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UNMARKED

The year that was 2020. Enough and more has been

spoken about the shocking start to the decade, so we

won’t summarize it here all over again. Never before

had we used terms such as ‘Black Swan Event’, ‘New

Normal’ and ‘Unprecedented’ as much we did last year!

It was also a year that tested our resilience.

We hope 2021 is that year when Corona is a beer again, when bubbles exist only in champagne

and when we can hug a friend without fear!

We saw how many companies went above and beyond to find opportunities in the chaos. From

cloud kitchens, to work-from-home adaptive trends, to the e-commerce and the related logistics

boom, the business world underwent many transformative changes. For the financial markets, it

was a fearful March, a hopeful July and a euphoric December. What a roller coaster ride!

The year highlighted that while equities are volatile, they reward well. Sticking to asset
allocation and rebalancing it are key to protect and grow investor wealth. As Morgan Housel
captures it so well – “The best financial plan is to save like a pessimist and invest like an
optimist. Embrace that the short run is a continuous chain of setbacks and disappointments.
But none of those prevent the long run from being able to compound into something glorious.
The trick is being able to survive the short-run problems so you can stick around long enough
to enjoy the long-term growth.”

PRELUDE

Sensex Journey in Calendar Years between 2001 and 2020

Source: BSE



Here is a list of the top wealth creators in the Indian

markets over the last 25 years (1995 to 2020). In the

next decade, we expect more technology companies

and new-age ventures to compete in the wealth

creation space. This trend has started and Covid has

given it a boost into the next orbit.

The markets have recovered sharply in a
relatively short time period. This has been
supported by bounce back of economic
activity, fall in the fear of Covid and the
monetary and fiscal policies. The innovative
business models and companies cutting the
flab should result in a longer-term positive
growth trend.

At 20 times FY22E (which is premised on high
earnings growth in FY22E), the markets
appear to be richly valued.

We do hope that the last few years of anemic growth in Earnings per Share of the Sensex /
Nifty constituents gets rectified, while the liquidity support holds up the market. In short, the
earnings must catch up with the valuations. In the longer run, it is difficult to predict liquidity
and model investments around that.

Source: Wealth Creation Study 2020 – Motilal Oswal

Source: Bloomberg; Aggregate of Info Edge, IndiaMART, Affle, Just Dial, Matrimony

Performance of internet-based 
companies vs. benchmark (Base 100)
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We continue to remain cautiously optimistic on the markets and need to be watching for any
signs for trouble in the economy, liquidity, geopolitical issues and progress in the fight against
Covid.

Humankind’s journey from Barter to Bitcoin has been a remarkable one. To understand the
evolution of digital currencies, we need to go back in history and understand the abandonment
of the Gold Standard, rise of the US Dollar and finally, its supremacy, or shall we say, hegemony.

Source: Wealth Creation Study 2020 – Motilal Oswal

Source: Bloomberg, Axis MF Research. Data as of 18th December 2020

The Spectacular Journey of Bitcoin

On the Fixed Income front, we believe that there are early signs of credit markets stabilizing.
While revival of investment demand by corporates and associated credit cycle are still some
time away, it may be a good time to start considering investments in Credit Risk, Short-Term
and Floating Rate Funds from a 3-year perspective.

Globally, we have seen markets continuing to do well and an interesting revival of Digital
Currencies. These currencies appear to have gained strength in the recent crisis, and in fact, as
a few analysts point out, may be seen by investors (still a small set) as a safe haven.

Interestingly, Bitcoin saw its price pass $30,000 on the 2nd of January 2021, for the first time
as per data compiled by a Bloomberg news agency.

As you would see from the chart below, Corporate

Earnings of 2015-20 are in a similar phase to that of

1998-03. Guess history repeating itself in the next 5

years would be a good sign for the investors.



WHEN GOLD LOST ITS GLITTER

World War I, the Great Depression of 1920-21 and the
Partition of Ireland in 1921. Great Britain, one of the
most expansive empires in history, was beginning to
see a decline in its standing. It was no longer the
world’s largest economy; the US had taken its place.
The US, which was otherwise known for its isolationist
sentiments, had started to gain recognition as a world
leader in economics, industry and trade. However,
Britain continued to be the world’s center of commerce
and the Pound Sterling was still the most powerful
currency, being used to conduct most transactions.

In the pre-World War I era, many countries were using the Gold Standard- linking their
currency’s value directly with gold. Just to throw some more light on this standard- countries
using Gold Standard set a fixed price for gold at which they bought and sold the gold for. That
fixed price would in turn determine the value of their currency. Many countries abandoned the
Gold Standard when World War I broke out so that their respective currencies could be used to
fund military expenses.

For as long as 3 years into the war, Britain clung to the Gold Standard with a desperate bid to
maintain its currency’s supremacy, but the sun had begun to set on the British empire. The US
Dollar had replaced the Sterling Pound as the world’s leading reserve currency, with the US
becoming a favourite lender for most countries who wanted to buy dollar-dominated US bonds.
The Gold Standard was finally abandoned by Britain in 1931.

The above figure from a Duetsche Bank Report shows a case study of six countries’ currencies
relative to Gold in the 1930s. They have been rebased to 100 at the start of the series.

The Domino Effect in the 1930s 

Image Courtesy: Deutsche Bank Report

The UK and Sweden abandoned the Gold Standard in September 1931. The US left the Gold
Standard in April 1933, followed by Belgium in March 1935, France in September 1936, and
finally, Italy in October 1936.

https://www.gold.org/about-gold/history-of-gold/the-gold-standard


AMERICAN DOMINANCE IN MULTIPLE SPHERES

1945. World War II left a divided and battered Europe
behind. Japan was also in tatters. The winning powers,
especially the US, the UK and the Soviet Union held
meetings to create a post-war world order.

While Britain was a ‘winner’, the war had rendered it weak.
Along with the UK, the defeated countries, i.e., Italy, Japan and
West Germany had no choice, but to align with the US. South
Korea was also controlled by the US.

So, on one hand, we had the US-led capitalist-democratic bloc.
On the other hand, we had the Soviet-led communist-
autocratic bloc with countries that were quite poor and built on
a rather weak foundation. East Germany and North Korea came
under Soviet’s control.

A Hegemon is the state that sets and enforces the rules of the international order.

Both the US and the Soviet camps established monetary systems, but the US emerged as the
dominant superpower as it was on the threshold of the golden era of economic growth.

$200 billion in War Bonds matured, and the G.I.
Bill (providing a range of benefits for World War II
veterans) financed a well-educated workforce. The
middle class flourished, as did GDP and
productivity. This growth was distributed fairly
evenly across the economic classes. Furthermore,
the United Nations setting its base in the US
when it was formed in 1945, bore testimony to
just how powerful the country had emerged in the
post-war scenario. The United States became a
global influence in economic, political, military,
cultural and technological affairs.

The Golden Era of US Economic Growth
– 1940s to Early 1970s

Image Courtesy: Wikipedia

The US-led monetary system played a key role in
the establishment of the post-war world order. The
US Dollar was linked to gold and most of the other
countries’ currencies were tied to the dollar. 40
countries followed this system.

Real GDP Projection (Quarterly)

The US hegemony had begun to make its presence felt.

https://en.wikipedia.org/wiki/War_bond
https://en.wikipedia.org/wiki/G.I._Bill


THE GILTED DOLLAR OR THE DOLLARED GILT?

Powerful words by James Madison, Founding Father of
the US, Father of the US Constitution, and the 4th
American President. The US was not just a mere ally in
World War II. It played a crucial role for the allies as
their proprietor of weapons, supplies and other goods.
One can only imagine how it must have changed the
dynamics for the US. It was a great place to be in- even
better than being an ally of the winning forces!

A pathbreaking agreement was negotiated by delegates of 44 countries at the United Nations
Monetary and Financial Conference held in Bretton Woods, New Hampshire in July 1944.
Under the Bretton Woods System, it was decided that all the currencies of the world would be
pegged to the US Dollar, which was linked to the value of gold at $35 per ounce. Under this
system, the government was effectively choosing to prioritise fixed exchange rates and an
independent monetary policy.

“A victorious and powerful ally is but another name
for a master.”

By the end of the war, the US owned a lion’s share of the world’s gold, with the rest of them
having depleted their gold reserves as most of the payments to the US for the supplies were
made in gold. It put the US in a unique advantageous position. With their depleted gold
reserves, none of the countries would return to the Gold Standard.

A new standard was born.

How would this work?

Fixed exchange rates between the currencies and the dollar would be maintained by the
respective central banks of the world. The US would redeem US dollars for gold on demand.
Countries could buy or sell their currency to regulate the money supply. This would give them
some degree of control over their currencies, especially if their value became too weak or too
strong in relation to the USD.

Hence, the US Dollar became the world’s reserve currency and was backed by the world’s
largest gold reserves. The other countries had to accumulate reserves of US Dollars instead of
gold reserves now.

How would countries store US Dollars?

By investing in US Treasury securities, the safest storehouse for their money. This system
worked well in the post-war scenario with both Europe and Japan focusing on rebuilding their
economies. The demand for US goods, services and the US Dollar was high. The country also
owned three-quarters of the world’s gold reserves. It was a secure and stable arrangement.

https://www.gold.org/about-gold/history-of-gold/bretton-woods-system


PARADIGM SHIFT- GOLD NO MORE

In the years that followed, the US needed ample funds
to finance the Vietnam War and the economic policies
floated by President Nixon. Furthermore, Europe and
Japan had amped up their competitive quotient thanks
to a rebound in their own economies. Their exports
were at par with that of the US, leading to a drop in its
share of the world output.

The need of the dollar was no longer as pressing as it
seemed earlier- converting them to gold seemed more
desirable. The deficit spending coupled with military
funding and foreign aid resulted in over-concentration
of US Dollars around the world. In fact, there were
more foreign-held dollars than the gold in the US. This
naturally threatened the position of the US Dollar as
reserve currency and made it appear unstable as well.
Being pegged against the reserves of gold now made it
vulnerable.

Finally, in 1971, President Nixon announced that the
US Dollar would no longer be pegged against the value
of gold. The US gold reserves would not be sapped any
more by dollar-gold conversions. The US Dollar had
severed all ties with gold.

Fiat money, i.e., money backed by a
country’s government, instead of a
commodity like gold, replaced the
Gold Standard. Unlike commodity-
backed currencies which keep
inflation in check, fiat money is often
vulnerable to inflation and
devaluation, but it still became the
norm in the US and most nations in
the world.

Despite all these shocks, the US
Dollar emerged rather unscathed. It
remained as the world’s reserve
currency and continues to hold that
position.

Image Courtesy: MarketCap

History of World Reserve Currencies

https://www.nixonfoundation.org/2014/08/challenge-peace-nixons-new-economic-policy/


As per the International Monetary Fund (IMF), more
than 61% of all foreign bank reserves are
denominated in US Dollars, with many of the reserves
in cash or US bonds, such as US Treasuries. Also,
approximately 40% of the world's debt is
denominated in dollars.

The sheer size and magnitude of the US
economy and its resultant hold over the financial
markets- it’s no wonder that the US Dollar
remains the reserve currency. The world has
enormous faith in America’s ability to handle its
deficit spending in debt amounting to the tune
of trillions of dollars. The US Treasuries are
viewed as the safest havens for storing money
and the US Dollar is the most redeemable
currency that’s fueling world commerce.

THE (IN)VISIBLE HOLD

One can only imagine the extent of power vested
in the currency and of course the empire that
owns it. Invincible. Well, almost.

Oil. To be more specific, the currency used to
trade oil. Which in turn practically translates to
the owner of that currency being able to
dominate the world economically.

Both contenders had trump cards of their
own. America had monopoly on oil trade.
The OPEC agreement had secured the
position of the US, under which oil was
being traded in US Dollars since 1971. The
US Dollar had been the de facto
international trading currency ever since,
which meant that if the other countries
had to buy oil, they needed to hoard
dollars. There was no stopping the US
from being the most dominant economy in
the world. But in 1999, Iraq started trading
oil in Euros. It literally broke the ranks
which threatened to change the dynamics
altogether for the US.

We know there were two serious
contenders for that crown- the USA and
the European Union.

Image Courtesy: How Much

Image Courtesy: Wolfstreet

Foreign Holders of US Debt 2020

US Govt Debt Held by Foreign Holders: 2000-2020



BREAKING THE RANKS FROM THE DOLLAR REGIME

Iraq had completely disrupted the US’s position in the
pecking order in a single stroke by switching to Euros.

The European Union (EU), despite all its internal
squabbles, was the biggest threat to the United States.
In fact, speculations were rife about the Euro having
been created to challenge and perhaps even replace the
US Dollar. However, as long as oil was being traded in
US Dollars, EU’s Euro would have little chances of
usurping the dollar.

Iraq’s switch to the Euro was therefore extremely significant. Barely within two years of that
move, the Euro had risen against the US Dollar, and the alarm bells had started ringing out
loud and clear. The petrocurrency world had been disrupted like never before. It set the motion
for the rest of the oil heads in the world, including Venezuela, Iran and Russia.

In August 2018, Venezuela joined the
group of countries that allow their oil to be
purchased in currencies other than US
Dollars, thus allowing purchases in Euros,
Yuan and other directly convertible
currencies. Other nations that permit this
include Iran.

Iraq had given the world economy a free kick.
And had sealed its fate in the process. With the
US Dollar’s grip on oil trading under threat, there
was no way Uncle Sam would twiddle his thumbs
and watch that threat unfold into reality. Iraq had
invited itself to be caught between one of the
longest cross-fires the world had ever seen.

At this juncture, we can’t think of a better example than the one made by writer Geoffrey Heard
in his report on the Global Policy Forum back in 2003, to illustrate just how important the
dominance of the dollar was (and is) to the US-

Imagine this: you are deep in debt but every day you write cheques for millions of
dollars you don't have -- another luxury car, a holiday home at the beach, the world
trip of a lifetime.

Your cheques should be worthless, but they keep buying stuff because those
cheques you write never reach the bank! You have an agreement with the owners of
one thing everyone wants, call it petrol/gas, that they will accept only your cheques
as payment. This means everyone must hoard your cheques so they can buy
petrol/gas. Since they have to keep a stock of your cheques, they use them to buy
other stuff too. You write a cheque to buy a TV, the TV shop owner swaps your
cheque for petrol/gas, that seller buys some vegetables at the fruit shop, the
fruiterer passes it on to buy bread, the baker buys some flour with it, and on it goes,
round and round -- but never back to the bank.

The optics of the war on Iraq may have presented
itself in so many variations. But it was ultimately
a currency war.

https://www.globalpolicy.org/component/content/article/173/30447.html


You have a debt on your books, but so long as your
cheque never reaches the bank, you don't have to
pay. In effect, you have received your TV free.

This is the position the USA has enjoyed for 30
years -- as its debt has been growing, it has
printed more money (written more cheques) to
keep trading. No wonder it is an economic
powerhouse!

Then one day, one petrol seller says he is going to accept another person's cheques, a
couple of others think that might be a good idea. If this spreads, people are going to
stop hoarding your cheques and they will come flying home to the bank. Since you
don't have enough in the bank to cover all the cheques, very nasty stuff is going to hit
the fan!

But you are big, tough and very aggressive. You don't scare the other guy who can
write cheques, he's pretty big too, but given a 'legitimate' excuse, you can beat the
tripes out of the lone gas seller and scare him and his mates into submission.

And that, in a nutshell, is what the USA is doing right now with Iraq.

WILL THE GLOBAL RESERVE CURRENCY BE CHALLENGED?

The second quarter of FY2020 did not bode very well for the US Dollar. As per an IMF report,
US-dollar-denominated exchange reserves – that would be US Treasury securities, US
corporate bonds, US mortgage-backed securities, etc. held by foreign central banks – rose
1.9% in the second quarter to $6.9 trillion, according to the IMF’s COFER data release. But
foreign exchange reserves denominated in other currencies rose faster, and the dollar’s share
fell to 61.3% of total foreign exchange reserves ($12.01 trillion), down from 61.8% in the prior
quarter, and down from 66% in 2014.

Image Courtesy: WolfstreetImage Courtesy: Wolfstreet

USD Share of Global Reserve Currencies: 2014Q3-2020Q2 USD Share of Global Official Reserves: 1965-2019



When the IMF included the Chinese Renminbi (RMB)
in the currency basket of the Special Drawing Rights
(SDR) in October 2016, the Renminbi officially
became a global reserve currency. But progress has
been slow. In Q2, the RMB’s share of global reserve
currencies (short red line near the bottom) remained
flat at 2.0% compared to Q1. It is slightly ahead of
the Canadian Dollar (1.9%) and the Australian Dollar
(1.7%), but far below the yen (5.7%) and the Pound
Sterling (4.5%).

The US dollar’s status as the dominant
reserve currency and as the dominant
international funding currency creates a
lot of demand for dollar-denominated
instruments and permits the US to fund
its enormous trade deficits and its even
bigger fiscal deficits.

Image Courtesy: Wolfstreet

Basic point taken. Currency is king. Quite a few bidders in the queue scrambling to undo the
Dollar Hegemony, including the Euro and China’s Renminbi.

The world of digital currency is a complex one, and we’re just introducing it in this issue. In our
next issue, we’ll explore the concept, blockchain technology, relevance of digital currency and
how the crypto scene may be poised to disrupt the world of money.

The Digital Currency.

Even before we try to understand how it works, we have to appreciate the fact that the concept
itself is so disruptive – we’d go as far as to say that after the barter system collapsed, a change
of this scale has not happened since.

It is an intangible form of money that requires internet-supported devices for its issuance,
transfer and access to funds in this form.

Signing off for now on that note. We’ll see you soon.

There is yet another serious contender. It’s been around for about a decade, but the pace at
which technology is making inroads into the financial sector now, it’s probably time to really sit
up and take notice of it.

USD’s Declining Hegemony
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WISHING EVERYONE A SAFE, PROSPEROUS AND HEALTHY 2021!

New Year. New Beginnings. 
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