We are all bureaucrats now! The long swing in power from capital to labour 
and government, which began around 1932, reached its apex around 1979. 
The swing back was powerful, but the key danger for any capitalist was to 
extrapolate that swing and to believe that capital share of GDP could rise to 
ever higher levels. Such a swing was economically impossible, as it 
undermined consumption and was very probably socially and politically 
unacceptable. Indeed, maximising capital’s share of wealth may not be in the 
long-term interest of investors anyway. A key result may be that it produces 
greater investment while undermining consumption, as the rich save the 
marginal dollar that the poor would have spent. The result is overproduction 
and lower returns. This is one reason given for the great depressions that 
ended capitalism in many jurisdictions and materially impaired it even in the 
USA for a generation. The words of one the 1920s’ greatest capitalists and 
speculators about the decade stand as testament to the benefits of stability 
above short-term profit: 

In those days I felt and said I would be willing to part with half of what I 
had if I could be sure of keeping, under law and order, the other half. 

Joseph Kennedy 

Joe Kennedy adapted to the “new normal” after the bust by joining the 
government (as head of the SEC and Ambassador to the UK) and grooming 
four sons for the political future. The new normal is often said to be slower 
rates of economic growth, but as Joe Kennedy realised in 1933 this is not as 
important as the new normal of more government and less markets. The new 
structural norm will see governments much more involved in the marketplace 
and particularly in the market for capital. The new BIS capital-adequacy rules 
are the first small step by governments on a long and winding road. These 
rules force more private capital into government debt markets. The 
Volcker/Obama package on bank reform is a more major step, forcing one 
form of private capital (commercial banks) out of certain types of 
investments. Whether one agrees with the process or not, the important thing 
is that these changes are taking us to a place where the efficiency of a 
country’s bureaucracy will become increasingly important.  

To paraphrase George Orwell, previously the incantation was “markets good, 
bureaucracy bad”. This perception will change somewhat in the “new normal”. 
If Big Brother has to be watching you as the allocator of capital, then the 
more practised and efficient Big Brother is, the better for all. For a generation 
India has laboured under a crushing bureaucracy that was an impediment to 
growth and change. This remains the case, although some positive progress 
is being made. However, this will be seen as less of a unique impediment, as 
Big Brother will be increasingly looking round every global corner in financial 
markets with application forms in hand. In India there is less of a practised 
bureaucracy, while in the West we are getting a more naïve bureaucracy. It is 
much better to be dealing with the former than the latter. 

While there is much to criticise in Indian bureaucracy, there is also much to 
praise. In particular, the financial regulators at the Securities and Exchange 
Board of India (SEBI) and the Reserve Bank of India (RBI) are forward-
looking and are methodically steering the financial system towards something 
more fitting to the 21st Century. As communications experts vaunt the ability 
to leapfrog out-of-date technology, so the SEBI and RBI have the ability to 
leapfrog the intellectual cul de sac of the dangerous risk-taking activities born 
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 of the efficient-markets hypothesis. No regulator will ever be perfect and 
faults will occur, but the relative stability of the Indian financial system during 
the recent extreme trial is a key indicator that SEBI and the RBI have, at this 
stage, put firm foundations in place for India’s financial superstructure.  

While other regulators have much bad to undo and much to relearn, the 
Indian financial bureaucracy is ahead of the game. As the western world 
rebuilds or recasts its financial regulation with the usual unforeseen 
consequences, it will be “steady as she goes” for the Indian financial system. 
We are all in bed with the bureaucrats now, so what matters is whether you 
are investing in a jurisdiction with good or bad bureaucrats. In the new 
structural normal, a bad bureaucrat can screw up returns on equity with the 
same unintended precision as bad management. In this light, India’s plodding 
but improving bureaucracy has much to recommend it over the newly 
resurgent bureaucracy of the West, desperate to show its power relative to 
capital and likely to be rolling up its sleeves and getting ready for a brawl.  

India’s state is on the retreat. The public debt-to-GDP ratio is already falling. 
While of course much will depend on the pace of economic growth, a 
structural rise in the tax take is also working in India’s favour. By pushing 
ahead with the direct Tax Code and the GST, India is making structural strides 
to fix its fiscal problems at a time when other countries’ structural fiscal 
problems are getting worse.  

The “new normal” is more government. In India this might not be the case -
and anyway, that government is likely to be one of Mr Rumsfeld’s ‘known 
knowns’ rather than the numerous ‘unknown unknowns’ inherent in the rising 
role of government intervention elsewhere in the world. 
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 Path of true democracy is never smooth 
In 1819, about 70,000 people gathered in a field in Manchester demanding 
greater political representation among other things. The crowd was charged 
by a cavalry regiment; 15 people died and up to 700 were injured. This was 
Manchester in 1819 and not Tiananmen Square in 1989, but the similarities 
are obvious. Universal suffrage finally arrived in the United Kingdom in 1928. 
There were many other tumultuous events that mapped the progress towards 
democracy from 1819 to 1928 in the UK. This political upheaval, however, 
never erupted into the magnitude of event that would disrupt the rise and rise 
of the British economy over this period. To some extent a political eruption 
was alleviated by the pressure valve of immigration to the USA and service in 
far-flung parts of the British Empire.  

In the 21st Century, when people’s freedom of movement is heavily 
constrained, there is much less opportunity to diffuse political tension on the 
road to democracy. Anyone investing in emerging markets still in the pre-
democratic state has to be aware of the risks to investment posed by a major 
dislocation as the old political system disintegrates. Any investor who believes 
that this is a largely theoretical risk ignores the lessons from Russia, where 
foreigners’ property rights were crushed in the political system that replaced 
the Soviet regime. There may have been good companies in Russia and good 
management, but the potential to lose a fortune in such investments is still 
large if a new political regime cannot or will not protect property rights. A 
major political dislocation is perhaps the greatest destroyer of wealth. Visitors 
to the modern city of Gdansk might reflect on the myriad political shifts that 
destroyed the massive wealth accumulated in that city under its former 
appellation of Danzig - a key city in the Hanseatic League. Whatever the 
positive supply/demand dynamics for business in that city returns were 
entirely determined by political change. 

Perhaps democracies can only function particularly efficiently when the 
general wealth of voters means that they are not prepared to sell their votes. 
Perhaps this statement is unfair to poor people who watch western voters 
receive, in benefits and corporate tax breaks, sums that would be considered 
scandalous if delivered in cash in an emerging market. However, from a 
western perspective, which is where most emerging-market investment still 
comes from, the willingness of voters to sell their votes results in a fractured 
and corrupt form of democracy that hinders economic growth. The easiest 
way for politicians to buy votes is to seek to reallocate wealth rather than the 
slower process of creating it. This is a structural impediment to growth as 
unfair redistribution distorts capital allocation and also as corruption hampers 
fixed-capital formation and in particular slows the process of infrastructure 
development. Indian democracy has suffered from exactly these problems, 
but things are changing. There is also no doubt that India’s economic 
development is leading to an improvement in the functioning of its 
democracy. Figure 11 shows the path of power capacity addition, suggesting 
that the political process is increasingly capable of delivering. 
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Figure 11 

Step-up in proposed power capacity addition 
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India was born as an independent country and the world’s largest democracy 
simultaneously. Judged from the perspective of a western investor it is a 
democracy that has not worked; it has not produced enough politicians who 
have sought to improve the welfare of their electorate by facilitating economic 
growth. In periods of low economic growth, politicians fought over shares of 
power and wealth for themselves and their associated interest group - 
whether defined by region, caste or religion. However, in an era of higher 
economic growth, individual Indian voters increasingly see the greater 
benefits that come from expansion rather than fighting over the existing 
spoils. This is no revolution but a continued evolution, nevertheless it augurs 
a time when order will begin to emerge from the chaos of Indian democracy. 
This order is perhaps the most important change in India, yet is probably 
ranked as the most nebulous by many investors.  

It is the most important because it threatens to force Indian politicians to 
unleash the evident industry, intelligence and entrepreneurship of the Indian 
people. If you think that is too vague to buy into then remember the 
difference between the UK in the 1970s and in the 1980s. Very different 
economic results were possible from the same inputs when incentives were 
changed, as the fight over the spoils was put aside in the pursuit of growth. 
This change in India will be much bigger than that: it will be the first time in 
the country’s history that the political shackles - whether imposed by Britain 
or Delhi - will be removed from the people. Something has stopped the Indian 
people from achieving in India what they have achieved in Nairobi, Bradford, 
Durban, Fiji and Los Angeles. That thing was primarily a poorly functioning 
democracy that has taken a long time to develop, partly hindered by the 
colonial legacy and the politics of the Cold War. However, now we have 
reached a tipping point for Indian democracy where things start to work and 
the power of the Indian individual is finally allowed to come to the fore.  

The USA became a chaotic democracy long before it became a great source of 
profit for portfolio investors. Jay Gould and Jim Fisk were just two 
“entrepreneurs” in New York who bribed judges and politicians to steal from 
minority shareholders. Foreign investors lost a fortune in state bonds 
(Mississippi remains in default on certain issues), and in many parts of the 
country the rule of law did not protect life and limb, never mind the property 
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 of minority shareholders. The US stock market was a rollercoaster for foreign 
investors and the crises of 1894 and 1907 convinced most foreign investors 
that it was not as safe as the sound government-backed securities issued in 
various parts of the British Empire. Investors feared a democracy could 
produce a populist like William Jennings Bryan and instead favoured the order 
of the Empire. The first schedule of investments for the Foreign & Colonial 
Investment Trust of 1868 shows US securities (government bonds) at just 
2.5% of assets, one-quarter the size of the trust’s investment in Egyptian 
securities. Presumably investors favoured the certainty of foreign-influenced 
Egyptian assets in a country where the Suez Canal was about to open over 
the securities of a country that had just torn itself apart in the chaos of a 
bloody civil war. From the chaos of that failed democracy, order gradually 
developed, whereas in Egypt the imposed order of a foreign power dissolved. 
The US democracy took time to mature and when it did, property rights 
became more certain and returns to investors improved. 

There was indeed order in the despotism of the Empire, but that order 
crumbled and investors did not fare well in that process. It was the contrarian 
who opted for the democratic chaos of the USA who was rewarded with some 
of the best returns that the 20th Century had to offer. The risk, of course, is 
that investors in India today are buying into this structural transformation too 
early. However, the country’s ability to weather the Great Recession and the 
November 2008 terror attacks provide material confidence that India has 
progressed far along the road from democratic chaos to productive 
democracy. The increased ability to delivery on infrastructure projects is 
another key bellwether, which suggests that a tipping point is being reached.  

It goes without saying that India is much closer to becoming a functioning 
democracy than China. One key indicator of such progress is the freedom of 
information and press in India compared with China. In a modern economy, 
the liberty of information increases the liberty of investment. With a free and 
active press, corruption and distortion is more visible and wealth creation 
more widely reported. While the state continues to provide the information it 
believes the market requires in China, India’s free press provides all the 
information and thus the market can choose what it requires. If a free press 
can truly produce lower corruption and more accurate information, then it can 
play an important role in producing higher returns for investors. Such a 
system remains a dream for China and a feisty reality for India. As India’s 
democracy reaches the tipping point by delivering better living standards to 
the electorate, the importance of a free press in promoting better returns will 
become apparent. 

Perhaps the strangest thing about the great “India or China” debate is how 
many investors favour China because it puts public rights before private 
rights. China can deliver infrastructure projects in record time because it can 
sweep aside private-ownership rights. While there are various reasons why 
things move much more slowly in India, the key impediment to rapid 
development is respect for private-property rights. While no legal system 
provides perfect protection for the property rights of private citizens, the 
Indian legal system does allow private-property owners to delay public 
demands. Although this is clearly a negative in delivering infrastructure 
projects, why should it be seen as a negative by private-sector investors?  
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 At the core of an investment in equities is a belief in the sanctity of private-
property ownership; without that sanctity, balance sheets and earnings are 
castles built on sand. The history of India is the recognition of such rights, with 
all the attendant legal niceties and delays. The history of China is that public 
rights trump private rights. Things are improving in China and individuals have 
even brought some successful lawsuits against the government. However, no 
dictatorship can ever let private rights trump public necessity. Such a dynamic 
is at the core of democracy and is a key reason why private-sector investors 
should derive higher returns in India than in China. 
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 Conclusion 
China might jump the major hurdles outlined in this report in one bound. It 
might manage to develop a private-sector financial system, democracy, 
consumerism and strong private-sector property rights without a major crisis. 
History, however, suggests that the odds are against a smooth transition. 
Failure to achieve this should permit investors who believe in the inevitable 
long-term rise of China to buy its assets at very reasonable prices one day. 
The likely structural crisis that China will suffer on its long-term road to 
success can throw everything into doubt and produce very low valuations for 
Chinese assets. 

India will clearly have crises of its own. However, from this stage on almost all 
these could best be described as “normal”: part and parcel of any country’s 
business cycle. In India in particular, cyclical inflation problems seem likely 
and even the RBI will not be able to stop the “irrational exuberance” that 
seems to infect all purveyors of credit at some stage.  

The greatest structural threat to India would be if Pakistan were to join the 
sorry list of failed states. Even something short of this could create major 
social problems in a country with enduring religious differences. Investors 
need to be wary of developments in the north, while embracing the fact that 
India, not China, is more likely to provide the type of returns enjoyed by 
investors in the USA in the last century. 

 

China might jump the 
structural hurdles, but the 

risks are high 
 

The greatest structural 
threat to India comes 

from Pakistan 

Prepared for: ThomsonReuters



  Solid Ground
 

22 russell.napier@clsa.com 10 March 2010 

 Notes 

Prepared for: ThomsonReuters



  Important notices
 

  06/02/2010 

© 2010 CLSA Asia-Pacific Markets ("CLSA").  

This publication/communication is subject to and incorporates the 
terms and conditions of use set out on the www.clsa.com website. 
Neither the publication/ communication nor any portion hereof may be 
reprinted, sold or redistributed without the written consent of CLSA.  
 
CLSA has produced this publication/communication for private 
circulation to professional and institutional clients only. The 
information, opinions and estimates herein are not directed at, or 
intended for distribution to or use by, any person or entity in any 
jurisdiction where doing so would be contrary to law or regulation or 
which would subject CLSA to any additional registration or licensing 
requirement within such jurisdiction. The information and statistical 
data herein have been obtained from sources we believe to be reliable. 
Such information has not been independently verified and we make no 
representation or warranty as to its accuracy, completeness or 
correctness. Any opinions or estimates herein reflect the judgment of 
CLSA at the date of this publication/ communication and are subject to 
change at any time without notice. Where any part of the information, 
opinions or estimates contained herein reflects the views and opinions 
of a sales person or a non-analyst, such views and opinions may not 
correspond to the published view of the CLSA research group. This is 
not a solicitation or any offer to buy or sell. This 
publication/communication is for information purposes only and is not 
intended to provide professional, investment or any other type of 
advice or recommendation and does not take into account the 
particular investment objectives, financial situation or needs of 
individual recipients. Before acting on any information in this 
publication/ communication, you should consider whether it is suitable 
for your particular circumstances and, if appropriate, seek professional 
advice, including tax advice. CLSA does not accept any responsibility 
and cannot be held liable for any person’s use of or reliance on the 
information and opinions contained herein. To the extent permitted by 
applicable securities laws and regulations, CLSA accepts no liability 
whatsoever for any direct or consequential loss arising from the use of 
this publication/communication or its contents.  
 
The analyst/s who compiled this publication/communication hereby 
state/s and confirm/s that the contents hereof truly reflect his/her/their 
views and opinions on the subject matter and that the analyst/s 
has/have not been placed under any undue influence, intervention or 
pressure by any person/s in compiling such publication/ communication. 
 
Subject to any applicable laws and regulations at any given time 
CLSA, its affiliates or companies or individuals connected with CLSA 
may have used the information contained herein before publication 
and may have positions in, may from time to time purchase or sell or 
have a material interest in any of the securities mentioned or related 
securities or may currently or in future have or have had a business 
or financial relationship with, or may provide or have provided 
investment banking, capital markets and/or other services to, the 
entities referred to herein, their advisors and/or any other connected 
parties.  As a result, investors should be aware that CLSA and/or 
such individuals may have one or more conflicts of interests that 
could affect the objectivity of this report.  
 
The Hong Kong Securities and Futures Commission requires disclosure 
of certain relationships and interests with respect to companies 
covered in CLSA's research reports and the securities of which are 
listed on The Stock Exchange of Hong Kong Limited and such details 
are available at http://www.clsa.com/member/research_disclosures/. 
Disclosures therein include the position of the CLSA Group only and do 
not reflect those of Credit Agricole Corporate & Investment Bank 
and/or its affiliates. If investors have any difficulty accessing this 
 

website, please contact webadmin@clsa.com on (852) 2600 8111. If 
you require disclosure information on previous dates, please contact 
compliance_hk@clsa.com.  
 
This publication/communication is distributed for and on behalf of 
CLSA Limited (for non-US markets research) and /or Credit Agricole 
Securities (USA) Inc. (for US research) in Australia by CLSA Limited; 
in Hong Kong by CLSA Research Ltd.; in India by CLSA India Ltd.; in 
Indonesia by PT CLSA Indonesia; in Japan by Credit Agricole 
Securities Asia B.V., Tokyo Branch, a member of the JSDA licensed to 
use the "CLSA" logo in Japan; in Korea by CLSA Securities Korea 
Ltd.; in Malaysia by CLSA Securities Malaysia Sdn Bhd; in the 
Philippines by CLSA Philippines Inc. (a member of Philippine Stock 
Exchange and Securities Investors Protection Fund); in Thailand by 
CLSA Securities (Thailand) Limited; and in Taiwan by CLSA Limited, 
Taipei Branch. 
 
United States of America: This research report is distributed into the 
United States by CLSA solely to persons who qualify as "Major U.S. 
Institutional Investors" as defined in Rule 15a-6 under the Securities 
and Exchange Act of 1934 and who deal with Credit Agricole Corporate 
& Investment Bank. However, the delivery of this research report to 
any person in the United States shall not be deemed a 
recommendation to effect any transactions in the securities discussed 
herein or an endorsement of any opinion expressed herein. Any 
recipient of this research in the United States wishing to effect a 
transaction in any security mentioned herein should do so by 
contacting Credit Agricole Securities (USA) Inc. (a broker-dealer 
registered with the Securities and Exchange Commission) and an 
affiliate of CLSA. 
 
United Kingdom: Notwithstanding anything to the contrary herein, the 
following applies where the publication/communication is distributed in 
and/or into the United Kingdom. This publication/communication is only 
for distribution and/or is only directed at persons ("permitted recipients") 
who are (i) persons falling within Article 19 of the Financial Services and 
Markets Act 2000 (Financial Promotion) Order 2001 (the "FPO") having 
professional experience in matters relating to investments or high net 
worth companies, unincorporated associations etc. falling within Article 
49 of the FPO, and (ii) where an unregulated collective investment 
scheme (an "unregulated CIS") is the subject of the 
publication/communication, also persons of a kind to whom the 
unregulated CIS may lawfully be promoted by a person authorised under 
the Financial Services and Markets Act 2000 ("FSMA") by virtue of 
Section 238(5) of the FSMA. The investments or services to which this 
publication/communication relates are available only to permitted 
recipients and persons of any other description should not rely upon it. 
This publication/ communication may have been produced in 
circumstances such that it is not appropriate to categorise it as impartial 
in accordance with the FSA Rules.  
 
Singapore: This publication/communication is distributed for and on 
behalf of CLSA Limited (for non-US markets research) and /or Credit 
Agricole Securities (USA) Inc. (for US research)  in Singapore 
through CLSA Singapore Pte Ltd solely to persons who qualify as 
Institutional, Accredited and Expert Investors only, as defined in 
s.4A(1) of the Securities and Futures Act.  Pursuant to Paragraphs 
33, 34, 35 and 36 of the Financial Advisers (Amendment) Regulations 
2005 with regards to an Accredited Investor, Expert Investor or 
Overseas Investor, sections 25, 27 and 36 of the Financial Adviser 
Act shall not apply to CLSA Singapore Pte Ltd.  Please contact CLSA 
Singapore Pte Ltd in connection with queries on the report.  
MICA (P) 168/12/2009 File Ref. No. 931318 

MSCI-sourced information is the exclusive property of Morgan Stanley Capital International Inc. (MSCI). Without prior written permission of MSCI, this information and any 
other MSCI intellectual property may not be reproduced, redisseminated or used to create any financial products, including any indices. This information is provided on an 
"as is" basis. The user assumes the entire risk of any use made of this information. MSCI, its affiliates and any third party involved in, or related to, computing or compiling 
the information hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness for a particular purpose with respect to any of this 
information. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any third party involved in, or related to, computing or compiling the 
information have any liability for any damages of any kind. MSCI, Morgan Stanley Capital International and the MSCI indexes are services marks of MSCI and its affiliates. 
The Global Industry Classification Standard (GICS) was developed by and is the exclusive property of Morgan Stanley Capital International Inc. and Standard & Poor's. 
GICS is a service mark of MSCI and S&P and has been licensed for use by CLSA Asia-Pacific Markets. 

Prepared for: ThomsonReuters



 

 

Research & sales offices 
 

 

www.clsa.com 
 

 

Australia 
CLSA Australia 
Level 15 
20 Hunter Street 
Sydney NSW 2000 
Tel : (61) 2 8571 4200 
Fax : (61) 2 9221 1188 
 
 

 India 
CLSA India 
8/F, Dalamal House 
Nariman Point 
Mumbai 400021 
Tel : (91) 22 6650 5050 
Fax : (91) 22 2284 0271 
 
 

 Singapore 
CLSA Singapore 
80 Raffles Place, No.18-01 
UOB Plaza 1 
Singapore 048624 
Tel : (65) 6416 7888 
Fax : (65) 6533 8922 
 
 

China - Beijing 
CLSA Beijing 
Unit 10-12, Level 25 
China World Trade Centre Tower 2 
1 Jian Guo Men Wai Ave 
Beijing 100004 
Tel : (86) 10 5965 2188 
Fax : (86) 10 6505 2209 
 
 

 Indonesia 
CLSA Indonesia 
WISMA GKBI Suite 901 
Jl Jendral Sudirman No.28 
Jakarta 10210 
Tel : (62) 21 2554 8888 
Fax : (62) 21 574 6920 
 

 Taiwan 
CLSA Taiwan 
27/F 
95, Tun Hwa South Road 
Section 2, Taipei 
Tel : (886) 2 2326 8188 
Fax : (886) 2 2326 8166 
 

China - Shanghai 
CLSA Shanghai 
Room 910, 9/F 
100 Century Avenue 
Pudong New Area 
Shanghai 200120 
Tel : (86) 21 2020 5888 
Fax : (86) 21 2020 5666 
 

 Japan 
Credit Agricole Securities Asia B.V.,  
Tokyo Branch 
15/F, Shiodome Sumitomo Building 
1-9-2, Higashi-Shimbashi 
Minato-ku, Tokyo 105-0021 
Tel : (81) 3 4580 5533 (General) 
   (81) 3 4580 5171 (Trading) 
Fax : (81) 3 4580 5896 
 
 

 Thailand 
CLSA Thailand 
16/F, M Thai Tower 
All Seasons Place 
87 Wireless Road, Lumpini 
Pathumwan, Bangkok 10330 
Tel : (66) 2 257 4600 
Fax : (66) 2 253 0532 
 
 

China - Shenzhen 
CLSA Shenzhen 
Room 3111, Shun Hing Square 
Di Wang Commercial Centre 
5002 Shennan Road East 
Shenzhen 518008 
Tel : (86) 755 8246 1755 
Fax : (86) 755 8246 1754 
 
 

 Korea 
CLSA Korea 
15/F, Sean Building 
116, 1-Ka, Shinmun-Ro 
Chongro-Ku 
Seoul, 110-061 
Tel : (82) 2 397 8400 
Fax : (82) 2 771 8583 
 
 

 United Kingdom 
CLSA (UK) 
12/F, Moor House 
120 London Wall 
London EC2Y 5ET 
Tel : (44) 207 614 7000 
Fax : (44) 207 614 7070 
 
 

Dubai 
Credit Agricole CIB Dubai 
Dubai World Trade Centre 
Level 32 
PO Box 9256 Dubai 
United Arab Emirates 
Tel : (9714) 331 4211 
Fax : (9714) 331 3201 
 
 

 Malaysia 
CLSA Malaysia 
Suite 20-01, Level 20 
Menara Dion 
27 Jalan Sultan Ismail 
50250 Kuala Lumpur 
Tel : (60) 3 2056 7888 
Fax : (60) 3 2056 7988 
 
 

 USA - New York 
Credit Agricole Securities (USA) Inc. 
Calyon Building 
1301 Avenue of The Americas 
New York 10019 
Tel : (1) 212 408 5888 
Fax : (1) 212 261 2502 
 
 

Hong Kong 
CLSA Hong Kong 
18/F, One Pacific Place 
88 Queensway 
Hong Kong 
Tel : (852) 2600 8888 
Fax : (852) 2868 0189 
 
 

 Philippines  
CLSA Philippines 
19/F, Tower Two 
The Enterprise Center 
6766 Ayala corner Paseo de Roxas 
Makati City 
Tel : (63) 2 860 4000 
Fax : (63) 2 860 4051 
 
 
 
 

 USA - San Francisco 
Credit Agricole Securities (USA) Inc. 
9/F 
388 Market Street 
San Francisco, CA 94111 
Tel : (1) 415 392 3500 
Fax : (1) 415 392 3558 
 
 

 
 
 

CLSA Sales Trading Team

    

Australia : (61) 2 8571 4201 
China (Shanghai) : (86) 21 2020 5810 
Hong Kong : (852) 2600 7003 
India : (91) 22 6622 5000 
Indonesia : (62) 21 573 9460 
Japan : (81) 3 4580 5169 
Korea : (82) 2 397 8512 

Malaysia : (60) 3 2056 7852 
Philippines : (63) 2 860 4030 
Singapore : (65) 6416 7878 
Taiwan : (886) 2 2326 8124 
Thailand : (66) 2 257 4611 
UK : (44) 207 614 7260 
US : (1) 212 408 5800 

  

 

© 2010 CLSA Asia-Pacific Markets ("CLSA").  
Key to CLSA investment rankings: BUY = Expected to outperform the local market by >10%; O-PF = Expected to outperform the local market 
by 0-10%; U-PF = Expected to underperform the local market by 0-10%; SELL = Expected to underperform the local market by >10%. 
Performance is defined as 12-month total return (including dividends).  22/02/2010 
 

At CLSA we support
sustainable development.

We print on paper sourced from 
environmentally conservative 
factories that only use fibres 

from plantation forests.
Please recycle.

CLEAN
GREEN&

TM

CLSA is certified ISO14001:2004 

Prepared for: ThomsonReuters


	Solid Ground (Buy chaos, sell order)
	Contents
	Executive summary
	Where the real commercial banks are
	When mercantilism dies
	Living with North Asia
	Bad hair, good investment
	World-beating bureaucracy
	Path of true democracy is never smooth
	Conclusion



