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Infra bonds can
help funding after
retirement; Merton

Times News NETWORK

Mumbai: Robert C Merton,
the Nobel Prize winning eco-
nomist on Monday, suggested
long duration bonds for in-
frastructure could be the
right solution for the retirees
incountrieslike India.
Merton is famous for
his work on pricing of
options that won him
the Nobel Prize in Eco- L‘
nomics, jointly, in1997.

He explained that
the pay-in periods that pro-
spective retirees look for du-
ring their working years fits
well with the long gestation
for infrastructure bonds till
the payback from them starts.

Merton, who teaches at
Massachusetts Institute of
Technology, US, was in India
atthe invitation of the NSE to
deliver the Dr R H Patil Me-
morial Lecture in the city.

Fundingtheretirees’ need
for funds, when they stop wor-
king, has been one of the big-
gest public policy challenges
globally, and so is securing
fundingfor long-term infrast-
ructure projects. “By just
changing the bond market de-
sign, we will be able to add-
ress these public policy chal-
lenges that are global,” he sa-
id.

Merton’s solution is the
bond variation called SeLFI-
ES (Standard of LivingIndex-
ed Forward-starting Income-
only Securities). Here, the go-
vernment issues bonds that
will pay nothing during the
initial period when the in-
frastructure is being
built. The bonds will
start paying only after,
say 10-15 years after its
issuance, which is once
the infrastructure is
built and the payback
starts. This is also the time
when the retirees’ need mo-
ney. So, the future retirees
will buy these bonds now kno-
wing well that they will not
get anything when they are
working, but will start getting
higher payouts than theregu-
lar, interest paying bonds on-
ce theyretire.

“Basically, we synthesise
your pension but by doing
this with a bond,” he said.
“What we are going to do here
is you put your money in, you
get nothing (during initial ye-
ars and) then in a given year
you get a level payments and
then it stops at the end.” The
structure of SeLLFIE bonds is
such thatit can protectretire-
es from both inflation and a
fall in the standard of living
after theyretire.
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Nobellaureate floats ‘SeLFIFE’
as solutionforinfrafunding

Deferred-coupon debtinstruments could help address asset-liability mismatch

SACHIN P MAMPATTA
Mumbai, 15 October

Nobel Prize winner Robert C
Merton, an economist famous
for his contributions in devel-
oping ways to better deter-
mine the price of derivatives
that helped in the develop-
ment of the Black-Scholes for-
mula, has suggested a bond-
market solution for the
funding problem plaguing
infrastructure projects.

These projects often result
in cash flows a decade or more
after they are first initiated.
Companies have to pay back
loans taken for the projects
before the project starts gen-
erating cash, which creates
debt issues, further aggravat-
ing the situation if the projects
get stalled.

Infrastructure can be fund-
ed by SeLFIE (Standard of
Living Indexed, Forward-start-
ing Income-only Securities)
bonds, Merton, the keynote
speaker at National Stock
Exchange’s RH Patil Memorial
Lecture, said.

Merton has mooted this
debt instrument as part of his
recent work. It is a bond
which is designed with no
coupons for a number of
years after it is bought. This is
different from typical debt
instruments which pay back
interest and/or principal
right after they are purchased
- with varying frequency -
often every year or every six
months. The SeLFIE bond
would not pay back principal
at the end of the tenure.
Instead it would be paid back

Professor Robert C Merton interacts with the media in Mumbai

on Monday

with the coupons, designed
so that they are deferred for
the initial years.

Infrastructure financing
hasbeen in the news following
the collapse of the
Infrastructure Leasing &
Financial Services. The com-
pany, which helped provide
capital for infrastructure proj-
ects, defaulted on payments
because of several reasons,
including a mismatch between
the time it had for repaying the
loans versus the time it takes
for projects to make money.

He said he had not had dis-
cussions with Indian policy-
makers on the issue of using
such bonds for infrastructure
financing. However, he has
discussed SeLFIE bonds with
various governments for the
purpose of funding retire-
ments. “Retirement solutions
also involve a need for deferred
cash flows,” Merton said.

If people invest in bonds,
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intermittent coupons create
reinvestment risk. For exam-
ple, a fall in interest rates after
the initial investment would
mean lower returns on rein-
vesting a coupon payment.
This could be addressed by
only giving coupons many
years after the investment,
around the time that a person
who has bought the bond
retires. The absence of such a
solution adds complexity and
uncertainty to retirement
planning in a world where
many countries are dealing
with ageing populations.

“You have a problem, you
have a big problem, a global
problem. This solution works
in many countries. It’s culture-
independent, it’s a global solu-
tion not unique or specialised
to one country,” he said.

The similarity in the struc-
ture of cash-flows between the
two makes it possible to apply
the same principle to infra-

structure as well, he said.

Merton also spoke of capi-
tal convertibility as well as the
impact of technology on the
financial world.

He said Silicon Valley
evangelists say technology
and artificial intelligence will
result in making parts of the
financial services industry
redundant, including in
banking and insurance.

He believes otherwise.
Technological solutions often
depend on models which are
‘black boxes’. This opaque-
ness in terms of the models
that make decisions for con-
sumers would be detriment
to their success. There is not
enough trust yet on these
matters for customers to
depend purely on technolo-
gy. The models and the data
that technological solutions
depend on are not foolproof,
and customers would be
reluctant to rely on them.

Meanwhile, large financial
firms are allowed to make
decisions for customers as
customers trust them. The
advantage for large financial
firms is that they have both
their customer’s trust and the
resources to develop or pur-
chase the technology needed
to keep up with Silicon Valley
firms. Many technology
firms, which don’t have cus-
tomers’ trust, also lack the
resources to keep up with
financial firms which can buy
their way into technology -
giving the latter an edge.

“You need trust, and tech-
nology can’t do it by itself,”
he said.




Mint

EAPENSE
ACCOUNT

MONIKA HALAN

Wewelcome your comments at
monika.h@htlive.com

ROBERT MERTON'S
RETIREMENT ON A
SelLPIES LICH

tisalittle surreal to hearan economics Nobel laureate

flag issues and provide solutions to some issues that

personal finance writers across the world have been

flagging for many years now. The occasion was the

RH Patil Memorial Lecture to mark 25 years of the
National Stock Exchange. Patil was the first Chairman of
the exchange that was set up in the aftermath of the 1992
stock market scam. Delivering the lecture was Robert C
Merton, Nobel Prize winning economist and professor of
finance at MIT.

It was surreal because personal finance writers have
flagged issues around trust, asymmetric information,
product design, retirement planning being rocket sci-
ence, to name a few. Surreal because the financial sector,
regulators and policy makers have pushed back at ideas
around product design and other supply side solutionsto
focuson disclosure and financial literacy—or the demand
side solutions. Inherent in their push back is the tossing
of responsibility to consumers of retail finance. I have
longbelieved that it will take product design and supply
side solutions to solve this problem.

Merton's entire talk was about solving some of these
issues fromthe supply side. He was dismissive of financial
literacy saying that it is better to design a car that you can
just drive rather than teach details of internal combustion
to the driver. He says that it is better to design products
that an average person can plug and play ratherthan hold
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them accountable to learn finance and evaluate prod-
ucts—especially for retirement. This isimportant because
academia informs policy. Policy directs regulation. Regu-
lation constructs markets. Markets design products that
youand I buy.

Merton's latest work isaround product design ina gov-
ernment bond that will allow an average person to target
herretirement. The solution is called the Standard of Liv-
ing indexed, Forward-starting, Income-only Securities
—or SeLFIES. This is agovernment bond that begins to
pay interest after a certain number of years, fora certain
numberofyears. The buyer targeting her retirement will
have to make two assumptions—the year of retirement
and how long she will live. Assume that a40-year-old in
2018 decides that she will retire in 2038. She currently
spends 12 lakh a year and would like to maintain this
standard of living in real terms when she turns 60. She
would also like to have a product that looks after inflation
duringthe 30 years she planstolive post retirement. Mer-
ton’ssolution is to have a deferred interest paying bond
that you can buy in 2018, with the payouts beginning at
retirement. The payouts will be indexed to a standard of
living index so that buyers don’t see a drop in their lifes-
tyle. The payout of these bonds, says Merton, is exactly
the cash flows that a typical infra project throws up—a
longinvestment period with no cash returns and then an
annuity of returns over thelife of the project. Long term

infraprojects can be funded by

What if the ;heise b})udi. What al;?_ut. thg
‘overnment hedge for the cost of living:
§Ol dusa Merton believes that the GST
will provide a natural hedge for
s_ta.nda_rd of the product. You can read
living indexed more about the product here:
pension bond? bit.ly/2pVR41S and here:
bit.ly/20pDmnGi

Oneissuel havewith sucha
product isthe proclivity ofa government in a pre-election
year touse the money to build sub-optimal infra products
that don't generate the returns needed to fund the cash
outsin 20 years. Take for instance the pushing forward
ofbank NPAs by the UPA government. Merton says that
governmentsalways tend to make good their promises.
ButIwould still worry about amoral hazard of kicking the
can down by an irresponsible government.

Anotherissue flagged at the lecture was of trust. Post
2008, retail investors in the US have lost trust in the
financial sector and managed funds. $1 trillion have
switched from managed fundsto passive funds over the
past few years. Merton believes that the time for fee-only
adviceis here and that is the only way trust can be re-es-
tablished. Commissions, whether in cash, kind or any
otherway, open the advisor to conflicts of interestsand
itisonly the pure fee foradvisor that will win the trust of
investors. The Indian market regulator has been grap-
pling with the issue ofadvice versus incidental advice in
distribution for a while now. Inputs from Merton may
give more clarity on the way the academic world is look-
ingat theissue now. AsIsaid earlier—the impact ofacade-
mia is finally on market design.

The next step in this story will be to turn the market
from buyer beware to seller beware in retail finance. We
wait for that to happen as academiagives usthe evidence
to something we know from practice.

Monika Halan is consulting editor at Mint and writes on
household finance, policy and regulation
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Merton suggests bond innovation for individuals in China, India

ENS ECONOMIC BUREAU
MUMBAI,OCTOBER 15

NOBEL PRIZE winning econo-
mist, Robert C Merton on
Monday suggested abond inno-
vation called SeLFIES (Standard
of Living indexed, Forward-start-
ing, Income-only Securities) for
retirement funding of individu-
als and infrastructure funding
for countries such as the US,
China and India.

Merton, while delivering the
firstannual Dr RH Patil Memorial
Lecture in Mumbai, organised by
the National Stock Exchange

(NSE), said funding of retirement
isone of the biggest global prob-
lems and individuals need to be-
come more responsible for their
retirement and rely less on the
government pension plan.
Merton said SeLFIES start
paying investors upon retire-
mentand pay real coupons only-
indexed to aggregate per capita
consumption - fora period equal
to the average life expectancy at
retirement. Instead of current
bondsinglobal markets thatare
either nominal orindexed solely
to inflation, SeLFIES cover both
the risk of inflation and stan-
dard-of-living improvements

Robert C Merton, in Mumbai
onMonday. Ganesh Shirsekar

said Merton.
“SeLFIES minimises the cost
and the people who use this

could include those that don’t
have enough pension or people
who don’t have pension. It isa
good bond not only for an indi-
vidual but also great for insti-
tutions such as insurance
firms,” said Merton. “SeLFIES
are designed to pay people
when they need it and how
they need it, greatly simplify re-
tirement investing”.

Merton said that infrastruc-
ture spending mostly requires
large cash flows upfront forcap-
ital expenditure, followed by de-
layed, inflation-indexed rev-
enues, once projects are online,
SeLFIES, according to Merton, is

the perfect way of funding infra-
structure projects.

On Fintech, Merton said that
truth is essential for Fintech to
succeed and Fintech's success
will enhance the value of trust. *
Fintechisgoingtohappenand it
will be useful but it's not true
who are going to be the big win-
ners in this and how will it
evolve,” said Merton.

Merton, whowon the Nobel
Prize in 1997 for a new method-
ology to value derivatives
(Black-Scholes-Merton model),
is currently actively associated
with various fund houses in-
cluding Arbitrage Management

Company (AMC), Long Term
Capital Management which he
founded and Dimensional Fund
Advisors Pte Ltd. His research fo-
cuses on finance theory includ-
ing life cycle finance, optimal in-
ter-temporal portfolio selection,
capital asset pricing, pricing of
options, risky corporate debt,
loan guarantees, and other com-
plex derivative securities.

The Dr R H Patil Memorial
Lecture is organized in the
honor of its founder and
Managing Director, of NSE,
Patil, who played a pivotal role
in transforming India’s capital
markets.




