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Preface

The increased magnitude and the change in composiion of international
capital flows during the ’nineties have important implications for the global
economic system in general and for the developing countries in particular. In view
of the importance of the subject, the Economic and Social Institute (ESI), Free
University, Amsterdam and the Institute for 5tudies in Industrial Development
(ISID), New Delhi took up the project “Global Capital Flows and the Indian Stock
Market” with the support of the Indo-Dutch Programme on Alternatives in
Development (IDPAD). A number of discussion papers were prepared under the
project. These studies brought out several observations of policy significance. Eight
of the core papers are included in this report. These papers were discussed in two
Workshops held in New Delhi (April 5-6, 1999) and Amsterdam (September 30,
1999).  Further, the papers have been circulated widely among scholars,
administrators, policy makers and practitioners in India and the Netherlands.

During the course of the project, a number of scholars, officials and
organisations have extended their support in various ways. Originally, Mr. Sameer
Goyal was to be the principal researcher for the project but due to delays in the
initiation of the project, he could not be associated with the project. He, however,
maintained his intcrest in the subject and continued to lend a helping hand. A
number of functionaries of the Ministry of Finance, Reserve Bank of India, Securities
and Exchange Board of India and the Bombay Stock Exchange shared with us their
views and insights. The participating researchers also benefited from the
observations and critical remarks of the participants of the two Workshops. We are
thankful to all of these individuals and instituons. .

Dr. Jan ter Wengel of ESI and Professor K.S. Chalapati Rac of ISID are the
principal researchers of this project. Dr. M.R. Murthy, Dr. K.V.K. Ranganathan and
Mr. Bhupesh Garg of ISID were also closely associated with the project. A number of
other researchers worked at various stages of the project and deserve a mention.
These scholars are Dr. Sandip Sarkar, Mr. K.R. Tripathi and Mr. B.P. Sarkar. Mr.
Umesh Kumar Singh and Ms. Usha Joshi of ISID were responsible for data entry and

text processing as also for final formatting of the report.
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We also acknowledge the support extended by IDPAD personnel especially
Dr. R Burman Chandra and Dr. Shrikant Khandewale of ICSSR and Mr. Mark -
Verhagen of IDPAD. Thanks are also due to the secretariats of ESI and ISID headed
respectively by Ms. Ria de Swart-van Doornewaard and Mr, Yash Pal Yadav for
providing the administrative support.

The project has been conducted in a spirit of cooperation and understanding
essential for an international project. We hope the cordial relationship between the

i

participating institutions and scholars will continue.

November 29, 1999 S.K. Goyal, ISID
Hans Visser, VU
(Project Directors)
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Chapter 1

Introduction

Foreign capital has often played a key role in development. That is true of the
present day developed countries as well as the current developing ones. It is
important because of the relative absence of institutions for resource mobilisation
and the need to meet the foreign exchange component of developmental
expenditures. Over time, the composition of global capital flows has undergone
extensive changes. The substantial increase in capital flows to the developing
countries during the 'nineties was entirely due to the sharp rise in the flows under
private account as the official development assistance declined in relative and
absolute terms. These flows on private account are mainly in the form of foreign
direct investment (FDI) and portfolio investment (FPI) in the emerging stock markets
of the developing countries. Among these two, portfolio capital flows increased at a
faster rate than direct investments. This study aims to analyse the capital flows to
developing countries on private account especially portfolio capital and its interface
with the stock markets. The Mexican crisis of December 1994 and the East Asian
crisis af 1997 enhanced the context in which the project was conceived.

Moreover, there are theoretical and empirical arguments for the proposition
that financial development is important to economic development. The services
provided by the financial system enable an economy to introduce new technologies.
Financial development not only makes possible a higher level of productivity, but
also a higher growth rate. It has typically been difficult for countries to start a
development process because they were stuck in a situation where new technologies
required sizeable investments and investors were not willing to put their money in
such projects without the opportunity to diversify risks. Business firms have several
options as regards financing. External finance can be obtained from the informal
financial market, organised or formal financial markets and financial intermediaries:
The stock market presents itself as a substitute for borrowing from financial
intermediaries, especially the banks. What one is concerned with are the relative
advantages of stock markets vis-a-vis other sources of business finance and whether

they do a better job in the area of corporate governance than banks, especially in less



developed countries. This aspect assumes greater significance in the context of
increasing capital flows and the associated periodic crises in these countries.

The report contains eight chapters which are closely related to the central
theme of the project. The chapter "Stock Markets and International Capital Flows"
provides a theoretical framework of the project. It reviews the role of stock markets
and banks in providing finance and influencing corporate managements on the one
hand and the role of global capital flows in development of the stock markets, on the
other. Stock markets facilitate enterprises to raise resources from investors and for
the investors they offer liquidity. Enterprises with a poor performance, as reflected in
their periodic reports on financial performance and stock prices, become vulnerable
to hostile take-overs The managements of the stock market quoted corporations are
constantly under pressure to demonstrate good results. This leads to better
utilisation of capital resources and encourages management to contribute their best
to the country’s process of economic development.

Stock markets are not the main sources of finance for business enterprises in
industrially advanced economies. The capital market plays an important role as a
corporate monitoring institution. In most of the developing countries, capital
markets are not yet fully developed. Their growth, however, is gaining momentum.
Monitoring and disciplining by the stock market can only work if information on
firms is extensive and reliable and stock pricing is based on the long-term
expectations of well-informed market participants. In emerging markets these
conditions generally do not prevail Often, trading on the stock markets is
concentrated in a few hands and it is confined to a few stocks. There are extremely
inadequate accounting standards and investor protection laws. These conditions are
a serious constraint on speedy and proper development of stock markets.

Financial liberalisation includes liberalisation of domestic financial markets
and liberalisation of global capital flows. In principle, allowing financial capital to
flow so as to find the best risk-return profile would result in an optimal allocation of
global capital and thus to the highest global growth. Seen from the point of view of
the host country, financial liberalisation can imply higher price-earning ratios of
equity and lower capital costs for investing enterprises with the possibility of higher
investment. Foreign portfolio investments may deepen the capital market and
contribute to greater stability, especially in case of investments made by foreign

portfolio investors that specialise in emerging markets. In order to attract foreign



investors, enterprises have to raise their accounting and reporfing standards, which
would help improve functioning of the capital market.

Free global capital flows are not an unmixed blessing. A potential problem in
permitting unrestricted capital flows is the increased volatility in share prices. Share
prices are driven up if investors engage in a 'speculative bubble’ because there are
expectations of a bullish market, not because of basic fundamentals of the economy
or the enterprise. Share prices could also be volatile if the participants’ perception of
the market fundamentals changes relatively quickly. Dangers from large
international capital flows also include vulnerability of the emerging market
economies to sudden reversals in the flows from host countries. The next chapter,
"Financial Crises, International Banking and the IMF," reviews the risks from the
sudden discontinuation or reversal of the capital flows associated with international
banking loans. In most financial crises attention gets drawn to domestic factors. The
policy recommendations by multilateral bodies often limit their proposals to fiscal,
monetary, labour and foreign trade policy to the neglect of international financial
relations which are often the cause of the crisis. The chapter examines the Mexico
and Korea crises and seeks to explain the 1991 Indian crisis in the context of this
experience.

Global capital flows have the potential to lead to the macroeconomic
destabilisation of the recipient countries. The purpose of the chapter "Stock Market
Prices, The Exchange Rate, Technical Trading and the Boom Bust Cycle of the
Emerging Market Countries" is to investigate under what circumstances capital flows
might be destabilising and to examine whether capital flows to Mexico might be
shown to have had a perverse effect. The evidence suggests the overshooting of
capital inflows and the development of unsustainable current account deficits
followed by abrupt devaluations or the adoption of stringent deflationary measures
to restore equilibrium. The experience of Mexico does not support the expectation of
rapidly equilibrating markets and market efficiency.

This chapter develops and tests a model to explain portfolio capital flows and
their effect on stock prices and the exchange rate in the context of investment
decisions based primarily on technical analysis. A technical analysis trading strategy
can, in brief, be defined as an approach to investments that relies on the forecasting
of prices on the basis of historical price trends and the changes in these trends. The

general idea is to study price movements on the stock exchanges and anticipate in
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which direction stock prices will move in the short run. The assumption of 'technical
trading' appears to be reasonable in view of the accumulating evidence suggesting
this phenomenon. In the past few years there has been an increased interest in
technical analysis as major business journals such as The Economist and Business
Week have documented the fact that money managers have come to rely increasingly
on the services of 'technicians' rather than economists to design their strategies for
stock, currency and comumodity markets. In this chapter a model is designed that
captures the feedback process between stock market prices and capital flows. The
model consists of two parts. The first establishes the effect that capital inflows have
on stock market prices. The second specifies the technical mechanism whereby
rising equity prices and currency overvaluation encourage further capital inflows.

To judge the usefulness of the 'technical trading' model its performance is
judged against a simple efficient markets model.

Global capital flows can lead to an overvaluation of the exchange rate,
increased imports, reduced exports and an eventual devaluation. Investors in
developing countries are faced with the questions (i) whether investment in equities
can serve as an adequate hedge against devaluation and (ii) which types of stock
could provide a better hedge against devaluation. These are important questions for
policy makers seeking to strengthen the financial sector. The purpose of the chapter
"Stock Market Returns, the CAPM and Individual Firm Characteristics in the
Mexican Crisis" is to examine whether some stocks perform better than others in the
event of devaluation. Further, if stocks with specific characteristics make a better
hedge against devaluation, it would be relevant to examine if the Capital Asset
Pricing Model (CAPM) incorporates these risk/return characteristics in the valuation
of the stocks. This study employs a number of firm-specific characteristics such as
exports, imports, foreign indebtedness, bank debt and industry category in the
estiration of the CAPM model.

Stock markets function in the country's social, economic and political
environment. A critical factor in this context is the content and seriousness of the
regulatory system. Much depends on the manner in which the regulations are
administered and how far are these honoured. In the context of the weaknesses of
stock markets in less developed countries and the expectations from global capital

flows, the remaining chapters present the Indian stock market's response to

liberalisation.



Stock market development in India was aided by public policy in the form of
the promotion of joint sector enterprises, the direct and indirect influence of the
development financial institutions, both at the central and state levels, the
establishment of Unit Trust of India and the nationalisation of the insurance
business. Besides being major investors on the stock market, these institutions
facilitated the raising of capital by companies from the public through underwriting
operations. The industrial licensing system, the close involvement of public financial
institutions and the Capital Issues Control Act, 1947 (CICA) meant a high degree of
assurance to the investors of the viability of the projects on the one hand and of lesser
scope for unscrupulous elements to indulge in malpractices on the stock market at
the entry stage on the other. Further, equity dilution under the Foreign Exchange
Regulation Act, 1973 (FERA) gave a boost to the market as many long-established
profit-making subsidiaries of foreign companies offered shares to the Indian public.
The regulatory system, in spite of its weakness on a number of counts, prevented
major upheavals in the stock market. The policies for liberalising the stock market
during the mid-eighties, however, led to a mushroom growth of the listed
companies. A good number of these had doubtful origin.

While the structural adjustment programme (SAP) was initiated in India in
the early 'eighties, the pursuance of SAP policies received the real thrust in 1991.
Through quick and successive measures the industrial regulatory system was
dismantled with the expectation that it would enable Indian and foreign private
sectors to invest in a sizeable manner. Specifically, it was envisaged that the
development of the stock market would enable the corporate sector to raise resources
directly from the market on an increasing scale as well as help attract a significant
amount of foreign capital.

Stock market development in developing countries helps private corporations
meet their financial requirements. Did the Indian stock market respond to the
liberalisation process and enabled companies to raise large financial resources? Did
the financing pattern of companies change during the post-liberalisation period? Has
the stock trading pattern in India changed to provide higher liquidity to investors?
The chapter "Indian Stock Market in the Post-liberalisation Period: Some Insights",
seeks to address these and related questions. It makes a detailed analysis of market
turnover and share price movements at a leading stock exchange of India. Share

price indices are constructed taking a comparatively large set of companies to



identify long term price trends at industry and company category levels. The price
indices cover the period 1994 to early 1999. When combined with an earlier exercise
for the period 1991 to 1993, these indices make possible the examination of the
changes in the post-liberalisation period.

While the expectations with respect to the benefits from global capital flows
through the stock market were high, as enumerated in the first chapter, empirical
evidence on their actual impact is somewhat limited. There is also the need to
ascertain the distortions that might be introduced by foreign portfolio investors due
to the pressure on them to secure capital gains. Besides allowing foreign institutional
investors (Flls) to trade directly on its stock markets, India permitted its companies
to raise capital abroad in the form of Global Depository Receipts. How do these two
sources of capital flows compare in India's case? What has been the influence of
global capital flows on the Indian stock market? While addressing these questions,
the chapter "Foreign Institutional Investments and the Indian Stock Market" seeks to
relate the pattern of investment of the Flls to the trading patterns and share price
movements in the Indian stock market identified in the preceding chapter. Deviating
from the usual practice of relating FII investments to share prices, it is sought to
analyse the investment portfolios of five India-specific US-based investment funds as
it provides a more direct way of relating the behaviour of Flls to stock prices.

While ther$l is considerable discussion on the effects of portfolio capital flows
on developing country stock markets, the role of FDI in these same markets has
received little attention, In India, stock markets received a boost when most foreign
affiliates and subsidiaries got listed on the stock exchanges. FERA required the
foreign subsidiaries and branches to limit foreign equity holdings to 40 per cent. The
equity dilution by the existing FERA companies was carried out through the stock
market during the late 1970s and early 1980s. With the entry of long established
affiliates of transnational corporations (TNCs) to the capital market, the stock market
expanded in a significant manner. As the restrictions on foreign shares were eased in
the post-liberalisation period, it is relevant to examine the impact of the relaxation of
entry restrictions for new FDI companies on the Indian stock market. The chapter
"An Qverview of FDI in the Post-liberalisation Period in India with Emphasis on
Implications for the Stock Market" seeks to throw light on these aspects. It also

provides the broad characteristics of the FDI approvals.



A process of extensive review of Company law which plays a crucial role in
corporate governance was initiated soon after changes in a number of other
economic legislations were effected. The process of framing a new company law,
however, has stalled. Nonetheless, the government introduced a number of
significant changes in the Companies Act, 1956 as interim measures. It is well known
that managements of most Indian large companies rely on the support of the public
financial institutions (FIs) to retain their hold on their companies. In the new regime,
controlling interests have started increasing their stakes in these corporations to face
take-over threats and possible changes in Fls' perception of their role. This could lead
to changes in the shareholding pattern of the large corporate sector. In the smaller
companies, however, one would expect larger stakes by the controlling interests. The
next chapter "Indian Company Law and Protection of Shareholders' Interest" seeks to
study whether the emerging shareholding pattern promotes monitoring by investors
and whether the changes in company law are in line with enhancing such a
possibility.

The present report empirically examines a variety of issues and assumptions
relating to stock market development in emerging economies and the role of global
capital flows in this process. This is an area of major policy concern. It is expected
that the studies presented here would improve understanding of the issues involved

and aid better policy formulation.



Chapter 2

Stock Markets and International Capital Flows

A prominent characteristic of the world economic scene over the past few
decades has been the rising tide of financial liberalisation. Many members of the
formerly amorphous group of what were called ‘less-developed countries’ have
opened up their financial markets along with their goods markets and now proudly
carry the much more positive sounding ‘emerging markets” moniker. Huge financial
flows cross the world, flows which are increasingly beyond the control of national
monetary authorities. Western investors have discovered the stock exchanges of
these emerging markets and have rosy dreams of double digit capital gains year after
year. However, the international capital flows have proved to be something of a
mixed blessing. They may bring in much-needed foreign exchange, but they also
cany the danger of real-exchange rate overvaluation, followed by foreign exchange
crises. For another thing, they are rather volatile.

Our research aims at agsessing the contribution that the opening up of stock

markets in emerging markets to foreign investors can make to the economic develop-

__ Table 2.1
Aggregate net long-term resource flows to developing countries, 1990-95.

Type of flow 1990 1991 1992 1993 1994 1995
Aggregate net resource flows 101.9 127.1 1553 207.2 207.4 2313
Official development finance 57.9 65.5 55.0 53.0 486 64.2
Total private flows 44.0 61.6 100.3 154.2 1588 167.1
Private debt flows 153 19.0 39.6 40.3 43.8 54.8
Commercial banks 1.7 2.5 13.8 -49 9.2 17.1
Bonds 3.0 128 13.2 38.3 32.2 33.7
Others 106 37 12.6 6.9 2.4 4.0
Foreign direct investment 250 35.0 46.6 68.3 80.1 90.3
Portfalio equity flows 3.7 7.6 141 45.6 34.9 220

Source: World Debt Tables 1996, Vol. 1, Washington: World Bank 1996.
Figures for 1995 are provisional in billions of US dollars

ment of the country in question, with special reference to India. To this end, in

Section | we first review the literature on the relationship between financial



development and economic development, paying special attention to stock markets.

In Section I we discuss the internationalisation of capital markets and in Section III

n take to get the best advantage from international
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the measures that a country ca

portfolio investment.

Section I

Financial Development and Economic Development

pment to Economic Development
mic theory has difficulty in finding a

The Contribution of Financial Develo

At a high level of abstraction, econo

place for financial magnitudes. This i probably because it is difficult to find a place

for financial instruments in the microeconomic general«equﬂlbrlum models that
implicitly or explicitly underlie much economic theorising. With full information on
every agent's demand and supply schedules and frictionless markets there is no need

for money. The Walrasian auctioneer is in control, and he is not easy to get rid of (cf

Visser 1991 Ch. 4). For another thing, such models do not €asl
[ instruments may figure in Arrow-Debreu

ian model, but they only serve to
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development processes. True, financia

models, the multi-period version of the Walras
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w new production technologies to
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uence of financial factors on the

nor and Ul Haque, 1993 Ch.

with a financial sector do not allow for an infl

production function (cf the recent model by Montiel, Age
neral equilibrium models,
must be even higher (cf Morishima 1991,

. . where the technical
4), let alone microeconomuc ge

difficulties of introducing such an influence

who notes the virtual absence of entrepreneurs and bankers in general equilibrium

theory; and Pesendorfer 1995 who introduces financial inno
see for a further discussion Visser 1995D).

vations but does not link

these to the real sector of the economy,

On a lower level of abstraction, however, much attention has been paid to the

contribution that financial markets and financial instruments can make to economic

e Schumpeter's 1911 classic Th
ole chapter to the role of financial instruments

: 2o Economi
development, at least sinc e Theory of Economic

Development. Schumpeter devotes a wh
in “enabling the entrepreneur to withdraw the producers’ goods which he needs
from their previous employments, by exercising a demand for them, and thereby to
force the economic system into new channels” (Schumpeter 1961 Ch. 111, in particular
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p. 106). At the time of writing it was, according to Schumpeter, pure heresy not to see
financial transactions as mere “reflexes of processes in terms of goods” (Schumpeter
1961 p. 95).

Empirical research on the relationship between financial development and
economic development seriously started in the late 1960s with R.W. Goldsmith's
epoch-making Financial Structures and Development (Goldsmith 1969) and the country
studies by Cameron and his associates (Cameron et al. 1967, Cameron, ed., 1972).
Goldsmith's study contains a wealth of empirical information on 35 countries over a
period stretching back to 1861. Without being able to establish a causal relationship,
Goldsmith showed convincingly that in the course of a country's economic develop-
ment the financial interrelations ratio - the quotient of the aggregate market value of
all financial instruments to the value of a country's tangible net national wealth -
tends to increase. The case studies by Cameron and his associates are of a narrower
scope, concentrating as they do on the role of banking, but their findings point in the
same direction.

New impulses to the theoretical underpinnings of the importance of financial
development for economic development were given in 1973 by McKinnon (1973) and
Shaw (1973). In the same vein as Schumpeter, they emphasised the importance of
financial development for the financing of investments embodying new technologies.
The studies by McKinnon and Shaw were followed by a barrage of research (see for
an authoritative sur\}ey Fry 1988). A particularly wide-ranging theoretical and
empirical study was done by King and Levine (1993a, 1993b). They distinguish
between four services of the financial system (King and Levine 1993b p. 516):

(i) The evaluation of investment projects, in order to identify promising ones.
(i)  The pooling of funds.

(iti)  The provision of a means to diversify risks.

(iv)  The valuing of expected profits from innovative activities.

The first three services are provided by financial intermediaries, whereas the
fourth service is the province of stock markets, which of course also perform the
second and third functions. Both financial intermediaries and stock markets perform
an additional function, sc. providing liquidity to wealth owners (Pagano 1993 p. 616).
It is much easier and cheaper to dispose of financial assets than to dispose of real
assets.

The services provided by the financial system enable an economy to

introduce new technologies, as both Schumpeter and McKinnon peinted out. Pecple
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such as King and Levine stress that financial development not only makes possible a
higher level of productivity, but also a higher growth rate (see also Pagano 1993). On
the side of the demand for investment funds, the pooling of funds make large-scale
investments possible. On the side of the supply of funds, the opportunity to diversify
risks, the provision of liquidity and the better risk-return profile provided by the
evaluation and valuing functions of the financial system make for a shift of funds
supplied to higher-return investments (cf on stock markets also Levine 1991). Indeed,
Acemoglu and Zilibotti {1997) found that it has typically been difficult for countries
to start a development process because they were stuck in a situation were new
technologies required sizeable investments and investors were not willing to put
their money in such projects without the opportunity to diversify risks.

The savings and investments ratios in an economy may or may not change as
a result of the development of the financial system. Both the provision of liquidity by
the financial system and the availability of consumer credit and mortgage credit may
well depress savings rates. Still, the financial system must be doing a very poor job if
the average rate of return to investments does not rise. Apart from the fact that more
risky, but potentially more productive projects can be financed, growth may increase
as a result of investment in human capital made possible by the financial system.

The very extensive empirical research by King and Levine, using data for
about 80 countries for the 1960-1989 period, points to a strong correlation between
financial development and economic growth. If this in itself says little about
causality, their finding that a relatively high level of financial development is a good
predictor of future economic growth (10 to 30 years) certainly does (King and Levine
1993b p. 730-733). They also found a very strong association between growth and
various indicators of financial development which in their view are predictable or
even predetermined, so that causation runs +from these variables to growth:

- the ratio of liquid liabilities to GDP, as an indicator of financial depth;

- the ratio of deposit bank domestic credit divided by deposit bank domestic
credit plus central bank domestic credit, as an indicator of the relative
importance of banks as opposed to central banks;

- the ratio of claims on the non-financial private sector to domestic credit;

- the ratio of gross claims on the private sector to GDP (King and Levine 1993a
p. 533).

It was also found, bij Levine and Zervos (1995, cited in Levine and Zervis

1996) that stock market liquidity (as measured by the turnover ratio, i.e., the total
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value of shares traded divided by market capitalisation) is a robust predictor of
long-run real per capita GDI” growth.

There are thus theoretical and empirical arguments for the proposition that
financial development is important to economic development. It should kept in
mind, however, that conclusions drawn from cross-section studies such as those by
King and Levine are a bit suspect. The averaging out involved in these studies
presupposes that the various economies follow a similar and stable growth path with
similar patterns of causality (Arestis and Demetriades 1997). This is not warranted,
as is shown in a time-series study by Demetriades and Hussein (1996). As for the
various claims that financial indicators are good predictors of future growth, they
note that financial development indicators in any country are correlated across time,
so that a correlation between financial indicators at time t and real growth at time #+1
doesn’t say anything about causality. Demetriades and Hussein indeed find that
causality patterns are far from similar across countries. Moreover, causality generally
appears to be bi-directional. This should not come as a surprise really, because it is
casy to imagine that causality runs both ways, if only because income growth
enables the financial institutions to set up increasingly sophisticated intermediation
systems (Berthélemy and Varoudakis 1996). It seems safe to conclude that financial
development in itself is not sufficient to engender economic growth (a conclusion
which suggested itself already from the studies by Cameron and associates), but that

to all appearances it is a necessary condition for sustained economic growth.

Business Finance and the Role of Stock Markets

In King and Levine's listing, the role of the stock market is not in the first
place to help channel funds from surplus units to deficit units. Its function rather is,
in their words, to reveal the expected discounted value of profits from engaging in
innovative activities (King and Levine 1993b p. 516). That is, they reveal the value of
firms as determined by the analysis of rational investors {(King and Levine 1993a p.
520). Secondly, stock markets provide a vehicle for pooling the risks of holding
claims on established firms. As noted above, they also provide liquidity to investors.

One may wonder what are the relative advantages of stock markets vis-a-vis

ather sources of business finance. Business firms have several options as regards financ-
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Table 2.2
Gross sources of finance, 1970-1989
percentages
Germany Japan UK us
[nternal 624 40,0 60.4 62.7
Bank finance 180 345 233 14.7
Bonds 09 39 2.3 12.8
New equity 23 3.9 7.0 -4.9
Trade credit 1.8 15.6 1.9 8.8
Other 14.6 21 52 59
Source: Corbett and Jenkinson 1994 p, 9,
Table 2.3
Net Sources of Finance
percentages
Retentions  Banks Bonds New Trade Other
Equity Credit
Trance {1970-85) 66.3 61.5 0.7 -0.4 -0.7 - 200
Germany (FRG) 1970-89  80.6 11.0 -05 0.9 -1.9 10.0
Japan 1970-8% 693 305 47 3.7 -81 -01
United Kingdom 1970-89 973 19.5 35 ~-10.4 -1.4 -84
United States 1970-89 913 16.6 17.1 - 88 -37 12.5
Malaysia 1986~r91 61.00 34.00 - 20 # 3.0
South Korea 197079  27.60 52.50 4,75 14.75 - -
1980-84  36.40 37.15 12.79 13.62 . -
1985-89  40.20 27.66 14.35 17.63 . -
Taiwan 1965-80  37.70 34.31 1.72 2411 8.63 - 6.20
1961-85  36.35 27.91 8.59 25.42 0.32 2.34
1986-90  23.5¢ 38.11 3.87 31.92 095 1.32
Thailand 1970-76  51.41 31.94 12.59 9.25 -1.74 -3.34
1977-80  52.80 3012 11.28 12.40 -232 -4.3]
1980-83  50.40 32.80 12.65 8.62 -2.42 -2.25

Source: Germany, Japan, UK and US Corbett and Jenkinson 1994 p. 11, others Stiglitz 1994 p. 22.
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ing. The main source of funds generally is own funds, including ploughed-back profits.
Own funds other than ploughed-back profits can be provided by the owner-manager
and relatives, friends and acquaintances, but as a firm grows recourse is usually taken to
the organised capital market where shares can be issued. Business firms also rely on
borrowed funds. These can be provided through the informal financial markets, i.e. by
the relatives, friends and acquaintances just mentioned and also by other firms, in
particular suppliers and customers. Furthermore, funds can be borrowed from banks or,
more generally, financial intermediaries, and from the organised capital market. We thus
have external finance from the informal financial market, organised or formal financial
markets and financial intermediaries. The stock market presents itself as a substitute for
borrowing from banks. The next subsection is devoted to a discussion of the various

pros and cons of stock markets and banks as sources of business finance.

Banks, Stock Markets and Disciplining

It should be emphasised that stock markets play a subordinate role in
providing finance to business firms. Business firms rely to a large extent on retained
earnings, which of course is internal finance, on bank credit or on venture capital
firms. In the "70s and "80s, roughly 10 per cent of finance for investment in physical
assets was raised from external sources in Germany, the UK and the US (Corbett and
Jenkinson 1994, see Table 2.3! They provide figures derived from national accounts
" flows of funds statistics, both on a gross and on a net basis (see Tables 2.2 and 2.3;
similar even if not identical figures were calculated by Borio 1990 for Japan and five
Western countries). The difference is that in the net figures the accumulation of
financial assets is subtracted from the change in financial liabilities. Internally gene-
rated funds are retained profits and depreciation. The negative figures for new
equity in the net sources overview point to mergers and acquisitions which are not
paid for by the issue of new equity.). Singh (1995) has found, however, that large
corporations in developing countries during the 1980s relied heavily on external
finance in general and on share issues in particular: e.g., in five out of nine countries

with the relevant data, over 40 per cent of the growth of net assets was financed by

1 Corbett and Jenkinson provide figures derived from national accounts flows of funds statistics, both on
a gross and on a net basis (sec Tables 2.2 and 2.3; similar even if not identical figures were calculated by
Borio 1990 for Japan and five Western countries). The difference is that in the net figures the
accumulation of financial assets is subtracted from the change in financial liabilities. Internally generated
funds are retained profits and depreciation. The negative figures for new equity in the net sources
overview point to mergers and acquisitions which are not paid for by the issue of new equity.
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new share issues. This was so, according to Singh (1995, 1997), because (i) there were
large privatisation programmes, with governments selling off companies (see also
Mullin 1993} , (ii) share financing was relatively cheap relative to debt finance, as
price-earning ratios (the ratio between the price of a share and a firms earnings per
share, earnings being a firm's revenues less its expenses) had risen. Nevertheless,
stock exchanges are secondary markets in the first place, providing liguidity to wealth
owners. Liquidity means that they can sell assets in large volume at short notice
without undue loss. This of course is very useful, as high liquidity makes it that
much more attractive to wealth holders to hold some asset., But there is more: stock
exchange valuations serve as a disciplining mechanism. The question arises whether
they do a better job in this area of corporate governance than banks.

In big firms the ownership of the firm and its management are separated. The
managers cannot always be trusted to act in the interest of the owners of the firm,
ie., to maximise the long-run net value of the firm. This moral hazard is readily
apparent if we look at what has been happening over the past few years in Eastern
Europe: managers of state-owned firms purchase subsidiaries of the firm at low
prices on their own account and sell the services of their newly acquired business to
the firm at high prices (Caprio and Levine 1994 p.5). The owners of big firms are
often mere shareholders, not playing an active part in the running of the firm. They
lack the means to effectively monitor the management. If we see the owners of a firm
as principals, the management is the agent. Agents act on behalf of principals, but
principals must be sure that the agents act in their, i.e. the principals’, interest. So
with the division between ownership and management there arises a principal-agent
problem, which in this case of financiers as principals and managers as agents is also
known as the problem of corporate governance. A moment’s pause will make it clear
that this problem is made up of an information problem and a moral hazard
problem: financiers have to know what managers are doing with their money and
they must prevent actions by managers that are not in their, the financiers, interest.
The managers must, if needs, be disciplined. If no satisfactory solution is found for
this principal-agent problem, wealth holders may be reluctant to invest in firms and
economic growth will suffer in that case. Without sufficient monitoring and
disciplining, management may become sloppy, take it easy and produce inferior

products and offer clients poor service.
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In a well-functioning market economy share prices give an indication of the
success of a firm's management. In other words, the stock exchange fulfils the
monitoring task. If the market takes a dim view of a firm's performance or its
prospects, it will value its shares low relatively to the shares of other firms. The
managers then have a lot to explain and if they fail to come up with a plausible and
satisfactory explanation, it is curtains for them. This disciplining of the managers
only works if (i) information on the firm is plentiful and reliable, and (ii) if pricing on
stock markets is based on long-term expectations of well-informed actors. This is
usually not the case in fledgling stock markets, but in older, established markets as
well investors may be driven by short-term expectations of making a profit without
having any idea of the long-term profit making ability of a firm. In the words of
Keynes, “The social abject of skilled investiment should be to defeat the dark forces of
time and ignorance which envelop our future. The actual, private object of the most
skilled investment to-day is ‘to beat the gun’, as the Americans so well express it, to
outwit the crowd, and to pass the bad, or depreciating, half-crown to the other
fellow” {Keynes [1936] 1961 p. 135}. Still, to the extent that stock markets develop,
this kind of monitoring takes on more importance.

Financial intermediaries often are in a position to provide the monitoring that
shareholders find impossible to do. Banks in particular can do useful work in this
area. Being creditors, it is in their interest to make sure that interest and amortization
payment are made on time. Banks will amass much information on many firms and
therefore are better able than most sharcholders to form a well-based opinion on how
a firm is run. Their actions also serve as a sign to other financiers. If a bank fails to
change the ways of a substandard management and is unable to force them out, it
will pull out of the firm and the firm will have a tough job convincing other financial
institutions to step in. Now it may be objected that the activity of banks only shifts
the problem, but does not really solve it. After all, banks themselves are mere agents
for their own principals, their shareholders and creditors. That is correct, and it is the
reason for prudential supervision on banks, but for banks the stock exchange acts as
a disciplining device too (again, this device cannot always be trusted to be reliable).

Apart from banks, other financial intermediaries may have such a stake in a
firm that it is worth their while to spend resources on monitoring. Pension funds and

insurance companies who have invested in shares of other companies, do not always
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sit back and wait tll the dividends become available, they may also take a more
active interest in the goings of these firms.

The debate on these issues has not yet been settled. It is for example argued
by some that developed capital markets, particularly stock exchanges, provide for
constant monitoring of listed companies. This monitoring implies that firms showing
a poor performance are threatened by hostile take-overs which could replace the
current management. Managers are constantly under pressure to produce good
results. Efficient use is thus made of capital resources and management skills
(Feldman and Kumar 1994 p. 14). In this way the problem of moral hazard associated
with asymmetric information between investors and management could be
addressed effectively. On the other hand, it appears that monitoring activity by small
investors is limited because of the time and resources involved. Large investors are
needed for effective monitoring and disciplining (Jensen 1993 p. 867, Shleifer and
Vishny 1997 p. 755). The empirical evidence is somewhat conflicting. Denis and
Denis {1995) report that in the United States in 1985-1988 extended periods of poor
operating performance led to the forced resignation of top managers. Large
improvements of performance usually followed. On the other hand, Franks and
Mayer (1996) could find little evidence of managerial failure before hostile takeovers
followed by resignation of board members in the United Kingdom in 1985 and 1986.
They conclude that hostile takeovers did not perform a disciplining function. Others
note that disciplining through spectacular hostile takeovers and leveraged buy-outs
as in the1980s tends to be replaced in the 1990s by more diplematic action on the part
of large shareholders, particularly institutional investors (Miller 1994 p. 38, Moerland
1997 p. 83). This may be as well for other stakeholders in a firm, in particular
employees and suppliers, as new owners and managers after a takeover may feel free
to break implicit contracts and transfer wealth from those stakeholders to themselves
(Levine 1997 p. 698). Where there are no large shareholders, and monitoring by
shareholders is thus weaker, boards are not quick in taking action against managers
after poor performance (Shleifer and Vishny 1997 pp. 751, 755).

It has been argued that banks with extensive financial exposure to a
particular firm, possibly represented in its Board of Directors, will take monitoring
much more seriously than the stock market (Benston 1994 p. 129). Thakor {1993 p.
115) maintained that other shareholders consider a close involvement of banks with

other firms, to the extent that they do not only provide credit but are shareholders as
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well, as beneficiary. Such so-called universal banks have positive externalities
pecause they monitor firms to the benefit of other shareholders. This well-known
German/ Japanese model requires large banks that are able to spread their risks even
with sizeable individual investinents or credits. One wonders, however, whether
there is really such a difference between the involvement of banks and the
involvement of large shareholders such as the institutional investors just mentioned.

Banks in different countries may act differently, partly as a result of differing
legal systems. In Germany and Japan, for instance, banks tend to develop a long-
term commitment and relationship with companies. They will therefore be inclined
to assist the reorganisation of a company in the event of difficulties or failure. In the
United Kingdom and the United States by contrast, banks do their monitoring more
from a distance and tend to have a more short-term relationship. They can be
expected to prefer the liquidation of troubled firms or a takeover by another firm
(Mayer 1988, Hellwig 1991 p. 52, Allen 1993, Deloof 1995 p. 304). There are also
arguments in favour of the Anglo-Saxon system. The privileged position of
German/Japanese style universal banks with regard to access to information on a
company could inhibit the levelling of the playing field between suppliers of funds.
Moreover, the particular shareholding of a bank may contradict the interests of
depositors. Furthermore, insider trading could become an important problem in
these cases (Goodhart 1995 [1993], Benston 1994, Steinherr and Huveneers 1994,
Moerland 1995 p. 250).
Stock Markets and Corporate Governance in Emerging Markets

It has been remarked that monitoring and disciplining by the stock market
only work if information on firms is plentiful and reliable and if pricing on stock
markets is based on long-term expectations of well-informed actors. In emerging
markets these conditions often are not fulfilled. If a family concern goes public, for
instarice, it is quite usual for the former owners to keep a dominant share themselves
and thus remain the owners for all practical purposes. Minority shareholders do not
have access to the same information as the dominant shareholder and pricing on the
stock exchange cannot reflect well-based expectations. Moreover, the market for the
stock in question is likely to remain thin, which also impairs the pricing process. Itis
easy for the dominant shareholder to rob minority shareholders. The may grant

themselves, for instance, high fees for consultancy services, or may sell companies
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they control for low prices to other firms within their empire, or may withhold
information. If government firms are partly privatised, things may go the same way.

In developed market economies banks can, as argued above, play an
important role in monitoring and disciplining business firms. However, when those
banks themselves are part of a bigger conglomerate this role is undermined. In that
case banks could be required to serve the interest of the non-financial firms in the
conglomerate as opposed to their own. Small, outside shareholders in the bank are in
this way robbed by the main shareholder, as are taxpayers if such banks fail and the
central bank has to come to the rescue. This was evident in Chile around 1980 and we
have seen instances in the recent past in Indonesia as well (Le-Fort 1994, Wardhana
1995).

Obviously, the legal system in a country can make a difference here {cf
Shleifer and Vishny 1997). Lax laws as to accounting standards, disclosure of
information to minority shareholders and the right for such shareholders to call the
management to account in shareholder meetings, or lax law enforcement, make it
unattractive for outsiders to buy shares in a firm, either financial or non-financial.
The function of banks in the allocation of investment funds and in the monitoring
and disciplining of business firms likewise is dependent on legislation. Strict
prudential supervision that, inter alia, limit the credit any bank can give to one firm
or group of firms and forces them to spread their risks, is essential.

The upshot of the analysis seems to be that stock markets can fulfil a useful
role in the economic development of a country, but that this role is heavily
dependent on the distribution of shareownership and on the solutions found for
corporate governance, in particular the protection of the right of minority

shareowners.

Section II
The Internationalization of Capital Markets

Capital Market Integration: The Phenomenon, the Implications

The last two decades or so we have been witnessing an increasing
liberalisation of financial markets, leading to highly integrated international capital
markets. If we speak about integrated capital markets, we need a criterion for the

degree of integration, The discussion on these criteria was sparked off by Feldstein
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and Horioka (1980). Feldstein and Horioka posit that in the case of perfect capital
mobility domestic saving and domestic investment should not be correlated: “saving
in each country responds to the worldwide opportunities for investment while
investment in that country is financed by the worldwide pool of capital” (Feldstein
and Horioka 1980 p. 317). If saving and investment become uncoupled, this simply
implies that international capital flows make imbalances in the current account of the
balance of payments possible.

It has been argued that the Feldstein-Horioka criterion is extremely strict,
because it is premised on a number of very restrictive conditions. Its validity requires
that domestic saving and investment are a function of the world real interest rate so
that the domestic real rate of interest must equal the world real rate of interest or real
interest parity holds. Also, apart from the interest rate, all determinants of a
country’s rate of investment should be uncorrelated with its level of savings. This is a
strong condition. It is possible to think of shocks that produce a positive correlation
between savings and investment even if international capital mobility is perfect:

- A persistent but not permanent productivity shock would increase savings
because wages are temporarily high (provided income carners” spending on
consumption is a function of permanent income), while it also would lead to
increased investment because of higher capital productivity (Frankel 1992,
Ghosh 1995 p. 107);

- It is easily conceivable that both investment and savings are positively
correlated with economic growth;

~  With underemployment the Keynesian view that investment creates its own
savings might hold good, implying a positive correlation between savings
and investment independent of the international mobility of capital;

~  Governments could follow a policy of reducing current-account imbalances,
increasing budget deficits in the case of a surplus and decreasing budget
deficits in the case of a deficit. An increasing discrepancy between investment
and savings in the private sector thus goes hand in hand with a decrcasing
discrepancy in the government sector and the other way round and a positive
carrelation between total savings and investment is created by government
policy.

Real interest rate parity in its turn presupposes purchasing power parity and
uncovered interest rate parity (cf Visser 1995a p. 13). A weaker condition is the
covered interest parity condition, which says that capital markets are perfectly
integrated if nominal interest rates on comparable debt (same time to maturity, same
debtor risk) are equal across countries if exchange rate risk is excluded (either
through contracting debt in one given currency or through seeking cover in the

forward market for foreign exchange).
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The Feldstein-Horioka criterion is extremely restrictive. Still, it provides a
useful yardstick, it surely gives an impression of the direction of the integration
movement. Feldstein and Horioka did not find a high degree of integration, but their
research covered the 1960-1974 period and that the liberalisation of capital
movements still had a long way to go in 1974, During the period studied by Feldstein
and Horioka the US current account imbalance for instance only once exceeded 1 per
cent of GDP (a surplus of 1.05 per cent in 1964, see Econontic Report of the President,
1987, tables B-1 and B-99). Between 1988 and 1995 the U.5. by contrast ran deficits
that fluctuated between .2 and 2.5 per cent of GDP {Worid Economic Outlook 1996 p.
204). Countries such as Germany, the United Kingdom, Canada, Finland,
Switzerland and Australia had current account imbalances at times exceeding 4 per
cent of GDP (loc. cit.). Also, some developing countries have been able recently, i.e.,
until the financial crisis in South Asia broke out in 1997, to finance substantial
current account deficits, e.g., Malaysia 9 per cent of GDP in 1995 and Thailand over 8
per cent (World Economic Outlook 1996 p. 61).

[f we judge capital market integration by the covered interest parity criterion,
integration has reached very high levels indeed. There is ample empirical evidence
that covered interest differentials for comparable financial assets have become very
narrow indecd between the main industrialised countries, which points to the
absence of capital controls and to well-functioning markets with low transactions
costs (see for empirical data and a discussion Frankel 1993). This of course mainly
relates to short-term capital, as forward cover is only available for a maximum of 12
months, in some cases 24 months. It might be useful not to lump all kinds of capital
together when investigating the mobility of capital. It stands to reason that short-
term portfolio capital is more mobile that direct foreign investient.

Whatever criterion we choose, it is abundantly clear that capital markets have
become increasingly integrated since the liberalisation of capital movements started
in the late 1950s. Apart from the Feldstein-Horioka and various interest parity
Criteria, the volume of foreign exchange traded every day surely points to integrated
mnternational financial markets as well: the estimated global daily turnover in foreign
exchange markets was 1,190 billion U.S. dollars in 1995 (International Capital Markets
1996 p. 31). One week of foreign exchange trading sees an amount of money change
hands nearly equal to the value of aggregate annual global exports of goods and

services ($ 6,226 billion in 1995, see World Economic Outlook 1996 p. 196). Other
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pointers are that, according to a survey in The Economist (quoted in Moosa 1997 p.
453), global cross-border transactions in equities increased from US $120 billion in
1986 to US $1400 billion in 1990 and international bank lending from US $324 billion
in 1980 to US $7500 billion in 1991, or from 4 per cent to 44 per cent of the GDP of the
OECD countries. We note that:
- capital markets enable countries to run up substantial current account
imbalances;
- gross daily capital flows have become extremely high by any standard.
Capital market integration thus means that substantial net flows may occur,
but also that substantial gross flows may go hand in hand with negligible net flows.
This phenomenon, not important in the Feldstein-Horioka approach, but highlighted
in the interest-parity approaches, is important in the sense that capital market
integration allows portfolio diversification between wealth holders in different
countries. On the other hand, capital market integration may severely tie the hands
of the authorities and may confront them with unintended consequences as far as the
domestic money supply or the exchange rate are concerned. Before elaborating on
these issues, we first ask ourselves if high capital market integration is really

something new.

International Capital Flows: Is the Present Unique?

International capital flows are not something new in the history of mankind.
[talian bankers were already providing loans to the English crown in the 1270s
(Prestwich 1979). Amsterdam developed into the financial centre of Europe in the
17th century and in the 18th century the Dutch over a long period held about one
quarter of the English national debt (Brezis 1995 p. 54) and they were also active in
the field of bank acceptances. After the Napoleontic wars the British took to
providing international loans and in the 1870-1914 period world capital markets
became very integrated indeed. Capital exporting countries, Britain first of all, sent
sums abroad amounting to quite a few per cent of national income. It has been
estimated that net capital exports from Britain averaged some 5 per cent of national
income between 1870 and 1913, and even roughly 10 per cent in 1912-1914, whereas
France and Germany exported capital at a rate of two to three per cent of GNP
{(Pringle 1989 p. 368). On the import side, a country such as Canada financed 30 to 50
per cent of its investment with foreign capital in the 1870-1900 period, experiencing
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capital inflows to the tune of 7.5 per cent of GNP on average. The situation in
Australia was similar and the Scandinavian countries were not far behind (Pringle
1989 p. 376). Seen against this background, the net private capital flows to
developing countries amounting to 2.9 per cent of their GDP over the 1990-1995
period were nothing special (World Economic Outlook 1996 p. 58). Figures of
outstanding debt or total foreign investments tell a similar story. Lewis (1978 p. 59)
notes that the liabilities of developing countries (debt plus equity) in 1972, just before
the outbreak of the first oil ¢risis, amounted to 1.8 times annual exports. For more
recent years the ratio for debt alone was 1.09 in 1970, 0.8 in 1974, 1.51 in 1988 and 1.11
in 1995 (World Development Report 1985 p. 24; World Economic Outlook 1996 p.
227). In 1913, by contrast, the ratio for debt plus equity varied from about 2% for
India, Japan and China to 4.8 for Australia, 5.2. for Latin America and 8.6 for Canada.

Presumably pre-World War I flows were largely concentrated in longer-term
loans, whercas present flows are made up, apart from official flows, of direct
investment and longer-term portfolio investrment, but also of short-term bank
deposits and investment in short-term Treasury paper, which means that capital-
importing countries face a higher risk of volatility of capital flows. Of course before
the First World War there was quite a lot of short-term finance, provided by British
merchant banks in particular, but that was mainly made up of trade finance (North
1962 p. 13), and therefore not prone to such volatility as late-20th century short-term
capital sloshing around the world in search of high yiclds, as reflected in the daily
volume of foreign exchange transactions. True, there are indications that 19th
century, and even 18th century, capital markets were also highly integrated if we
look at differences in yields or share prices for the same stock between Amsterdam
and London in the 18th century and between Paris and London in the 19th century
{Neal 1985). This approximation of interest rate parity means that transactions costs
between the leading European financial centres were low, and become lower with
the advent of the telegraph in the 19th century, but it does not point to great
volatility. That would require high amounts of money available for short-term

investiment plus unstable expectations as to future yields.

Two Functions of Capital Flows
Capital flows fulfil different roles. As has been argued already, international

capital flows enable wealth holders to diversify their portfolios and spread their
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risks, making all parties concerned better off: provided there is no complete positive
correlation between the possible outcomes of an investment decision, diversification
reduces risk (in terms of the variance of the possible outcomes of an investment
decision) for any given expected return. International capital flows thus make for a
better risk-return profile.

If there is a net flow one way, this could finance a surplus or deficit on the
current account of the balance of payments (of course, such a disequilibrium could
also be financed by a shift in the net foreign asset position of the central bank or the
commercial banks, but only to some extent}. A deficit on the current account is
tantamount to a surplus of a country’s residents” expenditure over their earnings and
a current-account surplus reflects spending at a lower level than earnings, as will be

immediately apparent from the following macroeconomic identity:

Y=C+I+G+X-M

where Y = national income, C = consumption, I = investment, G = government
expenditure, X = exports, or more precisely receipts on the current account of the
balance of payments and M = imports or expenditure on the current account. If we
denote domestic spending, C + 1+ G, by A (for domestic absorption), we find:

’1
Y=A+X-M

or
Y-A=X-M

which says that there is a current-account surplus if domestic absorption is less than
national income and a deficit if domestic absorption exceeds national income

If a country’s residents spend less than they earn, they build up a claim vis-a-
vis foreign residents. This enables them to increase spending later at the cost of
spending less now. In other words, current-account imbalances mean inter-temporal
substitution in spending. One could discern two kinds of such substitution. The first
one concerns the case of consumption smoothing. If consumption is related to
permanent income and current income fluctuates, people will spend more than they
earn one year, running a deficit on the current account, and spend less than they earn

another year, running a surplus on the current account.



Figure 2.1
Inter-temporal Substitution

People can alsz: decide to spend less than they earn and invest abroad or
spend more than they earn and rely on funds from abroad for a protracted period of
time. For instance, a country with a relatively young population, little capital per
worker and the ability to catch up on technology can afford to spend more than it
earns. By importing capital it can both invest in its productive capacity and increase
consumption now, with the higher productive capacity in the future providing
enough goods to service the debt. Conversely, for a country with a relatively high
proportion of its population in the labour force and a relatively high level of
technology, with little prospect of a quantum jump in technology by increasing its
investment level, a surplus on the current account and external lending and
investment may be attractive. External lending and investment provide income at the
time today’s labour force is petired.

In a two-period model this reasoning can be illustrated as follows. On the
horizontal axis we measure quantities of goods in peried t, on the vertical axis we
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measure quantities of goods in period t+1. The inter-temporal production possibility
curve shows that the less is consumed in period t, the higher production in period
t+1 will be. Available resources in period t are OD. If total resources OD are
consumed in period t, nothing is left for investment and available resources in period
t+1 are measured on the vertical axis at point O (from Origin, not necessarily zero). If
we move up along the curve, consumption is reduced and the resources not
consumed are invested, with the result that more goods will be available in period
t+1. In a closed economy, or an economy constrained to current-account equilibrium,
an optimum is found at point E, where the highest attainable indifference curve is
reached. Consumption in period t is OB, investment is BD and in period t+1 an
amount OI will be produced. The marginal productivity of investment is relatively
high: giving up one unit of consumption now, i.e., investing one additional good,
results in a relatively high increase in future production. This is represented by a
relatively steeply sloped tangent to the inter-temporal production possibility curve in
point E. Given perfect markets, this slope also represents the rate of interest, for the
rate of interest equals the marginal productivity of investment in perfect markets
(note that at a slope of minus 450 the rate of interest is zero, i.e., one unit given up
now will give one unit extra at time t+1). If now the rate of interest in world capital
markets is lower than the domestic interest rate in the closed economy, it pays to
borrow funds abroad and run a current-account deficit. At a lower rate of interest
consumption can be in F and production in J. Consumption in period t becomes OC,
whereas only OA consumption goods are produced. Imports amount to AC and
investment to AD (total resources minus domestic production of consumption
goods). In period t+1 consumption is OH and HG is available for interest payments
and amortization on the debt concluded in peried t (note that this is a two-period
model, with time ending in period t+1 and therefore no investment activity in period
t+1). Borrowing at a rate below the closed-economy domestic rate offers the
opportunity to consume more both in period t and in period (+1.

In older, more mature economies it is the other way round. Their production
possibility curves will be relatively lower and more stretched to the right. They will
start out with a relatively low marginal productivity of investment and will increase
their consumption by lending out sums instead of investing themselves. Normally, a
country engages in capital imports when it starts its take-off into economic growth,

to become a capital exporter in a later period, when it has become relatively rich and
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other couniries start growing. This happened in Britain, a capital importer in the 18th
century but a capital exporter in the 19th century, and we have seen the same
sequence a century later in the United States. In the Netherlands it used to be one of
the narms for economic policy in the 1970s to run a surplus on the current account of
the balance of payments in order to be able to expoft capital for development
assistance. There is, however, no mechanical rule in this respect, witness the
American deficits since the early 1980s.

It can be shown that, even if no net investment occurs, international
reallocations of existing capital can make world production increase. We study a
simple neoclassical world where capital transfers take place from countries with a
low marginal productivity of capital to countries with a high marginal productivity
of capital. If the horizontal axis in Figure 2.2 measures total capital in a two-country
world, OA-C is the amount employed by country A and the remainder by country B.
The MPC-curves depict the marginal efficiency of capital. We start with a situation
where the marginal productivity of capital in B exceeds the marginal productivity of
capital in A, Total production in A is represented by the area under the MPCA curve
between OA and C and total production in B by the area under the MPCB curve
between OB and C. If now SC of capital migrates from A to B, total production in A
falls by SCWT, whereas total production in B rises by CSTV. World production
increases by TVW. Of course this analysis does not represent what really happens in
the world, if only because the real world is more messy than a neoclassical model,
being full of market imperfections. Nevertheless, it serves to underline that capital
exports ideally help to increase total world production.

Historical research suggests that the model is useful in interpreting history,
with one modification: as far as pre-World War 1 capital exports to North- and
South-America and Australia are concerned, it was not a question of capital flows
from regions with a high capital-labour ratio to regions with a low capital-labour
ratio, but of movements of both labour and capital from relatively labour-and-
capital-rich but resource-poor regions to regions with an abundance of natural
resources with respect to labour and capital (Taylor and Williamson 1994). Present-
day flows to South-America and Asia seem to fit the standard two-factor approach
better, Of course, it not only capital that moves. If capital flows take the form of

direct investment, technologies and skills migrate as well.
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Figure 2.2
A Two-Country Werld

MPCa MPCy

The above analysis paints a very rosy picture of the good that capital flows
do. The picture is not incorrect, but probably it is one-sided. First of all, there are
indications that capital imports in some cases, such as Mexico during the run-up to
the 1994 peso crisis, .rreplace rather than supplement domestic savings and thus
finance consumption instead of investment (Singh 1997). Further, it can be said that
capital flows these days are potentially much larger than would be necessary for
enabling inter-temporal substitution. Capital in search of high yields with the
minimum of risk, and invested in liquid assets, is much more prevalent now than it
was before the First World War. The Interbellum of course was also plagued by so-
called hot money, which was instrumental in bringing about the bank crises that
spread the Great Depression to Europe in 1931. This brings us to the question what
to do about the negative effects of free capital flows. But we will first see what the

authorities cannot do when capital markets are highly integrated.

Capital Account Liberalisation and Stock Markets
Financial liberalisation includes both liberalisation of domestic financial

markets and liberalisation of international capital flows. A case can be made for
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Jetting financial capital flow where wealth holders find the best risk-return profile. In
principle this would result in an optimal allocation of capital and thus to the highest
global growth, taking due account of risk factors. Seen from the point of view of the
host country, financial liberalisation can imply lower capital costs for investing firms
and generally the possibility of higher investment. Lower capital costs should be
reflected in higher price-earnings ratios of equity. According to figures from the IFC
and Bloomberg Inc, (Feldman and Kumar 1994 p. 20}, from 1989 to 1993 (end of
period) price-earnings ratios for Chile, Colombia, Venezuela and Pakistan increased
from roughly half the values normal in France, Germany, the UK and the US to the
levels attained in those countries. Similar results have been found by Hargis (1996).
For countries such as Korea and Taiwan, however, the movement was in the
opposite direction (starting from much higher figures than in the Western countries).
As for share capital, this carries with it the additional advantage that, unlike debt,
foreign capital cost payments move procyclically. With a large share of equity capital
in total capital inflows, a country will become less easily subject to balance of
payments problems during a cyclical downswing. As an additional benefit, in order
to attract foreign investors, business firms will have to improve accounting and
reporting standards, which helps to improve the functioning of the capital market.
The recent history of liberalised capital flows has not, however, been an
entirely happy one. Net capital inflows are fine if they are a concomitant of capital
goods imports and cor;tribute to the building up of productive capacity in a country.
All too often, however, capital inflows are governed by considerations of short-term
portfolio investment. In a fixed-exchange rate system they make the money supply
balloon and result in inflation, in a floating-rate system they cause overvaluation of
the currency. In both cases the real exchange rate falls. Net capital inflows, if they are
sizeable, go hand in hand with a booming nontradeables sector (in particular
construction) and squeeze the tradeables sector. Sooner or later the market will come
to expect a devaluation or depreciation and capital will flow outward until a sizeable
rise in the exchange rate {fall in the external value of the domestic currency) becomes
inevitable. The nontradeables sector collapses and factors of production go
unemployed. The tradeables sector may have become more competitive, but
generally is not able to expand fast enough to employ the factors of production made
redundant in the nontradeables sector. A glaring example of the harm that capital

inflows can do is Chile, where they reached no less than 25 per cent of GDP in the
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first half of 1981 (Corbo 1985 p. 903; see for a comparison between the 1978-1981
period and the 1989-1992 period, when capital inflows were more successfully
restricted Laban and Larrain 1994). Similar problems beset the Korean financial
liberalisation process in the late 1960s (McKinnon 1993 Ch. 10), Relatively low world
interest rates have contributed to sizeable capital flows to Asian and Latin Amecrican
countries in the 1990s (Corbo and Hernandez 1996, see for figures Fernindez-Arias
and Montiel 1996).

Another potential problem is the increased volatility in share prices that could
result from capital market liberalisation. Investors need not always be driven by market
fundamentals, they can also engage in a speculative bubble. Share prices are driven up
in such a bubble because people expect other people to be bullish about the market, not
because of market fundamentals. Alternatively, share prices will be volatile if agents’
perception of market fundamentals change relatively quickly.

Does this mean that countries which are liberalising their financial markets
should try to restrict capital inflows? Not necessarily. According to McKinnon (1993 pp.
115-9) capital market imperfections that could easily be avoided are to a large part to
blame for the over borrowing that plagued a number of liberalising countries. It is not
only myopia by individual lenders or a herd instinct among bankers that is at the root
of the too large capital flows, but also government guarantees in both borrowing and
lending countries, plus often a large wedge between lending and borrowing rates with
banks in the liberalising countries which made it attractive for firms to borrow abroad.
Lending by commercial banks has been encouraged in this way, and also by a lack of
prudential supervision on lending to LDCs. If lenders had had to take due account of
the risks involved in lending, the capital flows would have been much more modest in
size. There can be little objection against international capital flows resulting from
individual lenders in industrial countries buying bonds and equities from individual
borrowers in poorer countries without governments distorting the market by providing
guarantees. This would be a kind of return to the situation in the 19th century, which in
McKinnon's eyes would be highly commendable.

However reassuring McKinnon's argument, though, the exploding volume of
capital flows which the world has been experiencing during the 1990s does confront the
authorities with a number of problems. A liberalisation process clearly is not all
sweetness and light, The question is what could be done to mitigate these problems, if

indeed anything can be done at all. This is the subject of the next section.
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Macroeconomic Policy and Capital Flows

A high degree of capital mobility severely restricts the freedom of the policy
makers, depending on the exchange-rate mechanism. In a fixed-peg or fixed-but-
adjustable peg system monetary policy becomes powerless as an instrument to control
the rate of interest or national income if capital flows are fully interest-elastic. This is
because any change in the money supply that tends to make the rate of interest differ
from the world market rate, brings about a capital flow that will make the rate of
interest equal to the world market rate, and the more mobile capital flows are, the
faster this happens. Fiscal policy on the other hand becomes more effective with higher
capital mobility. An expansionary fiscal policy for instance tends to drive interest rates
up, inducing capital inflows that push interest rates back to the international level and
preventing crowding-out of private investments (see for a diagrammatic and
mathematical explanation Visser 1995a Ch. 2). However, investors base their decisi;ons
on the expected yield of investments, including exchange rate changes. If they expect
the fiscal expansion to result in a devaluation, e.g. because of the impact on the current
account of the balance of payments, or because they expect an increase in inflation,
they will stampede out of the country, bringing about the devaluation they expect. So
even here high capital mobility ties the hands of the authorities.

In a fully flexible system high capital mobility tends to nullify the effects of
fiscal policy. A positive fiscal impulse for instance will drive the interest rate up,
inducing capital inflows. With fully flexible exchange rates an increased supply of
foreign exchange will not increase the money supply, as with fixed rates, but will
make the domestic currency appreciate. Exports suffer and imports increase,
counteracting the positive effect from the fiscal impulse. Monetary policy on the
other hand becomes more effective, as a monetary expansion will tend to depress
interest rates, inducing capital outflows and a depreciation, increasing exports and
diminishing imports. Monetary policy is successful (given sticky prices), but at the
cost of possibly high exchange rate variability.

Would it be possible to restore domestic macroeconomic autonomy by
imposing restrictions on capital flows? To some extent yes, but at a price. Let the
central bank for instance impose reserve requirements or a ceiling on foreign
borrowing by banks. This may work for some time, but as intermediation by the
commercial banks becomes more expensive as a result of such measures, non-bank

financial institutions will spring up to circumvent them. These and other restrictions
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on foreign borrowing, such as a permit system for foreign borrowing by firms, will
furthermore lead to red tape, misinvoicing and black markets. Indeed, the reason
why Indonesia started liberalising the capital account of the balance of payments
already in 1970, ahead of current-account liberalisation, seems to have been the
realisation by the authorities that monitoring and controlling capital flows would be
an uphill struggle (Cole and Slade 1992). Also, formal liberalisation in the European
Community was hastened by the increasing awareness of the authorities that control
of capital flows was well-nigh impossible (Bakker 1996). _

A central bank may also fry to mop up the extra liquidity provided by capital
imports if it does not allow these to drive the rate of exchange down. Such
sterilisation will be executed by open-market policies, i.e., by selling government
bonds. That may help to some extent, but if it is done on any large scale, it will send
bond prices down, i.e., interest rates up and induce further capital imports. Again, a
high interest elasticity of capital flows makes monetary policy in a fixed-rate system
a hopeless task. Moreover, such policies can be expensive for the central bank, as it is
quite normal for the interest rate paid on the debt instruments that the central bank
sells to be higher than the interest the central bank receives on the foreign exchange it
buys from the market (Bianchi 1993 p. 158). Estimates of the associated costs to Latin
American central banks range from 0.25 to 0.80 per cent of GDP (Calvo, Leiderman
and Reinhart 1996 p. 134). Central banks sometimes implicitly subsidize capital
imports. One way to cfo 50 is to provide a de facto free deposit guarantee to banks, as
happened in Chile during the runup to the 1981-1983 financial crisis (Visser and van
Herpt 1996). Another way is to provide swap facilities at the central bank, with the
central bank shouldering the currency risk. This also was the case in Chile until 1990
(Corbo and Herndndez 1996 p. 67).

Fiscal policy may offer a way out, but is politically difficult. If a governiment
reduces its expenditure and with it government borrowing, aggregate demand in the
economy will fall. As this reduces the demand for credit, the rate of interest will fall
too, making it less attractive for foreign lenders to supply credit (Calvo, Leiderman
and Reinhart 1994; Titelman and Uthoff 1994). A reduction in government
expenditure can also go hand in hand with an expansion in private expenditure,
especially if taxes are reduced in step with government expenditure. This could help
prevent a fall in RER insofar as private spending is to a larger degree directed to

tradeables, or imports, than government spending.
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Removing restrictions on capital exports may help too. In this respect
jnstitutional changes such as the growth of private pension funds and insurance
companies that are free to invest part of their assets abroad can be extremely useful, but
if such institutions do not yet exist or are still small, substantial effects are not possible
overright. There is of course also a role for prudential supervision, including
restrictions on open positions of banks and non-financial corporations in foreign
currency and reserve requirements on foreign deposits (Fischer 1997 p. 8). A country
such as Chile, e.g., in the late 1980s and early 1990s succeeded in limiting the damage of
capital inflows on the real exchange rate not only by liberalising capital outflows, but
also imposing reserve requirements on foreign credits and introducing a stamp tax on
foreign credits (Labain and Larrain 1994). Then, some flexibility in exchange rates, such
as widening of a band around some parity, may increase the exchange rate risk and
discourage short-term capital inflows (Corbo and Hernandez 1996 p. 69).

There was some hope that, even if restrictions in general appear not to be too
effective, restrictions on short-term capital inflows might at least serve to lengthen the
maturity of contracted foreign debt (Quirk, Evans et al. 1995 p. 43). This would make
sudden reversals of capital flows and currency crises less likely. However, it has been
found that long-term flows often are as volatile as short-term flows (Claessens, Dooley
and Warner 1995). Still, it stands to reason that some forms of long-term capital, first of
. all foreign direct investment, should be less volatile than short-term credit. Anyhow,
abundant capital inflows which carry the danger of sudden reversals remain a problem
that is difficult to deal with (see on the experiences of a number of Latin American and
Asian countries International Capital Markets 1995, pp. 80-108).

It has been argued by some, first of all James Tobin (1974 pp. 88-9), that a
generally applied tax on international financial transactions would be helpful in
preserving some national monetary autonomy. If foreign exchange transactions carry
a tax of, say, a half per cent, that would translate into 4 % for a three month foreign
exchange investment (Eichengreen, Tobin and Wyplosz 1995). The impact of the tax
would be higher the shorter the investment period and in that way national
monetary authorities would have some leeway for conducting a national monetary
policy that would not immediately be frustrated by international capital flows, as
this so-called Tobin tax would enable short-term interest rates to differ between

countries. By the same token, a Tobin tax would hinder speculative activity.
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It is, however, doubtful if the Tobin-tax would serve a useful purpose. If
market participants expect a substantial change in a currency’s parity, a one-half per
cent tax only increases the costs of speculation marginally and will not be sufficient
to deter such speculation {(cf Davidson 1997). On the negative side, if a government
has built up enough credibility, high capital mobility makes stabilising speculation
possible, inducing capital flows compensating current account imbalances. This
would be hindered by a Tobin tax. Also, one wonders whether, and if so, how,
covering foreign exchange risk in forward and futures markets could be made
exempt. The perfectly respectable activity of hedging foreign-exchange risk would be
punished under a Tobin tax, it seems, even if forwards would be made exempt, as
the banks that provide forward cover themselves hedge their risks by a spot
transaction. A tax on all foreign exchange transactions would of course also directly
be felt in any payment on the current account of the balance of payments. The
unintended consequence of a Tobin tax thus might well be that international trade
rather than speculative activity is hindered.

Furthermore, a Tobin tax would be difficult to put into practice. Fixst of all, it
would require all financial centres in the world to participate; secondly, if the Tobin-
tax is levied on foreign-exchange transactions, close substitutes for money will be
exchanged, in particular, people might engage in Treasury bill swaps (Garber and
Taylor 1995). If such swaps and other derivatives would be made subject to a Tobin
tax as well, they mighf kill the derivatives markets patient while (in the best of cases)
curing the speculative disease (cf Spahn 1996).

It may be noted in passing that a Tobin tax has also been advocated as a
means of bringing in funds for financing global developmental or ecological
programmes by the United Nations (see Arestis and Sawyer 1997). This is not our
subject here and we will not discuss the merits and demerits of the Tobin tax in this
application, but it should be remarked that the use of a Tobin tax as a source of funds
Presupposes that it is not too successful as a means to reduce the volume of
international capital flows (see for further analyses of the Tobin tax ul Hag, Kaul and
Grunberg 1996 and the review of that collection in Grieve Smith 1997).

It will not always be possible to prevent foreign exchange crises. Like in a
domestic financial system, a severe deflation could develop if no lender of Jast resort
steps in. The IMF has shown itself willing to take up this role on a world scale, not

only in the 1994 Mexican peso crisis and its tequila effect aftermath in Argentina, but
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also in the series of South Asian crises in 1997, This in itself is an excellent thing, but,
as in a domestic financial system, there is the danger of moral hazard. Foreign
investors may become complacent if they feel that the IMF will bail out a country
experiencing foreign exchange difficulties. The classic solution would be to leave the
market in uncertainty about the circumstances under which the lender of last resoris
would be willing to step in and for what amounts. It goes without saying that
creditors need up-to-date information on the foreign exchange and debt positions of
a country. This has not always been the case and the IMF has taken the initiative to
set up a Dissemination Standards Bulletin Board on the Internet. Given reliable
information, in principle creditors should be able to curb their herd instinct and stop
increasing their capital flows before it is too late. If not, there seems to be less reason

to prevent defaults on the part of at least some borrowers.

Preliminary Conclusions

It was shown that the stock market plays only a modest role in the financing
of (non-financial) business enterprises in the rich Western countries and Japan, but is
potentially very useful in valuing firms and disciplining management. In emerging
markets, however, its role in financing is gaining momentum, even if its role in
disciplining management leaves much to be desired. For another thing, it appears
that liberalisation of the capital account may lead to serious overvaluation of the
¢urrency, which is naf;curally followed by a sharp depreciation or devaluation. In
other words, high capital mobility carries with it the danger of a high volatility of
exchange rates, both nominal and real. Against this, foreign investments may deepen
the market and contribute to greater stability, especially investment done by in-
vestment funds that specialise in emerging markets. In this sense foreign stock
market investment could help stock markets to better fulfil their role as a valuing
mechanism. If, however, there would be signs of huge incoming investment simply
in order to make a fast buck, there would be a good reason to try and restrict those
inflows in order to prevent volatility, especially if those inflows would be large
enough to either appreciably increase the money supply or appreciably reduce the
exchange rate. Nonetheless, to throw sand in the wheels of international capital
movements looks like turning the clock back. High capital mobility is something we
have to live with. Its susceptibility to speculative moods could even be a blessing in

disguise, as it forces governments to stick to credible policies (credible as to their
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exchange rate commitments), as any policy measure that is seen as wavering, is
immediately punished. High capital mobility functions as a disciplining device for
governments. Capital flows to successful developing countries would not be
stemmed by a Tobin-tax, and other measures generally are only partially successful
at best and can be costly as well. That is something we may have to live with: the
opportunity costs of attempts to restrict capital inflows would be too high, if these

attempts are to be effective. Restrictive fiscal policies may offer some relief, though.

Section I
Policy with Regard to Capital Flows and Stock Markets

How to Ensure that Stock Markets Fulfil a Useful Function

Opening up the domestic stock markets may contribute to volatile capital
flows. On the other hand, foreign capital may contribute to higher price-earnings
ratios and thus to lower capital costs for investing firms. Therefore, opening up a
country’s capital markets should be timed such that volatility is least likely. Volatility
is a result of investors suddenly revising their forecasts of net returns on an
investment. One contributing factor to such changes of heart is a lack of direction in
the government’s economic policy. A prerequisite for opening up a country’s capital
markets should therefore be that a stable, credible economic policy is in place, aiming
at a stable and low rate of inflation. Also, stock market crises should be avoided as
much as possible, through disclosure and accounting standards. If and when such
things are in place, the link of the domestic capital market with world capital
markets can be strengthened by listings such as American Depository Receipts (see
for a wealth of empirical data Hargis 1997).

Stock markets can only play a useful role in a country’s economic development
if the issue of corporate government is handled in a satisfactory way. This requires, at
the minimum, good accounting standards and effective protection of the rights of
munority shareholders. Also, shareholdership should not be too concentrated.

It must be kept in mind that international investment through stock markets
only bencfits large firms. If they lead to net capital imports, though, more domestic
savings are available for investment through the financial institutions in smaller
firms. One cannot be sure that this will happen and, again, stable and credible

economnc policies that contribute to positive profit expectations are of the essence.
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Appendix
Stock Market Financing as a Substitute for Bank Financing

In an effort to estimate the contribution of financial development, and
especially stock market development, to the level and growth rate of economic
activity, Atje and Jovanovich (1993) developed a model which allows improvements
in the financial structure to cause a permanent increase in the growth rate. Financial
development was measured by the ratio of credit extended by private and
government banks to GDP and by the ratio of the annual value of all stock market
trades to GNP (trade was preferred over value outstanding because there are
countries where the aggregate value of stock is high but where little trade takes
place; consequently, the stock market plays no important role in allocating funds or
valuing expected returns). In an estimate for 94 countries over the 1970-1988 period,
the bank credit ratio did not seem to have an effect on raising the return on
investment, and with it on GNP growth, whereas runs with stock market trade as the
financial variable (for only 40 countries over the 1980-1988 period, because of data
problems) showed a statistically significant and quite large positive influence on
GNP growth, Now of course there is simultaneity in the sense that high prospective
growth makes for a high value of stock market turnover. Correcting for this
phenomenon by including the lagged growth rate of per capita output, however, left
the results essentially unchanged. A word of caution is in order, though. The
question of causality was not convincingly solved,, and reruns of the same model by
Harris (1997) using current investment instead of lagged investment, and employing
25LS to circumvent the possible endogeneity of current investment, failed to
corroborate Atje and Jovanovic’s findings. As for the lack of a contribution of the
bank credit ratio, this is probably too rough a measure. For one thing, if banks are
forced to grant credit to governuments or government firms, there is no guarantee that
the risk-return profile is the decisive factor in credit-granting; secondly, credit will
also be granted to consumers and lastly as an economy develops, other financial
instruments spring up and bank credit takes up a diminishing part of financial
intermediation. No surprise King and Levine's ratio of credit to private enterprise to
GDP performed better.

If stock markets are simply a substitute for bank finance, it should come as no
surprise that an overall positive relationship between stock market development and
economic growth is hard to discern empirically. Nonetheless, stock markets can play
an important role in an economy. If there is a large supply of stocks, the stock market
can fulfil its valuation, risk diversification and liquidity provision roles, even
without a large growth in the supply of stocks.. As for the good that stock markets
can do in less developed countries, there is every reason to believe that they can play
an important role, but it should not be assumed that they automatically will do so.
Often, trading is concentrated in a few stocks only and if no adequate accounting
standards and investor protection laws have been adopted, not much development
of stock markets is to be expected (Levine and Zervos (1995) p. 20). And then, stock
market financing indeed at times appears to involve no more than a shift from bank
finance to shares, without any perceptible increase in aggregate national savings
taking place (Singh 1997 p. 778).
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Chapter 3

Financial Crises, International Banking and the IMF

In most financial crises attention seems to be drawn to domestic factors and
the policy recommendations often concentrate on such issues as fiscal, monetary,
labour and foreign trade policy and neglect the international financial relations that
are often close to the heart of the financial crisis. The purpose of this essay is to
examine a number of cases where the financial crisis has a clear relationship to the
interruption of international bank lending and where the efforts of the IMF delayed
the economic recovery rather than promoted it. Two of the crises analysed are well
known major crises: that of Mexico in 1982 and Korea in 1997. The third crisis may
not have made as many headlines although it clearly represents highlights, even
more than in the two other cases, the vulnerability of a developing country to the
vagaries of the international financial system. Here we are of course referring to the
Indian crisis of 1991.

The analysis of these crises yield a number of recommendations:

1. The IMF should not become a mediator between the debtor countries and the
lending banks.

2. Through the implementation of austerity programs the IMF may in certain
cases exacerbate the impact of the initial financial crisis.

3. It would be advisable to adopt a dept-equity conversion mechanism that
allows private debt to be converted to equity.

Section I
From Financial Distress to Crisis

The purpose of this section is to develop a model of financial crises in
developing countries that have their origin in the sudden cut-off of short-term credit
by international banks. A key element of this model is that the value of the principal
is held intact. That is, the banks do not negotiate the value of their claims in
contradiction to the recent literature that compares the resolution of financial
distress problems given bank or portfolioc debt (Bolton and Scharfstein, 1996;
Diamond, 1993 and 1993a; Berlin and Mester, 1992; Rajan, 1992; Gilson, John and
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Lang, 1990). This literature holds that banks in comparison to bond holders will be
ready to negotiate with firms in financial distress.

The reluctance of international banks to negotiate may be the result of the
efforts of the IMF to prevent a free rider problem among the creditor banks and to
prevent the transfer of funds provided by the IMF to the commercial creditors.
During the Latin American debt crisis “the IMF became the enforcer of ‘involuntary
lending’, or, in the subsequent and sanitised official language, concerted lending”? in
order to prevent the free-rider incentive for each bank to get out while the others
were to continue or roll-over their lending. To the extent that the IMF continues to
pursue this policy in its mediation efforts it precludes banks from settling their
claims independently.

The second preoccupation of the IMF during the Latin American debt crisis
was that the funds it provided could go to pay the commercial creditors. In order to
avoid the transfer of funds the IMF resorted to the mechanism of requiring countries
to come to terms with the international banks. This not only led to the socialization
of private debt in countries like Argentina and Chile but also eliminated the
incentive of banks to negotiate the value of their claims. Eichengreen and Portes
state:

“... the Fund has been intimately if not always directly involved in debt
negotiations. The banks typically require that countries reach an agreement
with the Fund as a precondition for rescheduling. For its part, the Fund,
before extending assistance, normally requires that countries come to terms
with their commercial creditors to prevent the proceeds of the IMF loan from
simply going to the debt service. With a Fund loan hanging in the balance,
the creditors have added leverage in their efforts to extract favourable
rescheduling terms.”2

The self-reinforcing conditions described by Eichengreen and Portes make it
virtually impossible for individual banks to negotiate the value of their claims.
Thus, in contradiction to the literature cited above, at the international level the
settlement of bank debt is much more difficult than the solution of distress situations
involving bond debt. First, the price of bonds will change in response to both bond
and country ratings. Second, the long run nature of most bonds makes financial
panics less likely.

Sachs (1984) presented a model of “bank panics” where international banks

I Cline (1995), p. 206.
?  Eichengreen and Portes (1989), p. 13.
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would suddenly cease lending to sovereign lenders. A slightly different model with
the additional assumption that bank lending is evenly spread across firms may be
employed to explain the Korea crisis because the principal reason for the bank panic
remains country risk. The difference between the Sachs model and the one
presented below hinges on the reasoning for the supply schedule for bank loans.
Whereas Sachs justifies an upward sloping schedule by the risk of concentration of
bank assets in a particular country we argue that banks require greater returns if
they perceive their involvement in a country to be greater than that for other banks.
This twist of the model highlights an element of moral hazard to which international
banking is subject: as presented in the next section in the mediation between debtor
countries and creditor banks the IMF has pursued a policy of maintaining the
lending by all the banks involved in order to avoid the free rider problem. The

inverse of the supply schedule may be formulated as:

2.1

1) E(riy=p+f

F(0)=0

F)>0

s &
Where £U s the expected return by representative bank s on loans Z‘i" made to

enterprises f in country ¢, # stands for an international rate of return and L; stands
for the total bank loans to all enterprises in country i.

The gist of the supply schedule is that it presents the advantages of loan
diversification over a large number of banks. Thus, if there were a large number of

banks making loans to firms in country i the ratio in brackets in equation 1 would

approach zero and the expected return would be” .
On the other hand if the number of banks doing the lending were to decline

the remaining banks would perceive an increase in the risk of their credits, the term

in brackets would go up and the expected return would be larger than #,

The supply curve thus implies that lending to enterprises j in ¢ would be

forthcoming if all banks were ready to lend. The same finance would not be



45

available if all banks thought that the other banks would refuse to lend. Thus, from

one period to the next - in cffect a two period model - the j firms in country ¢ with

roll-over credits D, would be considered sclvent if their total income were to satisfy
the following inequality in the case that all banks were lending:
ZQ{-!->(1+,0)ZD,}-
2) i )

While solvent, the firms of country i might not receive the required rollover
Joans if some banks were to expect the other banks to stop lending. Toward the limit
where only a few representative banks s were left to do the lending the following
might very well be the case:

Zzu
ZQ;, <(+p+f] -t JZD;,

Thus, the combined income of the firms would not be sufficient to repay the
loan plus the interest in the period in question. The result is that if a bank were to
expect other banks to stop lending, it might be rational for the bank fo refuse to
rollover. If each bank were to stop lending on the basis of this expectation, the
expectation would become self-fulfilling, and one might speak of a “banking panic”.

In lending to the private sector international banks must be satisfied that in
the period under consideration the country can generate a sufficiently large surplus
on the balance of payments to provide the borrowing firms the foreign exchange
necessary to repay the loans. [f it should appear that the generation of this surplus
might prove impossible, then the banks might anticipate an exchange rate correction
that would lead them to stop rolling over their loans. The ensuing “bank panic”

would make the exchange rate correction unavoidable.

Section I1
The Crisis in Mexico in 1982

The August 1982 declaration by the Mexican government that it could no
longer service the debt ushered in an almost intractable international financial
problem that came to be known as the debt crisis. The debt crisis spread rapidly to

the other Latin American countries and to a large number of developing countries in
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Asia and Africa. The possibility of default by so many countries threatened the
existence of many industrialized country banks and led to concern about the
repercussions to the international financial system itself.

Although the dangers to the international banks and the financial system
were quickly defused, the problems of the indebted countries were not resolved with
the same celerity. This left the developing countries, especially those in Latin
America, struggling with a problem that determined their economic contraction and
stagnation for a decade.?

The recovery from the debt crisis in the early 1990s was shaken again by
Mexico in December 1994. At that point Mexico faced a foreign exchange crisis that
led it to devalue the peso. The Mexico financial crisis reverberated across Latin
America where it came to be known as the “Tequila effect”. Although this latest
financial crisis caused an economic contraction in Mexico and many countries in
Latin America in 1995, by 1996 there were renewed signs of growth.

The purpose of this section is to compare these two episodes in order to
determine the factors that led to a decade of contraction and stagnation in the 1982
instance and a one-year contraction in the 1995 case. In order to conduct this
exercise we concentrate on Mexico for reasons of brevity. Further, we also limit our
analysis to the foreign accounts. Although we do not want to slight the importance
of the internal policies pursued, we believe that these policies are adequately
reflected in the extérnal accounts.

With the data of the International Monetary Fund’s International Financial
Statistics (IFS) it is possible to follow the evolution of the Mexican external account
aggregates since 1979. Table 3.1 shows that from 1979 through 1981 the financial
account amply covered the deficit on the current account. The table also shows that
the situation turned drastically between 1981 and 1982: the capital inflow declined
from 26 to 3 billion US dollars. Following Jorgensen and Sachs (1989) in their
description of the crisis in the thirties it may be argued that the sharp reduction in
the capital inflows prompted the crisis and the suspension of external debt services.

Given that the cut-off in financial flows led to the financial crisis, the next
question is whether any of the components of the financial account can be singled out

as pivotal for the change in the aggregate account. The financial account is the sum of

3 Tt must be noted that the debt problem has not been resolved in many African countries that
continue to experience economic stagnation.
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the following accounts: direct investment, portfolio investment and other investments.
Each of these accounts has two sides: assets and liabilities. Therefore there are six
accourts that need to be examined for their influence on the financial account.

Table - 3.1

The Mexican Debt Crisis
{millions of US doliars}

Year Current Finan- Direct Portfolio Other Investmenis
Account cial Invest- Invesiment
Account ment  —---emeemee- Assets Liabilities

————— Assets Liabili-

Liabili- ties Total Banks Other Total Banks OGther

ties Sectors Sectors
1979 -5409 5120 1332 -51 -342 -1751 0 -1751 5932 2324 3788
1980 -10422 11508 2090 -17 63  -1229 -179 1066 10604 3778 6058
1981 16240 26601 3078 165 996  -4425 1204 -3221 26787 13141 11765
1982 -5889 2923 1901 275 64> 1101 1228  -232¢ 1203 -813  -1520
1983 5866 -3275 2192 -134 -519  -3551  -1091 2460 -1263 1769 -14066
1984 4183 81 154z -320 -435  -1580 95 -1675 874 658 -8584
1985 800 -612 1984 -389 -595 -089 -57 -932 -623 123 -12332

Source: IMF International Financial Statistics database (CD-Rom September 1998).

Looking through the diverse accounts the first thing to note is that Direct Foreign
Investment {DFI) did not lead to a sharp change in the financial account. With respect to
DFI assets, these are not important and were not reported in the IFS. The DFI into
Mexico declined from three to two hillion between 1981 and 1982. However, this one
billion does not go far in explaining the 23 billion decline in the financial account.

The portfolio investment accounts - assets and liabilities - were rather
modest in the early 1980s. Although they show great variation between 1979 and
1985, between 1981 and 1982 they accounted for a reduction of the financial account
of 241 million dollar: a small item compared with the US$ 23 billion that have to be
accounted for.

The asset side of other investments presented a decline of 3 billion in the
amount of capital exported as deposits, loans and trade credits. Thus this account
ameliorated the fall in the financial account which otherwise would have been 3
billion more, Within this account the Mexican banks stopped making deposits or
loans abroad and repatriated 1.2 billion in 1982. The other sectors of the economy --
excluding the monetary authorities, the government and the banks - reduced their

credits abroad by 0.9 billion.
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The liabilities side of the other investments account goes a long way in
explaining the financial crisis of Mexico in 1982, After registering an inflow of
capital of nearly 27 billion in 1981, in 1982 the corresponding figure was 1.2 billion.
The accounts responsible for the fall were banks and other sectors (the other sectors
of the economy excluding the monetary authorities, the government and the banks).

The inflow of capital in the form of deposits and loans to the banks fell from
13 billion in 1981 to the requirement for a repayment of 0.8 billion in 1982. The other
sectors ceased receiving nearly 12 billions in 1982 to make a payment of 1.5 billion in
1982. The repayment made by the other sectors climbed to 14 billion in 1983.

The financial crisis led the economy to stagnate in 1982 and contract in real
terms in 1983. Gross domestic product per capita declined by 9 per cent between
1981 and 1983 and remained stagnant. In fact, as shown in Table 3.2, real GDP per
capita had not even recovered to its 1981 level in 1994, when a new financial crisis
made its appearance.

Table - 3.2
The decline in GDP per capita in Mexico Following 1982

Year Per Capita GDP Annual Growth
‘ {New Pesos, 1990 * Rate (%)
prices)
1981 8,782 5.97
1982 8,533 -2.83
1983 f 8,056 -5.60
1984 8,152 1.19
1985 8,157 0.07
1984 7,741 -5.10
1987 7717 -0.31
1988 7,662 -0.72
1989 . 7.848 243
19490 8,066 2.78
1991 8,245 222
1992 8,382 1.66
1993 8,389 ) 0.08
1994 8,593 244

Source:  IMF International Financial Statistics database (CD-Rom
September 1998).
Note: The figures for 1995 and 1996 are not presented because of a
change in the series for population.
Section 111

The Korea Crisis of 1997

Until 1997 Korea was known as an economic miracle that showed:
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1. An average annual growth rate of § percent for the past 28 years.
2. A tiscal surplus since 1980;

3. A relatively small public sector with: a public spending rate of 25 percent of
GDP and a public scctor debt of only 3 percent of GDP;

4. Anunemployment rate of 2 percent;

An inflation rate of about five percent in the last few years.

U

The weak spot presented by the Korean economy was the rapidly growing
deficit on the current account balance in the three years to 1996. Towards the end of
1997 Korea was embroiled in a crisis with plummeting stock market prices, a steep
devaluation of the Won, widespread near bank failures and financial distress if not
outright bankruptcy by a substantial number of firms, The question that naturally
arises is what could have caused this very rapid change in South Korea’s outlook,

The Mexican expericnce of 1982 demonstrated that bank credit obtained on a
roll-over basis could dry up very quickly. In order to get an idea of the fragility of
the Korean economy due to its indebtedness to foreign banks, in Table 3.3 we
present the consolidated debt of Korea to banks in the Bank of International
Settlements reporting arca.4 This table shows two salient facts: first, of the total debt
of 103 billion registered at the end of June 1997, 70 billion had been contracted with a
short term maturity. At the same time, Korea held reserves of 34 billion, just about
half of its short term debt. Thus, abstracting from the fact that most of the debts had
been contracted by the private sector, the cssence of the problem was that if one or
more banks should delay the roll-over of their loans, Korea would inevitably face a
currency crisis. The second, that during the second semester of 1997 the banks had
alrcady begun their run by collecting 11 billion or 15 percent of their short term

loans. The total claims were reduced by slightly more than 9 billion or 9 percent,

Table - 3.3
Consolidated Cross-border Claims in All Currencies: Claims vis-a-vis Korea

{million US dollars)

Period  Total Short Share of Public Banks Other Share in Total (%)
Ending Term Short Term Sector Private

4 Austria, Belgium, Canada, Denmark, Finland, France, Germany, Ireland, Italy, Japan, Luxembourg,
Netherlands, Norway, Spain, Sweden, United Kingdom, and Uniled Slates.
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Claims* Claims (%) Public Bank Other
In Total Sector Private

Jun-94 48132 34908 72.53 3770 31979 12372 7.83 66.44 25,70
Dec-94 56599 40143 70.93 4931 37027 14624 8.7 6542 25,84
Jun-95 71430 51439 72.01 5518 47583 18308 7.73 66,61 25,63
Dec-95 77392 54130 69.94 5167 52209 19921 6.68 6746 25.74
Jun-96 88027 62332 70.81 5940 57852 24141 6.75 6572 2742
Dec-96 99953 67506 67.54 5677 65896 28310 5.68 65.93 28.32
Jun-97 103432 70182 67.85 4390 67290 31680 4.24 65.06 3063
Dec-97 94180 59444 63,11 3923 55951 34229 416 5940 36.34
* Up to and including one year maturities.

Source: Bank for International Settlements, The Maturity, Sectoral and natipnality Distribution of
International Bank Lending, May 1998 Press Release, First Half of June 1997, and Second half of
1996,

Moreover, there was a concentration of the foreign bank loans, principally to
Japanese banks, banks that could not afford to book any loses at this point in time
(See Table 3.4). Miller (1998) states that “a potential source of further instability in
South Bast Asia ... stems from Japan’s ailing banking system.”s

Finally, it should be noted that foreign bank loans formed a significant and
increasing portion of the bank loans to the private sector. While the BIS reported the
claims of foreign banks to be 103 billion, the claims by deposit money banks on the
private sector were 263,903 bn won at the end of June 1997 equivalent to 297 bn US$
at the then prevailing exchange rate of 888 won per US dollar (See Table 3.5}.

It is not surprising that the IMF data of September 1998 confirm the fact that a
bank panic may well be the cause of the financial crisis in Korea as presented in
Table 3.6. In contrast to a net inflow of capital of $24 billion in 1996, in 1997 the IMF
recorded a net outflow of $9 billion. That means a change of $33 billion in the
financial account. This turn around can not be explained on the basis of the direct
and portfolio investment flows. The problem does not originate in the account

“other investments: assets” either.

Table - 3.4
Claims of Banks of Different Countries on Korea: June 1997

Lending Country Claim Share in
{US$ mn.) Total (%)
Japan 23732 2294

5 Miller (1998), p. 441.



Cermany 10794 10.44
France 10070 9.74
United States 9654 9.63
United Kingdom 6064 5.86
Belgium 3899 3.77
Netherlands 1736 1.68
[taly 1369 1.32
Canada 1325 1.28
Austria 1212 117
Spain 546 (.53
[Luxembourg 528 0.51
Finland 106 0.10
Others 32087 31.02
Grand Total 103432 100.00

Source: Bank for Internalional
Netionality Distribution of Infernational Bank Lendtng, First Half of June 1997

Settlements,

Table - 3.5

The  Maturity,

Importance of Foreign Loans in Deposit Money

Banks Claim on Private Sector

Secioral

and

51

Period Deposit Money Bank Debt to Share of Foreign Bank
Ending, Claims on Private Sector Foreign Debt in Claims on
Banks Privale Sector
Bn. Won Bn. Uss* Nm/ I5% %
M @) 3 @) ©)
Jun-95 187947 2479 71.4 2838
Dec-95 200769 259.2 77.4 29.8
Jun-96 216795 2674 88.0 329
Dec-96 r 240936 2854 99.9 35.0
Tun-97 263903 2971 103.4 348
> Based on end of period exchange rates.
Source:  Col. 2 International Financial Stalistics CI> March 1998; and Col. (4) BIS.

The total of other investment Liabilities coincidentally explains the reductign of

$33 billion in the financial account. But this is mere coincidence because the loans by

forcign banks to Korean banks and firms declined by $20 billion and $18 billion

respectively. The government, that had never made use of foreign credit in the recent

past, all of a sudden increased its indebtedness by $5 billion. It may safely be concluded

that the Korean crisis was caused by the withdrawal of international bank loans.
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Section IV
India’s Crisis of 1991

Although very moderate in comparison to the Mexican and Korean crises the
Indian crisis of 1991 is again an example of a "bank panic”, As a malter of fact it is
probably a better example than the other two cases because of the small amounts
involved and because of the relative unimportance of the external sector to the
Indian cconomy.

Table 3.7 shows that between 1990 and 1991 the inflow of capital under the
heading “other investment liabilities” declined by bwo million. Given the
unimportance of the other balance of payments accounts at the beginning of the
19490s it may well be assumed that these 2,000 million contributed to the financial
crisis of 1991, Although 2,000 million may not sound like much in the present (1999)
circumstances of India, that sum represented almost twice the reserves of India,
which in June 1991 touched a low point of 1,187 million. The evolution of the
reserves in India during 1991 is depicted in Figure 3.1

Figure - 3.1
The exchange rate: Rupees per dollar
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A more detailed analysis by quarters reveals that the financial account capital
inflows decreased from 1,894 million in the first quarter of 1991 to 574 million in the
second quarter and to only 34 million in the third quarter (See Table 3.8). As noted
above the principal account responsible for this decline in capital inflows was the
“other investment liabilities” account. Thus, from the first to the second quarter of
1991 this account declined from a positive inflow of 2,303 million to an outflow of
173 million. All the sub-accounts of “other investment liabilities” contributed to this
decline with the exception of the sub-account concerned with bank loans to “other
sectors”. Bank loans to the monctary authorities, the general government and the

panks declined leading to the crisis which led to the devaluation of the Rupee

depicted in Figure 3.2.
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The inferences derived from the analysis of the IMF data can be corroborated
by looking at the Bank for International Settlements statistics with respect to “The
Maturity and Sectoral Distribution of International Bank Lending”. The BIS statistics
do not coincide with those of the IMF because the coverage is different. The BIS
figures only refer to loans made by banks from the BIS reporting area. The figures
presented in Table 3.9 reveal that BIS reporting area banks reduced their loans to
india by 1,528 million between December 1990 and June 1991. Two thirds of this
reduction, 1,125 million, was achieved by the failure to extend or roll-over short term
debts. The decomposition according to sectors reveals that between December 1990
and June 1991 the Government repaid 456 million, the banks in India repaid 608

million and the non-banking sector 378 million.
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Financial Other Inv,  Monetary General Banks Other
account Liabilities  Authorities  Govt Sectors
1990 Q1 1170 1435 150 1121 -84 247
1990 Q2 1057 653 423 22 =217 425
1990 Q3 1547 2146 635 693 -2b 843
1990 Q4 1754 1904 6h9 1163 -124 207
1991 ¢t 1894 2303 41 1331 321 550
1991 Q2 574 -173 -70 =247 -512 ab5
1991 Q3 34 1140 102 357 -88 769
1991 4 948 910 -370 =123 287 1115
1992 ()1 2351 1249 -639 =202 223 1868
1992 Q2 2392 1724 106 14 1370 234
1992 (3 272 -850 75 -1257 741 -409
1992 Q4 -395 464 865 101 <386 -115
1993 Q1 2749 2257 49 1748 430 31
1693 (2 763 212 -54 -858 966 128
1993 Q3 1177 az3 298 -653 443 235
1993 Q4 2354 533 211 -97 177 665
1994 1 4571 2129 -45 169 886 1118
1904 Q2 1097 -58 444 =292 113 -323
1994 (33 2591 854 -59 289 417 208
1994 Q4 2317 99 -197 -74 ~109 479
r Table 3.9

Claims by BIS area Banks: India

Total Shorter Public Banks Non-bank

loans than 1yr.  Sector private seclor,
Dec, 1950 12,149 4086 4,840 3,044 4,122
June 1991 16,621 2,961 4,384 2,436 3,744
Dec. 1991 11,088 3,185 4,711 2,184 4,142

* Up to and including one year maturities.

Source: Bank for International Scitlements, The Maturily, Sectoral and nationality distribution of

International Bank Lending.

With the intervention of the IMF the foreign exchange crisis of 1991 was

rapidly solved and the external sector picture of India improved in the subsequent

years. However, it is not entirely clear what concessions India had to make on its

development model - good or bad - in order to gain access to the IMF financing.

This will have to be a topic of further yet immediate research.



57

Section V
Conclusions and Policy Recommendations

The discussion presented above makes clear that one of the big threats to the
financial stability of developing countries is the stock of short term debt to banks.
Thus, although a lot has been said about the dangers of short term capital flows of a
speculative nature, we find that the main danger of these flows is that derived from
bank credit. The speculative herds of small investors have not really materialized
and what we find are small herds of very powerful banks.

The surprising fact is that these ‘bank panics’ occur even when the amounts
of money involved are relatively small with respect to the size and resources of the
economies in question. The deciding variable appears to be international reserves.
Thus the first policy recommendation that may be derived from the above is that
countries should very carefully monitor both state and private indebtedness in
relation to reserves.

Secondly, since the danger does not appear to come from the speculation of
small investors it appears reasonable to relax the regulations on portfolio and direct
investment in order to attain the same or increased capital inflows together with a
smaller exposure to intermational banks.

As a matter of fact, India has proceeded on exactly this course. After the 1991
crisis there was a shift in the finance of the Indian current account deficit from
foreign bank borrowing toward direct and portfolio investment. Thus for the period
1991-1997, after the reforms of 1991, we note that the cumulative current account
deficit amounts to $27 million and was morc than amply covered by the capital
inflow of $51 billion registered on the financial account. As shown in table 7, foreign
direct investment and portfolio investment increased from zero in 1990 to $3.3 and
$2.5 billion respectively in 1997, For the period 1991-1997 the cumulative figures for
forcign direct investment and portfolio investment were 10 and 15 billion
respectively and together account for half of the capital inflow recorded on the
capital account. The total of other investment liabilities relative to the financial
account declines in importance from 80 percent to 67 percent. However, with
respect to the other investment liabililies account we find that the forcign
indebtedness of the Indian private sector, including banks, is gaining importance

with respect to government debt. Thus, for the period 1991-1997, almost 90 percent
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of the foreign debts were incurred by the private corporations (60 percent) and by
[ndian banks (20 percent).

At the same time, it must be noted, the private sector undertook important
investments abroad. Thus, during the peried 1991-1997 the other investment assets
account increased by $7.5 billion. The amount of capital exported by banks was $4.3
hiflion.

In spite of the increased direct investment and portfolio capital flows
recorded in the period 1991-1997, in 1997 foreigh bank loans to the Indian corporate
sector were equivalent to 75 percent of the financial account. Thercfore, although the
general message from the analysis of the 1991-1997 period is that the foreign debt to
banks does not provide a cause for worry like it should have done in the Mexican
and Korean cases, the data for the last year do not lead to the conclusion that thesc
accounts should be neglected.

A second conclusion that may be drawn from the analysis above is that the
IMF should not intervene either to avoid the “free rider” behaviour of banks nor to
make sure that the IMF moncy does not get used to pay the banks. These two
concerns of the IMF have boosted the negotiating capacity of banks and have
precluded them from negotiating the wvalue of their claims. Thus a second
recommendation to developing countries involves the rejection of the IMF’s role as
mediator between the countries and the banks.

A third reccommendation, along the lines of the second and particularly
relevant for the case of private debt is that of striving for a debt-equity conversion
mechanism that does away with the ’seniority” of the banks. 5uch a mechanism
would lead to the prompt restructuring of firms in trouble as a result of their own
actions as well as those that may encounter financial difficulties because of economy-
wide changes like a modification of the exchange rate. The removal of the ‘seniority’
qualification for bank loans would make these more expensive for the borrowing
countries and less attractive to the banks. The short-fall in the flow of short-term
bank finance should be made up by the promotion of long-term capital flows that is
built in to measure removing the ‘seniority’ status of bank loans. This topic is

obviously one that calls for much more research.
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Chapter 4

stock Market Prices, the Exchange Rate, Technical Trading and
the Boom Bust Cycle of the Emerging Market Countries

troduction

A great obstacle to uninterrupted growth in many developing countries has
been the crratic behaviour of their external sector. The swings from boom to bust have
been much larger than could be explained by conventional models of the overshooting
of the exchange rate. The evidence points to the overshooting of capital inflows and
the development of unsustainable current account deficits followed by abrupt
devaluations or the adoption of stringent deflationary measures to restore equilibrium.
The recent Mexican experience illustrates this bchaviour well.

The experience of Mexico and other Latin American countries does not call to
mind the economics of rapidly equilibrating markets and "market cfficiency.”
Therefore, the purpose of this study is to develop and test a model to explain porttolio
capital flows and their repercussions on stock prices and the exchange rate in the

context of investinent decisions based primarily on technical analysis.

Background

The purpose of this study is to show that a policy of trade liberalization that
leads to an increase in the relative price of non-tradables in one country can lead to
short term feedback circle if an important group of foreign investors adopt a technical
trading strategy. A technical trading strategy — a general heading for a myriad of
trading techniques — can somewhat summarily be defined as an approach to
investing that relies on the forecasting of prices on the basis of historical price trends
and the changes in thesc trends.  Thus, the general idea is to study price movements
and anticipate whether the prices of stocks will be going up or down.

The assumption of technical trading does not appear to be unrealistic in view
of the accumulating weight of evidence that documents this phenomenon. Andrea
Terzi {1994) points out that the history of chartism goes back to the 19th century and

gained popularity through the pages of the Wall Strect Jowrnal: Charles Dow, who

developed the Dow Jones Index, presented his technical theory of markets in a series of

editorials in that renowned newspaper.
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In the past few years therc has been an increased intercst in technical analysis

as major journals such as The Economist and Business Week have documented the fact
that money managers have come to rely increasingly on the services of "technicians"
rather than economists to design their strategies for stock, currency and commodity
markets. Mark Taylor and Helen Allen (1992) report a survey by the Bank of England
that corroborates the fact that technical analysis is an important tool for {oreign
exchange dealers. Taylor {1995) reviews a slowly growing literature that rejects the
efficient market hypothesis for the cpitome itself of an efficient market: the foreign
exchange market. Pilbeam (1995) concludes: "fufure exchange rate research might
usefully combine Chartist techniques and Fundamental analysis."! Paget-Blanc {1994)
concludes that new econometric methods have led to improved analyses of time series
that provide support for the technical approach.

Thus, the proposition that stock market investors buy when prices are going up
and sell when they decline does not appear overly unrealistic. However, the technical
trading hypothesis does not accord well with the cfficient market hypothesis (EMH}
economists have paid precious little attention to the technical analysis approach: "If
markets are efficient, the (technical) analysis of past price patterns to predict the future
will be useless because any information from such an analysis will already have been
impounded in current market prices."? Terzi concluded that the apparent conscnsus
among econormists is that "technical analysis would apply to inefficient markets only."

Another aspect of technical trading is that it allows for the emergence of
bubbles, a phenomenon that stands in stark contrast with the implications of the EMH,
Bubbles have been the subject of much interest and controversy in economics.

Until the carly eighties the identification of speculative bubbles was mostly
restricted to the examination of the coefficients of autocorrelation: if these were not
statistically different from zero it was concluded that price variations were
independent over time.t Other early researchers (Shiller, 1981) used variance bound
tests as an indirect test for bubbles. The problem with these tests is that they tested a

joint hypothesis since they implicitly assumed the correctness of the dividend model.

' Pilbeam, p. 450.

¢ Malkiel (1987): 127-128.

* Tarzi, p. 205.

These type of tests are generally associated with Faia {1970).
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The same problem also came up in the next test to gain general acceptance: the
misspecification test suggested by West (1987). The problem with this test, as noted by
Flood and Hodrik (1990), is that it defines a test for a joint hypothesis: that the
underlying fundamental model is correctly specified and that there exists a bubble.
Because of this shortcoming this method has fallen out of favour.

Among the most popular tests used today are those by Diba and Grossman
(1984, 1988) and Hamilton and Whiteman (1985), who "recommended the alternative
strategy of testing for rational bubbles by investigating the stationarity propertics of
asset prices and observable fundamentals."s Recent examples of unit root tests include
Craine (1993) and Pittis (1993). However, in Monte Carlo simulations by Evans (1991)
the tests for stationarity, unit roots and cointegration frequently rejected the presence
of bubbles even when such bubbles were present by construction. Since Evans' note,
the newest test for speculative bubbles rely on regime switching and were proposed by
van Norden (1993) and van Norden and Schaler {1993).

In addition to the econometric literature reviewed above another approach to
the examination of bubbles that has blossomed in the past few years has centered on
the simulation of the profitability of having followed technical trading rules.
Examining the profitability of trading on the foreign exchange market Pilbeam (1995)
concluded “that at the three-month investment horizon there seems to be very little
reason either in terms of yield or risk to prefer the advice of Chartists over
Fundamentalists or vice-versa.”¢ Applying more sophisticated trading rules to nearly a
century of stock market data Brock, Lakonishok and LeBaron (1992) provide strong
support for the notion that technical strategies cannot be dismissed as useless. The
general shortcoming of the profitability tests of technical trading strategies is that, as
Brock et al. are quick to point out, the time series of stock prices may easily lend
themsclves to data mining.

However, in spite of the new developments in the testing for the existence of
bubbles, bubbles remain limited to being the errors around a fundamental model.
Thus, they do not seem to capture the phenomenon so aptly described by Keynes
(1936): "Speculators may do no harm as bubbles on a steady stream of enterprise. But

the position is serious when enterprise becomes the bubble on a whirlpool of

5 Ewvans (1991), p.1.
¢ DPilbeam (1995), p, 449.
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speculation. When the capital development of a country becomes a by-product of the

activities of a casino, the job is likely to be ill-done."”

The Model

In the last section two shortcomings of the tests for bubbles were described.
First, the testing problem, that the test involves a joint hypothesis with respect to the
correct specification of the model and the existence of a bubble. Second, the
phenomenon suggested by Keynes, that the problem does not appear to be that of
speculation around fundamentally correct valucs but rather, the determination
through speculation of a number of key prices for an economy: this appcears to be
specially relevant to Latin America.

The purposc of this section is to specify a model that captures the feedback
process between stock market prices and capital flows. The model will consist of two
parts, The first establishes the effect that capital inflows have on stock market prices.
The second specifies the technical mechanismm whereby rising equity prices and
currency overvaluation encourage further capital inflows.

The bubble test implicit in the specification of the model and its empirical
application differ from the tests described in the previous section: rather than
concentrating on the behaviour of price series it explicitly focuses on the capital flows
that feed the bubble. That is, rather than building a bubble into a model we test the
technical trading hypothesis against the EMH. However, it must be noted that in a
way the empirical test of the model shares the frequent shortcoming identified in the
previous scction: the choice and specification of the alternative model. We are
however confident of our specification of the EMH as will be made clear further on.

The model employed to derive the first part of the feedback mechanism is the
Salter (1959} dependent economy model. This model posits a small open cconomy for
which the terms of trade are exogenous: the distinction between import and export
prices becomes immaterial and imports and exports can be aggregated into a
composite good called ‘tradables’. The model further assumes full employment so that
the economy is always on the production possibility frontier that depicts the techrucal
substitution possibilitics between ‘traded’ and ‘non-traded” goods. Non-traded goods
are those goods or services that can not be traded because of their nature, transport

costs or comunercial policy.

¥ Keynes p. 159.
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In the context of the feedback mechanism we are particularly interested in a
distinct class of non-tradables: land, houses and equity shares. Although the
classification of stock-market shares as non-tradable might appear paradoxical in view
of their booming trade it must be remembered that all that is exchanged are titles to
domestic income streams. In order to clarify the notion that equities are not tradable it
is useful to draw their parallel to houses: the ownership and right to the rent of a
house in a foreign country does not make houses tradable.

Adding the assumption of balance on the current account to the two other
assumptions - full employment and the exogeneity of the terms of trade - permits the
presentation of the equilibrium position of the economy as point A in figure 4.1. At
point A the production of importables less the consumption of importables equals the
production of exportables less the consumption of exportables.

Figure 4.1
Equilibrium without capital inflows and excess demand for tradables and non-
tradables with assumed capital inflows

non-
traded

goods

traded goods

The consequences of the introduction of a foreign capital inflow are presented as
the relaxation of the expenditure constraint from EE to E'E’ and the shift away from

the equilibrium point A to an impossible point B. At B the consumption of both
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tradables and non-tradables would be greater than their production. Although the
excess of consumplion of tradables can be accommodated by imports or a reduction of
exports, equilibrium in the non-tradable goods sector requires either an increase in the
domestic relative price of non-tradables or an exchange rate appreciation. Either of
these changes or a combination of both will lead to an increase in the relative price of
non-traded goods as depicted by the lines NN and N'N' in figure 4.2, With the capital
inflow and the new set of prices production and consumption can take place at C and
D tangent to the new price lines. The consumption of non-tradables equals their
production. The difference between the production and consumption of tradables is
equivalent to the capital inflow.

Figure 4.2
Equilibrium with capital inflow and higher prices for non-traded goods.

mon-
traded

floods

traded goods

Thus the Salter model shows that a capital inflow can only be accommodated by
an increase in the relative price of non-traded goods with respect to traded goods.
What we have is that relative prices of tradable and non-tradable goods as announced
by a Walrasian auctioneer would adjust until the quantity of non-tradables produced
would equal the quantity demanded and so that the excess consumption of tradables
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would equal the capital inflow. Without a Walrasian auctioneer and a fully developed
general equilibrium model we can suggest that for a given capital inflow the extent to
which the relative prices of non-tradables have to increase depends on the marginal
rates of substitution and transformation: these determine the amount of production
that has to be shifted from the tradables sector to the non-tradables sector. Thus, we

might venture to write:

Where the carets " * " indicate percentage rates of change.
Pn - the domestic price of non-tradables;
Pr - the domestic price of tradables; and,

Q¢ - the volume of production of tradable goods.

Because the change in relative price of non-tradables can be obtained through a
combination of a change in the domestic relative prices and an appreciation of the
exchange rate it appears that the left hand side of equation 3.1 might best be modified
to include the exchange rate. At the same time because of the small economy
assumption the price of tradables can be assumed fixed and excluded from the
equation. "’

The percentage change in the production of tradable goods can be replaced by a
weighted sum of the percentage changes in the production of importables and
exportables. This sum can be proxied by the sum of the percentage change in imports

and the percentage change in exports: the coefficients of these terms will no longer

represent weights adding to one, however.

Equation 3.1 is thus rewritten as:

3.2 E‘i} =hM +b 3%

Where, as before, the carets “ » “ indicate rates of percentage change;

Py - the price of non-tradables;
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e - the exchange rate in terms of units of domestic currency per unit of foreign
CUrrency;

M - the volume of imports; and,

X - the volume of exports.

b =0, ba<0

The Salter model that shows that an assumed capital inflow will result in an
increase of the relative price of non-tradables or an exchange rate appreciation can be
‘closed’ by specifying the foundation for such a flow. The most uncomplicated
technical trading formulation that can be thought of may be: buy when prices are
going up and sell when they are going down. Thus it might be hypothesized that
capital flows are determined by technical traders on the basis of the behavior of the

international prices: domestic share prices corrected for the rate of exchange.

B
33 CF =| &
I [a i

In order to judge the usefulness of the technical trading model described by
cquations 3.2 and 3.3 above, its performance will be judged against a simple efficient
markets model. According to the efficient markets model, the real price of a share at
the beginning of a period t is given by:

()

i=f+] 1"‘?‘

L]
1

Where we assume a constant real discount rate r and the d: represent the
projected values of dividends at time ¢. Since the expected value of future dividends
cannot be observed we simplify equation 3.4 by assuming that dividends grow at a
constant rate g. Thus,

p=3 (“_g) =t p, (35)

s=1F] 1+?‘

The rate of growth of dividends will depend on the rate of earnings that are
plowed back into investment and the return on equity of the firm. In general it is
expected that the firms that have potential high rates of return on earnings should

exhibit high rates of retained earnings® Thus, in fact, the ratio of retained earnings

¥ See Bodie, Kane and Marcus, p. 530,
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could be used as an indicator of the return on equity and would also be a factor in the

determination of the growth of earnings. Thus, we might write:

g:(E;D)yM%wey >1 (3.6)

If we let (E-D)/E=k, then equation 3.5 simplifies to:

U+ky)D0
. (3.7)

Fo r—k?
From equation 3.7 we note that the growth rate g=k” must be less than the
discount rate if the equation is to yield a positive and non-infinite price.

Taking the derivatives of 3.7 with respect to &, » and Dy we may posit that the
price is an increasing function of k and Dy and a decreasing function of . Thus we
propose to examine the usefulness of the efficient markets model by estimating the

following function:

Py :f(Dz-’kt’rr] 49

In the technical trading feedback model we proposed that capital flows might be
determined by equity prices and the exchange rate. The alternative against which we
propose to test this formulation is a standard capital flow equation like that formulated

by Frankel and Okongwu (1996). Thus,
CF,=A+B(i pex —iys—& (39)

where: inex - nominal interest 1';te in Mexico
ivs~ nominal interest rate in the US
& - the expected rate of devaluation of the peso.

During the period under analysis the government first froze the exchange rate and
then moved to a crawling peg mechanism until the market forced it to abandon its
exchange rate policy. Under these circumstances it does not appear necessary to

formulate any specific mechanism for the formation of expectations with respect to the

exchange rate,
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Estimation Results

The purpose of this Section is to estimate and compare the technical hypothesis
model given by equations 3.2 and 3.3 with the EMH model specified in equations 3.8
and 3.9. The models are both tested for ghe period comprised between the first quarter
of 1989 and the first quarter of 1995. Since the data relate to an extreme economic
situation it was not judged relevant to test the variables for cointegration: it might be
anticipated that economic behaviour during this period would not necessarily coincide
with that during a more stable period. The variables were not subjected to a
logarithmic transformation because of the occurrence of negative values for a number
of variables. Unit-root tests were conducted in order to ensure the correct specification
of the dynamic models. The results, which are not reported here, indicate that all
variables are mtegrated of degree one. Each of the equations is estimated as a dynamic
model following the principle of ‘general to specific modelling” The general
specification adopted was that of an equation with four lags for each of the variables,
This specification was narrowed down by the introduction of restrictions. The general
specification adopted was that of an equation with four lags for each of the variables.
In order to obtain a more specific dynamic formulation with variables that show
significant explanatory power a number of restrictions were tested.

The models (3.2} - (3.8) and (3.3) - (3.9) are non-nested models. To test which set
of explanatory variables is relevant in explaining the dependent variable, we apply the

J-test of Davidson and MacKinnon; see e.g. Maddala (1992} p. 515 ff.

Model (3.2)
The basic specification of model {3.2) is:

£
with " indicating percentage changes. A plot of the untransformed data is presented

in figure 4.3%

¢ All the data presented here and in subsequent figures was obtained from International Monetary
Fund International Pinapcial Statistics and International Finance Corporalion Emerging Markets
Data Base.




Figure 4.3

Raw data on the dollar price of stocks, dollar imports and exports

[ _— b ]

- i -

[ /qu"ﬂ
£ . [
FTERRT AR R R AR P EE R RERT N R E TR T TR TS

= | =] =3

Although the theoretical model is written in percentage changes, the model is
estimated in levels to make it possible to compare model (3.2) with model (3.8), After a
general dynamic specification has been estimated, the following resticted specification
was found to fit the data the best according to residual autocorrelation tests and the
Akaike Information Criterion (AlC).

(f‘”—] =— 19040 + 0009 VM + 0009 VM, + 0005 M_, + 0008 M,_,
€5 (0995) (3447) (2168) (1.279) (2.465)

- 0007 V X, - 0008 V X,, - 0007 X,
(2.308) (2195) (1640)

P P
+ 0634 ‘F[—"] + 0626 v[—fij
(2754) €4 (2250) €

R =096; BG(4) = 433(0.36); LB{4) = 262(0.62); JB = 24%028)

WhereV x, = x, — x,_,, asymplotic fvalues are given between parentheses,
BGi4) and LB{4) are the Breusch-Godfrey and the Ljung-Box serial correlation tests up
to 4% order autocorrelation, and B is the Jarque-Bera normality test, all with p-values
in parentheses, The graph with actual and fitted observations is given in figure 4.4.
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Actual and fitted observations of the estimation equation for mode! 3.2
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Model (3.3)

The basic specification of model (3.3} is:

o)

and the plot of the data prestented in figure 4.5




Figure 4.5
Data on dollar stock prices and dollar portfolio capital flows
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Following the same principle as above the following estimation result has been
achieved for model (3.3).
CF,=-3984 + 056 CF_ + 077 VCF_,;

(0.05) (247) (362)
ciaw(%) -mer(B) el

R = 083 BG(4)=376(044); LB(4) = 236(0.67); JB = 101(0.60)
Again, the graph with actual and fitted observations is given presented in figure 4.6,

Figure 4.6
Fit of the estimation equation for model 3.3
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P
Although the estimation result suggests the specification of the restriction V ( & ] ,
€

P P
instead of [ N] and [—N) , the restricted result was not better because of more
e f e -1

autocorrelation in the residuals.

Model (3.8)

The basic equation for model (3.8) is:

[i_Nj, =f(D,k,r)

and the observed data are presented in figure 4.7
Figure 4.7

Data on dollar stock market prices, dollar dividends, retained earnings and the
Mexican interest rate (average cost of funds)
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The esimation result is:

[ﬂ\f.) = - 89.34 + 1031 D: + 450 D:_] + ’?‘035 k! + 11790 k; |

e/

R =09

The plot

(2.28) (3.28) (135) (1.61) (2.58)

P
- 102 Vr, - 148 r_, + 035 v(—”]
(2.67) (558) (195) ™ ¢

7: BG(4) = 2.57(0.28); LB(4) = 2.64(0.62); JB = 0.42(081)

=l

of actual and predicted observations presented in figure 4.8:

Figure 4.8
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Actual and predicted observations for the estimation equation for model 3.8
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The basic model and the data are as follows

CF = [lpee = o — ©),

e nia

*
De'fme lnlﬁ = (EMI'EX - IHS{I' - e) !
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Figure 4.9
Data on dollar capital flows and the US-Mexico interest rate differential adjusted
for changes in the exchange rate
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The estimation result is:
@F, = -217923 + 9042 int, + 074 CF_, + 033 CF_,
(131)  (154) (328) (LO4)
R = 059 BG(4) = 456(010); LB = 231(0.68); JB = 16.02{0.00)

Figure 4.10

The estimated and actual results of the equation for model 3.9
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The high value of the JB-statistic has been caused by the two outliers in the
residuals at the end of the sample period.
45  The Davidson and MacKinnon J-test

Supposc we have two non-tested hypotheses:
2
(1) Hy:Yt=fx, +u,u, ~ND(O,o,)

(2) H Yt=pz, +u,, u,~ND(O, O',z )

The Davidson and macKinnon procedure to test these non-nested hypotheses is
to include the preciictéd values of the model under H; in the model under Hpand test
its significance, and also for Ho and Hi reversed. So estimate model (2): @ = Az, and

estimate the regression equation:
yv=fx +tap +u,
and test the hypothesis @ =0. The usual frativ is asymptotically distributed as
standard normal. So four situations are possible: Ho and H; are both accepted or
rejected, or Ho is rejected in favour of Hy, or the other way around.
The following results have been obtained for the present data.
The price equations
Hp: model (3.2), Hy: model (3.8); t-ratio = 3.43;
Hy: model (3.8), Hi: model (3.2); t-ratio = 4.25;
so neither of the models is rejected.
The capital flow equations
Hi: model (3.8}, Hr: model 3.9); t-ratio = 5.46;
Ho: model (3.9), Hi: model (3.3); t~ratio = -0.35;

so model (3.9) is clearly rejected in favour of model (3.3).

Conclusions

The preceding section presented the results of the estimation of four dynamic
models stemming from economic theory, which fit the data very well, without
violating the standard econometric assumptions. Furthermore, through the usc of the
J-test of Davidson and MacKinnon it was possible to reject model 3.9 in favor of model
3.3 in spite of the fact that it was not possible to discriminate between models 3.2 and

3.8.
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The results presented in the last section are remarkable for two reasons. First, it
is striking that the dollar prices of stock market paper can be explained by either the
required adjustments in the goods market or by the financial results of the companies
listed on the stock exchange and the economy wide cost of funds. This implics that the
inflow of capital and the adjustment of the economy from tradables to non-tradables
goes hand in hand with greater dividends and retained earnings for the stock
exchange listed companies. This is not surprising in view of the fact that roughly three
quarters of the oufput of listed companies is destined to the domestic market.!®

Sccond, the rejection of the standard capital flow equation 3.9 in favour of the
technical flow equation 3.3 suggests that there may be a positive feedback mechanism
that may drive the economy away from equilibrium. Thus, the dynamic specification
of 3.3 together with the dynamic specification of either 3.2 or 3.8 would lead to a
bubble in prices and an overshooting of capital inflows.

Although the model does not help to identify when such a bubble will form or
when it will burst, it does alert to the unsettling fact that capital imports may not lcad

to the necessary expansion of the export capacity of developing countries.

M Please see: Bolsa Mexicana de Valeres, Indicadores Financierps: Tercer Trimestre 1996, pp- 40-41,
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Chapter 5

Stock Returns, the CAPM and Individual Firm
Characteristics in the Mexican Crisis

-~

A relevant question facing savers in developing countries is whether
investment in equilies will serve as an adequate hedge against inflation. A further
question jn a liberal capital flows cconomy is which types of stock will provide a
better hedge against devaluation. These are also relevant questions for policy
makers sccking to strengthen the financial sector to serve as an engine for growth.

The purpose of this study is to examine whether some stocks perform better
than others in the cvent of a devaluation. Further, since the characteristics that
might make a stock a better hedge in the case of a devaluation are known, we
examine whether the Capital Asset Pricing Model (CAPM) incorporates these
risk / return characteristics in the valuation of the stocks.

Event studics have typically been used to asscs the impact of firm specific
events such as mergers and acquisitions, earnings announcements and issues of new
debt or equity. Although it is claimed that such studies are also applicable for the
study of cconomy-wide cvents, MacKinlay (1997), Campbell, Lo and MacKinlay
{1997) and Bodie, Kane and Marcus (1996) all refer to McQuecen and Roley (1993) as
an illustration of the use of an event study designed to mecasure the impact of
unanticipated changes in the magnitude of announced macroeconomic variables.

McQueen and Reley study repeated events such as the announcement of
changes in US industrial production or the magnitude of the US trade deficit. lor
such repeated events it might be construed that the impact on different stock prices
might be estimated in order to construct a Markowitz portfolio.

The purpose of this chapter is to examine an event that js rarely repeated in
emerging markets, a large scale devaluation. The objective of this analysis 15 to
establish the predictive power of the CAPM and whether the CAPM disregards
public information that may be relevant.

In order to accomplish the above stated objective I will analyze stock returns
in Mexico between November 1994 and January 1995. The Mexican crisis became
apparent on December 20, 1994 when the government stopped supporting the Peso.

The evolution of the exchange rate is depicted in figure 5.1 and constitutes the main
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reason for our definition of the event window. The crisis also determined a drop of
6.1 percent in real GDP in 1995 after Mexico had exhibited an average rate of growth
of 3.5 percent between 1990 and 19%4.

Figure 5.1

Peso per dollar exchange rate

7.0000

6.0000 1

5.0000 +

4.0000 -

T

rate

3.0000 4
2.0000 +

1.0000 +

0.0000 44H+H+HH++H—H++H+H+H—H4+H+H—H4+H—|—H+H'+H—H+H+H+J

T 3333388888288°8°¢8¢8
ot I 4. I T I o™ I o Y oY IR =R e T R o o N Y I Y I o I o |
T TS 3532322322839 ¢9¢8
e e g g eegg Tt 2 e g

date

Section I

The Model

The standard way of conducting an event study as presented by Bodie, Kane
and Marcus {1996) is to use the index or market model as a proxy for the CAPM and
estimate:

. Re=a; + b R + &

Where Ry is the difference between the return of com}:;any i and the risk free rate: Rt
= 1 - rf. Similarly R represents the market return less the risk free rate: R = rme -
rf. The a; and b; are estimated for the number of enterprises in the sample and used

to calculate the abnormal return over the event window as:

2. ARt = Rir - ERit
Where ER;7 is the estimated net return at time T.
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The last step in the event study methodology is to explain the abnormal return:
3. ARi=a; + b{X;

Since this approach does not tell us anything about the contribution of the
CAPM model to the explanation of the abnormal returns, I prefer to derive the
model to be tested from the models developed to validate the CAPM. Thus, as
explained by Bodie, Kane and Marcus, the CAPM would be validated if the
estimation of:

4. Ri=do+ diby

Where b; is the beta estimated in equation 1, should yield the following results:
do=0
di = Ry

where Ry = ry - rf, the market return less the risk free rate,

Thus, in essence the validation test is an alternate specification of the CAPM
that we may use to calculate the effect of individual firm characteristics and the
explanatory power of the CAPM by writing:

5. Ri=do+ a’X; + diby
If the CAPM should dominate in the explanation of the individual firm returns we

would find:

du=0
d; = Rum
a1=0

That is, if the CAPM proves valid then the other factors will have little
explanatory power. In practice we expect the CAPM to contribute to the explanation
but expect the other factors to be relevant too.1

For the case of Mexice, whose financial crisis was marked by a devaluation of
the exchange rate and clear indications of an ensuing recession, the firm specific
variables taken up in the regression are:

1. the ratio of exports to total salcs;
2. the ratio of imports to total input costs;

3. the ratio of foreign indebtedness to total indebtedness,

The anticipated recession would be expected to affect those sectors most

sensitive to the business cycle: construction and commerce. Furthermore the

! Since the risk-free rate is the same for all enterprises in the estimation of equation 3> we use ri
instead of Ry, = vj( - 1f.
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expected increase in inflation and interest rates as a consequence of the devaluation
would be expected to hurt companies with a high ratio of bank to total debt because
bank debt is usually of a short-term nature and interest rates are adjusted at the roll-
over dates. Finally, as suggested by Bodie, Kane and Marcus (1996) a slowdown of
economic activity could differentially affect firms according to their stage in the
industry life cycle - proxied by the rate of growth of sales - and by the ratio of
variable to fixed costs: “Firms with greater amounts of variable as opposed to fixed
costs will be less sensitive to business conditions.”2

The model to examine the importance of these individual firm characteristics and
the CAPM in the explanation of stock returns across a financial crisis is the following:
6. 1= do+ a;* EXPSHR; + a,*IMPSHR,; + a;*FORDBTASS; +

a.*PCTBKDBT; + as*SHTLNASS; + as*GRSALES; +
a7*COMMERCE + ag*CONSTRUCT + d; *Eb;
+ dz *PCTXR + ¢

Where:
r; - the return for i.
EXPSHR; - the share of exports in the sales of company i.
FORDBTASS; - the foreign debt to asset ratio for company i.
PCTBKDBT; - the ratio of bank to total debt for company i.
SHTLNASS; - the ratio of short-term assets to long-term assets.
GRSALES; - measure of the growth of sales of company i.
COMMERCE - dichotomous variable to indicate whether a company belongs to this
sector,
CONSTRUCT - dichotomous variable indicating whether a company belongs to the
construction sector.

Eb; - the estimated betas from the first pass regressions of the index or market model.

With the model described above we would expect the coefficients for export
share, the ratio of short- to long-term assets and the growth of sales to be positive,
The other coefficients, for import share, foreign debt, bank debt and the construction
and commerce sectors would be anticipated to be negative. The coefficient for the
CAPM betas is expected to be negative in line with the negative Ry=rm -rf for the

period in question.

2 Bodie, Kane and Marcus (1996). 509.
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Section I1
The Data

The data to estimate the model were obtained from the price and the
industrial, commercial and services accounts data bases of the Bolsa Mexicana de
Valores (BMV). The data with respect to the sector to which companies belong was
obtained from the Anuario Bursatil of the BMV. The Anunario divides indushries into
the following sectors: mining, industrial, construction, commerce or retail trade,
services (other than financial), and holding companies.

Among the approximately 200 companies listed on the BMV in November
1994, the last month before the onsct of the crisis, the analysis was limited to
companies that showed more than five days of trading out of the possible twenty
trading days in November 1994. For the resulting 57 companies the series of stock
showing the greatest volume of trade was chosen as represenfative for the stock
price of the enterprise. This decision was necessary because “the Mexican equity
market is characterized by the existence of multiple classes {or series) of shares that
differentiate between national and foreign investors, individual and institutional
investors, and general and financial issuers.”®  Although in a limited number of
cases 1t is possible to identify the characteristics of the different series, in most cases
that proves impossible because of “the fact that companies routinely change series
designations after corporate actions, although the underlying changes have no
effects on ownership or voting rights.”¢ It is anticipated that the scries selected will
correspond to the B series of stocks because of the “greater liquidity in these shares
relative to the often inactively traded restricted A series.”s

Data was available on a daily basis for the 57 companies starting in 1991. For
the 45 months between January 1991 and November 1994, the estimation window,
the stock prices of the individual companics were calculated as the average price
during the last five trading days of each month in order to minimize the loss of
company enfries during the period in question.

On the basis of the monthly price information for the 57 enterprises a market

index was constructed for the period utilizing the company value traded of

* Domowitz, Glen and Madhavan (1997); 1062,
1 Domowitz, Glen and Madhavan (1997): 1064.
7 Demowilz, Glen and Madhavan {1997): 1066,
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November 1994 as weights. For the calculation of this index if a particular company
price was missing for a particular month then the data from the previous month was
used.

The monthly return per company was calculated as the percentage price
change plus the ratio of the dividend divided by the price less the risk free rate. The
risk flree rate for any one month was taken to be the rate on 28 day peso
denominated trcasury certificates (CETES} at the first emission for the month in
question.

The market return was calculated as the percentage change in the market
index less the risk free rate defined above.

The export share of a company was calculated on the basis of the data
provided by companics to the BMV for the third quarter of 1994, We may safely
assume that the company export and sales data are not influenced by the financial
crisis that was to ensue. Unfortunately the data set does not contain data for the
share of imports in production costs. The use of the import data for 1996 as a proxy
for the 1994 figures was avoided because these figures would obviously reflect the
effects of the financial crisis.

The third quarter 1994 data were also used to compute the variables relating:
foreign debt to assets: bank debt to total debt; and short-term assets to long-term
assets. The data employed reflect the stocks of debts outstanding and assets held.
The growth of sales was calculated by comparing the third quarter sales of 1994 to

similar figures for 1993.

Section III
Empirical Results

Figure 5.1 presents the evolution of the Mexican exchange rate during the
period December 1994 to February 1995. Because the plunge in the exchange rate
took place in the last days of December, when financial markets are not as active and
are closed for Christmas, we look at both the December and January event windows.
In the analysis of the January window we take the cumulated return on both
enterprises and the markets from the end of November 1994. The results of the
index or market model for the 57 enterprises selected are presented in the appendix.

The results of the estimation of equation 6 for both the December 1994 and

January 1995 windows are presented in Table 5.1 which confirms our initial
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suspicion that the December 1994 window would not yield very significant results
pecause the financial turmoil only took place toward the end of the month when
financial markets are not as active as usual. Nonetheless the coefficients for export
share and foreign debt to assets present the anticipated signs and are significant at
the 5 percent level. The coefficient for construction also presents the expected
negative sign at the 10 percent significance level. The CAPM beta coefficient
showed the correct negative sign since Ryr was equal to -0.30 for December 1994.
However the coefficient was not significant. The coefficients for import share and
the percent exchange rate change did not prove to be significantly different from
zero. The explanatory power of the regression as judged by the R-square is low in

accordance with the abave mentioned suspicion.

Table 5.1
Stock returns, CAPM and firm characteristics
December 1994 January 1995
parameter standard sign. level parameter standard sigmn. level
estimate error estimate error
Intercept 0.018 0.053 0.044 0.054
Export share 0.369 0.158 el 0.416 0.159 i
Import share 0.991 0.600 -0.012 0.604
Foreign debt to assets
0.378 0.153 > -0.410 0.154 ok
Percent bank debt -0.140 0.125 -0.282 0.125 =
Short to long term
Assels 0.017 0.015 ' -0.008 0.015 )
Growth of sales 0.076 0.049 0.167 0.049 il
Commerce -0.044 0.064 -0.111 0.064 b
Construction -0.092 0.069 * -0.260 0.070 o
CAPM Beta -0.032 0.031 -0.088 0.031 i
Adj. R-square 0.180 0.474

Significance levels: ***, 1 percent; **, 5 percent; *, 10 percent.

The results for January 1995 indicate that the CAPM contributes significantly
to the explanation of the divergence in stock refurns across the economic crisis.
Nevertheless, it must be emphasized that the CAPM betas are only one among
several factors that explain the individual firm returns. Thus it appears that the
CAPM does not seem to take into account the variance due to exchange rate
fluctuations and macroeconomic changes that are not infrequent in emerging

markets, The export share of firms has a positive coefficient significant at the 1
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percent level. As anticipated, the coefficient for the variable foreign debt to assets is
negative at the 1 percent level. The coefficients for growth of sales and the
construction dummy also showed the expected signs at the 1 percent level. The
coefficients for percentage of bank debt and the commerce dummy present the
expected  signs at the 5 percent level. The coefficients for import share and
percentage change in the exchange rate were not significantly different from zero.
The explanatory power of the regression as judged by the adjusted R-square is good.

The results presented in the January 1995 window indicate that the CAPM
does not take into account a substantial amount of information that is relevant in
situations of financial distress and macro-economic change. Whether the CAPM
estimated over a longer period - to include the 1976, 1982 and 1988 criscs for example
- might make better use of this information remains an empirical question that is not

addressed here,

Section IV
Conclusions

The results presented in the previous sections are interesting because they
show that some stocks prove to be a better hedge against devaluation than others.
The results also show that the CAPM does not take into account information that is
very relevant when economic circumstances change. Thus, while the proportion of
exports of a company or the degree of foreign indebtedness may not be relevant for
the composition of a portfelio in normal times, they may prove to be very important
when the economic situation changes radically.

This study also suggests a clear research agenda. First, it would be worth
while to examine whether the Mexico results can be replicated in the case of
Thailand, Indonesia, Korea and Brazil. Second, it should be possible to discriminate
among the returns of companics in the developed countrics on the basis of the
importance of their foreign investments in view of the changes in the dollar-curo-
yen exchange rates. This rescarch should have immediate practical relevance for the

composition of portfolios.
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Appendix |
Market Model Regressions

oBS EMISORA INTERCEP  STE_IN X  STEX PCXR STE_PCXR _ADJRSQ_
1 AATENSA -0.34 0.31 -0.62 1.31 §.51 6.48 -0.08
2 AEROMEX -0.01 0.07 1.13 0.29 -0.08 1.70 0.28
3 ALFA 0.00 0.06 0.95 0.23 0.85 1.33 0.25
4 APASCO 0.07 0.04 147 0.15 .74 0.89 0.62
5 ARGOS 0.44 0.08 2.65 0.31 -0.26 1.79 0.68
6 ATY 0.18 0.12 148 0.48 -0.27 1.95 0.44
7 AUTLAN 0.27 1.49 1.37 7.89 0.04 84.21 -0.58
8 BEVIDES -0.02 0.07 0.90 0.31 1.13 145 0.26
9 BIMBO 0.07 0.08 119 0.31 0.21 1.81 0.22
10 BUFETE -0.02 0.30 0.49 1.20 -3.09 5.69 -0.15
11 CELANES -0.18 0.15 0.18 0.59 8.21 3.42 0.08
12 CEMEX 0.23 0.08 1.82 0.32 -0.69 1.87 0.41
13 CIFRA 0.04 0.04 1.02 0.18 0.18 1.04 0.41
14 COMERCI "0.01 0.06 0.94 0.23 0.77 1.34 0.28
15 CONTAL 0.13 0.14 1.24 0.58 5.46 2.93 0.27
16 CYDSASA 0.1 0.10 1.44 0.40 1.60 2.33 0.20
17 DESC 0.10 0.09 1.3 0.35 0.53 2.07 0.22
18 DINA 0.07 0.10 1.32 0.41 -0.02 1.96 0.31
19 ELEKTRA 0.14 0.06 1.71 0.28 17.69 3.14 0.92
20 EMPAQ 0.35 1.20 1.05 4.84 1.37 28.26 -0.05
21 FEMSA 0.11 0.06 1.44 0.22 0.23 1.30 0.47
22 GCARSO 0.20 0.07 1.69 0.29 -0.89 1.66 0.44
23 GCC 0.10 0.07 1.27 0.29 -0.59 1.65 0.36

24 GEO 0.16 . 148 . 0.00 . .
25 GEUPEC -0.09 0.18 0.26 0.70 ~1.70 3.72 0.04
26 GFESA 0.07 0.18 0.36 0.94 +32.90 10.95 0.89
27 GIGANTE 0.05 0.09 1.19 0.36 -0.56 211 0.19
28 GISSA 0,02 0.05 0.63 0.21 0.66 1.04 0.41

29 GMEXICO 141 . 6.35 . 3214 . :
30 GMODELO -0.11 0.04 0.50 0.16 0.58 0.69 0.48
31 GRUMA -0.13 0.36 0.01 1.89 +13.38 19.22 0.13
32 HERDEZ 014 0.14 0.40 0.55 4.18 317 0.00
33 ICA 0.00 0.0 0.94 0.18 0.25 1.00 0.47
34 JDEERE -0.23 0.13 £0.15 0.53 -8.08 2.94 0.13
35 KIMBER 0.10 0.05 1.38 0.21 0.39 1.21 0.49
36 KOF 0.07 0.05 1.19 0.21 -0.65 1.00 0.71
37 LIVEPOL 0.07 0.11 1.22 0.45 -1.47 235 0.18
38 MASECA 0.15 0.10 1.58 0.39 041 2.26 0.25
39 MODERNA -0.09 0.10 0.44 0.42 0.89 245 0.02
40 NADRO -0.06 0.31 0.57 1.21 1.37 6.52 0,06
41 PEPSIGX 0.08 0.09 0.79 0.32 1.87 212 0.37
42 POSADAS 0.10 0.11 1.31 0.45 -0.29 2.24 0.24
43 SANBORN -0.06 0.20 0.61 0.80 6.64 4.52 0.02
44 SANLUIS 0.69 0.41 3.41 1.66 7.21 9.34 0.08
45 SEARS 0.29 0.14 2.00 0.56 -0.88 315 0.27
46 SIDEK 0.12 0.0¢ 1.27 035 1.35 2.03 0.20
47 SITUR 013 0.06 1.39 0.23 0.63 1.37 0.50
48 SORIANA 0.14 0.08 1.58 0.38 0.19 2.22 0.26
48 TABLEX 0.18 0.16 1.48 0.63 4.99 3.42 0.10
50 TAMSA -0.19 0.11 0.30 0.45 3.83 2.59 0.01
51 TELMEX 0.02 0.04 1.05 0.1% 0.35 0.86 0.54
52 TEXEL 042 0.34 2.50 1.35 4.26 7.61 0.04
53 TLEVISA -0.05 0.09 0.86 0.35 0.10 1.44 0.29
54 TMM 0.00 0.09 0.98 0.35 1,24 2.03 0.13
55 TRIBASA 0.29 0.1 1.92 0.46 -1.22 214 0.57
56 TTOLMEX 0.20 0.06 1.67 0.23 1.04 1.34 0.53

57 VITRG G.00 G.08 0.90 0.29 «0.04 1.12 0.47
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SOME ASPECTS OF THE INDIAN STOCK MARKET
IN THE POST-LIBERALISATION PERIOD
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Flaring

ale seclor.

fuetion
Linder the structural adjustiment  programme
any developing countries made substantial
plicy changes to pull down the administrative
iers o free flow of foreign capital and
mational  trade. In the same  wvein,
girictions and regulations on new investments
Uin reserved areas for  public sector withessed
"diu.'al change. Strengthening of capital markets
“was advocated for successful implementation of
he privatisation programmes and  altracling
eaiemal capital flows [World Bank, 1996, p.
106; UN, 1996, p-4].' The main atiraction of the
‘capital  markels 15 that they  provide for
entreprencurs  and povernments a means of
mobilising resources directly from the investors,
‘i o the investors they  offer liquidaty  [fidia,
1986, p. 6). It has also been suggesied that
liguid markets improve  the allocation of
espurces and  enhance prospects of long  term
eoonomic growth [Demirgue-Kunt and Levine,
1996, Pp. 291-321). Stock markets are also
tipected to play 2 major role in disciplining
CEpany Managements,

In India, stock market development received
tmphasis since the wvery  first phase of
isation in the carly ‘eighties. Additional

s a part of the process of economic liberalisation, the stock market has been assigned an
artani place in financing the Indian corporate scctor. Besides enabling mobilising resources
= pvestment, directly from  the investors, providing
and disciplining company managemen! company managements are the principal
= tjons of the stock markets, This paper examines the developments in the Indian stock market
e oo the ‘ningties in terms of these three roles, Share price indices have been constructed for the
ars 1094 o 1999 at select company category and industry levels to bring out the investor
eeferences and their implications for the resources mobilising capacity of different segments of the

liquidity for ithe investors and

process got decpened and widened in 1991
as development of capital markets was made an
integral part of the restructuring strategy. Adler
1991, as a parl of the de-repulation measures,
the  Capital Issues Comtrol Aci, 1947 that
required all corporate proposals for going public
to be examined and approved by the
Government, was dispensed with [Narazsimham
Committee Report, 1991, p. 120)°  The
Securities and Exchange Board of India (SEBI)
which was set up in ecarly 1988 waz given
statutory recognition n January 1992 to.frame
rules and guidelines for various operations of the
Stock Exchanges in India. The Ower the
Counter  Exchanpe of Imdia  (OTCED
cstablished ecarlier for  serving the smaller
companies became operational in Seplember
1992 and the National Stock Exchange was set up
in Mumbai in 1994, India's official Economic
Swrvey [992-03, observed that the process of
reforms in the capital market

needs o be deepened o bring
about speedier conclusion of transactions,
greater fransparency in  operations,
improved  services o investors,  and
preater  imvestor  prolection while at the
same lime encolraging corporale seclor

tmphasis  followed after the liberalisation to raise resources directly from  the

K& Chalapat Bao, MUK, Murdly ssd KVK Rangansthan ane Principal Bescarchers @ Inatstoke for Stadicd i indusinal
ul‘!ﬂupnurlr., Marendra Miketan, Indaprasta Estaic, Mow Delhi = 110002,

This is & reviied s updeted version of o paper prepere] inder the projezl Glohal Capile] Flows sad the Indiss Soock Market
Fonsarcd by (he Indo-Duwteh Programme om Aliamatives it Developmont (IDPADY The authors with o thank 5.K. Gayal, the Projecl
u'mﬂrr, fow hig seppont and geidance. Ameng the praged] personnel the suthocd wish 1o thank especially lam ter Wengel, BUP'. Sk,
""H-Ipuh. UGasg. Sandip Sarkar, and KB Tripathic Yinish Kothuria and Alok Paranik offered many wseful sappestions. The osal
disclaipners apply
Since this Dicioher-December, 1999, sue ol the Jourml Bag heen delayed by o quarier, the revised versson of this paper could

WKoiparale soang ol the information boyvomnd Decseber, 1999 - Edisse]



grarket on an imcreasing  scale.  Major
modernisation of the stock exchanges 1o
weing them in line with world standards in
ierms of transparency  and relichifity is
gl necessary if foreign capital is o be
agitretcted on any significant scale
Fmp}ﬂ!ﬁi!ﬁﬂdﬂtd}l [Economic Servey, 1992, p,

67]

This paper secks to examine the
gevelopments in the Indian stock market in the
\et-liberalisation period n respect of the main
functions of resource mobilisation and providing
Giouidity. The detailed exercises cover 1996 to
11999 and are based on the daily trade data at
“[he Stock Exchange, Mumbai (BSE)." A further
girempt  has been made to  examine the share
arice movements during 1994 to 1999 at certain
company category and industry levels.  An
gttempt has  also been made to study the
jmplications  of the prevailing shareholding
patiern of listed companies for monitoring the
-managements, Another important aspect, relating
o foreign  portfolio investments on the Indian
‘stock exchanges, forms the subject matter of
the gccompanying  paper Foreign Institutional
rvestments and the Indian Stock Market'.

Groweh of the Indian Stock Market

Stock exchanges have a long presence in
India. The BSE, the oldest one, was established
in 1875. At the time of Independence there
were seven  stock exchanges functioning in
different parts of the country. The ‘cighties
wilnessed impressive expansion in the number
of listed companies, amount of capital listed,
market capitalisation and value of shares sold and
purchased on the exchanges (Table 1). Eleven
stock exchanges were given recognition during
this period. The number increased further 1o 22
(excluding the National Stock Exchange) by
1995, The  overall number of exchanges
continues 1o be the same, The expansion during
the ‘cightics was probably the after-effect of
the acceptance of the recommendations of the
Study Group on Financing of the Private
Corporate Sector in the Sixth Five Year Plan
(1980-81 to 1984-85). The Study Group
sugpested measures (1) to improve abiraction of
various invesiment instruments for small savers;
and (it} strengthen the mfrastructure of the
capital markets [fedia, 1982, Pp. 117-121;
Nagaraj, 1996, Pp. 2,553.63].

Table 1. Select Indicators of Stock Market Growth

 Year Murmiber of Mumber of

Swck Listed Cos.
Exchanpesy

in (] 3}

1580 2 21,265

1943 14 4,344

1991 0 6,220

1995 n 5077

Koie:

¥ Excluling the Mmional Sogk Bxchange (NSEL

{Amen in Bs Ceore)

Mlarket Value D at Markel

of Capital Current Capsitalisaiion

of Listed Prices a5 % of GLAP
Cini. BT R et

() (5h LA

6,750 1T 550

25302 32370 1089

11020 552,768 19,95

635375 G502 ba.47

Market cagrtalisation and GDP comespand 1o calessdar and finescial years, respectively.

Jowrce  Dased an: (i) Bombay Stk Exchange Official Directory, “Onganisstion of the Stock Market in India’, Val. 911, 1997 and
4} Bamhay Saock Exchampe. The Steck Marker Tosfay, 1992, GDF datn ase taken from Ecewomic Surve: 1997-98

Dilution of foreign equity by FERA (Foreign
"_"fﬂ*l'ge Regulation  Act, 1973} companies’
turing the Jatter half of the 'seventics and early
Eighties also helped in populanising  stock
‘Market as 2 means of investment by individual
Svestors. Due to the relatively higher retum on
e shares of FERA companics, it was considered
e and more profitable by the general Indian

public to subscribe to public issues by FERA
companies [Goval, 1979).° The atraction of
FERA companies for the Indian shareholders can
be gauged from the fact that a number of 155ucs
were oversubseribed multiple times [Chaudhun,
1979, Pp. 734-44).°

The growth in numbers and paid-up capital
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e ay not fully reflect the importance of the
* market in the cconomy. The market
sation ratie  which 18 armived at

L ding the value of listed shares by the GDP is
" jed as @ measure of the size of stock
in a country. The ratio increased from
Lyt 1:5 in 1991 to almost 2:3 by 1995 [Kunt
Lavine, 1996]." Another indicator of the
s e importance of stock market could be the
e of cquity capital of listed companies in the
Sid-up capital (PUC) of Indian corporate sector,
2o value of PUC of companies listed on the
ok exchanges of India is, however, not
Lailable in a longer time perspective. Since the
BSE is the oldest exchange and i1 has been the
most significant one, operations of the BSE can
e taken to reflect the growth in size and pattern
- sinck market in India® At the beginning of the
tics, the equity capital of BSE listed
companics accounted for a little more than 30
per cent of the paid-up capital of all public
gmited companies (Tables 2a and 2b).  Their

SOME ASPECTS OF THE INDIAN STOCK MARKET

share rose sharply thercafter and by 199596
almost trebled o 93 per cent. Though this
appears o be an over estimate, it does indicate
the relatively important place attained by the
stock market for the Indian corporate sector
[CMIE, Capital Markets, 1997

Resource Mobilisasion

With the repealing of the Capital [ssues
Control Aet, 1947 (CICA) in May 1992 it is no
more necessary  to obtain prior government
approval for access to the capital market. The
rapid increase in the number of companies histed
on the BSE during the early part of the
liberalisation period, has to be seen in this
background. The number of companies listed on
BSE more than doubled between 1991-92 and
1995-96 and the equity capital increased by more
than five times. The number of isswues increased
from 455 in 1991-92 to nearly 1,700 each in
1994.95 and 1995-96 (Table 3)."

Table 2a. Importance of Listed Companies in the Corporate Seclor

{Amounl in Ks Crorc)

Year eod Mumber of Kumberaf Cos. Mo, of Cos. Paid-up Capital  Bquity Cagital of
Pilstic 15d. Lstedonalithe Listedon BSE  of oll Public Coa. Lisied on
Clost Sick Exchanges Led. Cos. BSE
L) (i (EY 1) (%) i}
156091 TSR 6119 TATI IBAGY.Y 12,205
1549103 20,792 6,480 2600 50,B045.0 16,128
1991-0] 34,012 6,524 3360 79207 24,527
199114 8000 1411 3553 71,856.2 A, B0
195495 4 2 9.7 4, T0L AT 61,514
19980 7402 LT 5400 1130423 105,284

¥ Year endimg 315 Mareh,

Souwce: Basod on ST publications and Mimisiry of |aw, Justice & Company Affxirs, Annual Report of the Working and

Adwiniatranioer of the Companier Act, 1956 for verious yoars.

ey

Table 2b. Relative Importance of Lisied Companies in the Corporaie Secior

Year-end Mumber of Listed Coa. A Perceniage of Mumbes! PLC of BSE Libed Cos. a5
All Pubdic Limited Cox. Perotage of
All Pubdic Limdged PG of all Public
Chomie Limmibed Cos
{1} Py {3} (4]
159001 nm Q0 ILES
199102 21,74 ETY ILT4
1582493 20,30 . e ] 42 34
195304 2056 243 67,54
H LS 10.85 |00 5 5
1S 15858 o.TE 2113

_\_\_| e
Souree: See Table 2,
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fler, the issues declined  steeply and
: 156 in 1997-98, which is abowl one-third
the 1991-92 level, In terms of the amounts
. the decline was sharper in case of non-
companics  [SEBI,  1998.99]."
the repealing of CICA, a few  major
seem 0 be responsible  for the initinl
g in the number of issues. Firsi is the stock
© Shoare prices mcreased rapidly within a

CCT=-DECTI0

span of three months (Jan-Mar 1992} during
which time the BSE Sensitive Index (Sensex)
miore than doubled from abost 2,000 to 4,400,
This seems to have given the investing public an
idca of the windfall gains that can be had from the
stock market and created a “herd” mentality.
During the boom period, shares of even loss-
making companies commanded high premium
[India, 1948, p. 5)." In such a situation, it would

Table 3. Capltal Issues through the Stock Market®: 1991-92 (0 1997-9%

] Y i B

Mumber of lssues Amount Rzmed (R Crong)

v MGl Tetad CEvernmenl M-l Taotal

(¥ 4] LRl {4} (5 {i (7
il 52 Y 424 455 4080 5341 0441
LR ] 1 T L] TA62 18,547 14 740
| 4K 354 14 1,114 1,145 114358 b ek 2 1,604
19375 <3 1643 168G ([ER 5 20, 37,324
1955 a7 14651 | okl RT3l 14674 Id 345
| 1M 215 Bl HER #0400 ey 16,567
19IT-48 15 11K 156 B.621 1314 11,R50

# Publ andd Raghts issnes
Ranirge: UMIE. Capined Mawlaty, Delober 1995,

rat be difficult 1o raise money from the market.
The second  factor is  the oplimism gencratcd
among entrepreneurs by the virtual demolition
of the industrial licensing system, Third 15 the
enfry of small companies (especially fimancial
companics) with the mam aim of making quick
money through price manipulations [SEBI, [995;

CMIE, 1997). Last, is the issues of
Bvernment companies  including  banks  and
public financial institutions which added

significantly to the amounts issued.

Apart from the doubtful quality of many of
the new issues, an important case which shook
e markeis in early 1995 was the Rs 350
trore  fully Convertible Debentures issue in
Fthmar;.r 1995 of M.5. Shoes. The company
Wis accused of inadequate disclosures. Taking
ulvantage of free pricing of  issues, many
‘ompanies charged high premium. But the post-
listing returns proved to be disappointing. One
Major case ¢iled in this regand is the post-listing

price of Industrial Development Bank of India,
which in July 1995 raised about Rs 2,400 crore
at a premium of Rs 120 fora Rs 10 share.”
Contrary 10 the expeciations, the initial  listing
price was much lower than the issue pnce
|Business  Standard, 1995]. The price fell
gradually to reached Rs 94 within a few days.
During the pre-liberalisation period, proposal
for maising capital through public issuwes were
generally  for manufacturing companies and
invelved public [nancial institutions, which
provided assistance (equity or term loans) to the
project after appraising the projects.” In  the
post-liberalisation period a good number of
companies were not only non-manufacturing oncs
but the purpose of issue also varied from project
finance to working capital. A number of public
issues have becn  made without any critical
serutiny (Table 4).  In terms of number, about
onc-third of the issues were by {inancial
companies with a preponderance of non-banking
financial companics (WNBFCs) [CMIE, 1998).
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oart from  the loss  of interest of the
_ [ investor due 1o these developments, the
Sios in mumber of issues is attributed to
*renpihening of the criteria for public issue
"+ SEBI. Two main criteria in this regard
(i) igsuing companies should have paid
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without the three vear track record of dividend
payment can access the securities market 1f s
project has been appraised by a public financial
institution or a scheduled commercial bank
and the appraising agency participates in the
project by way of loan or equity to the extent of

dend for at least three years out of preceding minimum |0 per cent of the project
e years, and (ii) a manofachuring company
Table 4. Disiribution of Public Issues According 1o the Appraisal Status
(Mumbes of lasues)
|sznes Appraised lssupsmol | Tetal Percentage of
By FluBanke®MFs  Appraised by Lrappruised [shees
such Agencks () & 100
2} (¥ L1 (54
Bl 452 1,343 AL66 o
K2 B4 1,428 524
210 543 753 TEIL
[T 3 T 11 516
[p-a I5 43 EE Thid

T

geror (1) 199405 1o 199607 Praxis Consulting & Information Services Pyl Lid. Prime Ausuol Reports, Part.l: Public frues,
| yardgns vowres, () DSST08 omed 199859 SEB, Annual Aeporr; [OR-99.

Table 5. Froportion of Shares and Debentares in the Financial Assets of Howschold Sector

(Armount m B2 Cr.j

Year

Total Financial Assets 0 which, Inwestment in Shares and Debeniures

Arsmd Pereentage n Toisl
1] (2} K| 4]
1 A L L LY e 14.7%
| 9al-02 ToAS 15,704 2.1
195293 TE 00 125l 17.595
195004 109,57 14,772 13,48
195495 1 AS.500 17331 11.95
R 1,24 670 ST 725
195697 15,726 10472 668
190 0E 180, TH 3537 2.0

Sowrce: Based on Isdin, Central Statisticsl Oeganisation, NMetional Aecounne Seamaries, 1995 and 15499,

o5l Subsequently, these norms were made

Ipplicable to  all types  of companies."

Regarding these changes, SEBI explained:
With the rapid expansion in the primary
market, there were concerns raised  about
the quality of some of the issuers who were
able to raise funds from  the market in the
peniod after the repeal of the Capital Issues
(Control)  Act, 1947. In response to these
concerns, SEBI had strengthened norms for
public issues, raised the standards of
distlosure in public issues to  enhance the

level of invesior profection withoutl secking
to control the  [reedom of eligible issuers
to enter the market and frecly price  their
issues. This was done in 1995-96... [SEBL
1996-97; Economic Times, 1999]."

It appears from Table 4 that the while the
changes did make much impact in terms of making
more companics get their projects appraised, the
stipulation of paying dividends did prevent new
companies from entering the market [RBI, 1999,
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s0: LMIE, 1998, Pp. 16-20)."

Thus within 2 few wvears of repealing the
il Jiswe Contrel Act, restrictions on capital
" e had 1o be introduced, albeit ina different
er. to safeguand investor money and protect
- nstitution of stock market itself. Even in the
ohties, taking advantage of the boom in the
market and increage in the exemption limit
e capital issue, many non-manufaciuring
- onanies issued shares to the public. The rapid
in the number of listed companies during
Shis period was in part due to the entry of
eompanics promoted by unscrupulous persons
£ included  stock  brokers, awditors, and
hose associated with business houses [Rao,

y7, Pp. 3-12; Raoo, 1996-97]. It does appear
that while liberalising issue nomms afler repeal
CICA, this experience was not laken into
seoumnl. Some of those involved in floating such
‘gsues later on became merchant bankers and
mutual fund promoters.” According to a former
President of the BSE, among the “anti-inveslor
steps taken by SEBI or the Govemnment® during
the post-liberalisation period, were:

. Abolition of CCI and allowing free
pricing of shares - which led to fleccing

OCT-DECI9

of investors,
- Licensing of hundreds of Merchant
Bankers without ascertaining  their

credentials and antecedents CRB being
the classic example of the same. In the
free  for all, the only comsideration
seemed to be collecting money; and

= Clearing all kinds of undesirable issues
by fly-by-night operators by issuing
them authorisation cards [Damani, 1997,
Pp. 5-18].

The fall in new issucs 15 also reflected in
the steep decline in the importance of shares and
debentures in household savings (Table 5)
[CMIE, 1999, p. 101]." Further evidence to the
decline in the importance of stock market for
mobilising resources is reflected in the falling
share of new equity capital raised from outside
sources in the sources of funds for the large
private corporate sector, The share declined
sharply from about 33 per cent in 1993-%4 10 7.7
per cent in 1997-98 (Table &). On the other hand,
the share of borrowings from banks and financial
Institutions recovered from a low of 7.3 in 1993-
04 and exceeded the “early’ nmneties levels by
| 9H05-94,

Table 6. Changing Importance of Select Sources of Funds for the Indian Private Sector

{Perceninges)
| e
Year Percestage Share in Towl Sources of Fusds
Tots] Extemnals Prech Shee lpsces. | Bommwingt fom Bails &
Fimance (Emech. premium} Instivotions [eock Fined
Dieposits and Debenures)
i £ LE] ]
199192 T 79 247
L9z 149 4.7 57
19304 6.4 4 13
199495 69 1246 L6
190y " 15.1 TR
199697 711 82 94
1oaT.ag 9.4 1.7 184
¥l (2} i inglusive of Cols. (3] and (4).
Source: Rased an CMIE, Comporate Sccior, May 1999
L*'?iridir_'p during the post-liberalisation period, the
1 The aggregate markel tumover is an increase has been more substantial after
_:“E':ﬁm component in the measurement of the 1993-96. The fall in  tumover in 199293

% market size and liguidity [Kunt and
Levine, 1996, p. 295 Gupta, 1992]." While the
Merall tumover at BSE increased sigmificantly

following the exposure of scam was more
than recovered in 199394, This 15 also the year
when Flls made ther presence feli. This was,



g Ne- 4

_followed by decline in trading tumover
g5 and 1995-96 which was atiributed to
o badia [Gupta, 1992, Pp. 85-90; 1996,
78] “ Following the rr.—mlmductmn of
i, in 8 revised form, turmover more than
ied from about Rs 50,000 crore in  1995-96
g §,24,000 crore in 1996-97 and further to Rs
j,p00 crore i 199798, 1997 was an
ant year for the BSE as it was allowed to
and its on-line trading network to  locations
: Mumbai. The increase continued in
gos.00 as the tumover at BSE increased by
Lt 50 per cent compared to the previous year
7). These increases appear to contradict
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the general sentiment reflected in the primary
mirket and may be disguising some of the more
gerious problems facing the stock market. In this
context, it 15 significant to note that in the face
of the growing market turmover, the average
number of companics traded (daily) on the BSE
declined from June 1996 onwards. The decline
appears to be steeper and steadier in case of the
number of companies traded relative to those
listed. The situation did improve in 1999 as
towerds the end of the year aboul two-fifths of
the companies were being traded (Annexure and
Graph-A).”

Table 7. Market Turnover af the Bambay Stock Exchange

[Amount in Bs Croee)

Year Total Temover

Avcrage Dakly
Tumover al BSE

Turnover ot BSE

SEBI, Ansunl Repors: | 992.99

{1 2} LK) {4}
199031 MoA. 56,012 1 88.54.
159192 HoA, T LRk
190293 M.A 45,0606 238,104y
FU R 203,704 B4 536 s
15405 164,087 67,740 20202
1500 2,27, 308 50,004 2157
1 90-07 6,486,114 1,214,264 517.85
[997-38 0.08,4%] 207 S B5).00
| Sl 0 10,233,581 1,010,040 1, 28305

HA Mot Avallable.

Soorte:  Bosieay Slock E.l.!:hm;ﬁ. Fecrs & Figures, 1907 wiil HSE Sk Ewshangs Review, varous sued, BSE, wehsite and

Graph - A

Percentage of Listed Scrips Traded at BSE; 1994-1999
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[ 1997, out of the total number of 5,843
ies listed, 8231 were not traded at all, In
for more than 2,800 companies, the last
%1 neice was less than Rs 5 per share against
= value of Rs 10 In the following year,
i her of non-traded companies more than
“ied to 1,800 (Table 8). If the fact that many
" panics issued shares at heavy premium, the
o in issue prices will be far more than that
fected from the face values.™ It thus emerpes
ot out of the nearly six thousand companies
o on the BSE, about 30 per cent were not

Table &, Incidence of Below-par
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traded at all during 1998, It appears that a good
number of companies whose last traded price was
less than Rs 5 ceased to be traded in 1998, OF the
total number of companics traded, shares of
nearly two-thirds were traded below  par. If all
those companies which were not traded dunng the
period had their last quotes below par value, the
number of below-the-par value cases would be
three-fifths of the total listed ones! This could be a
reflection: of the extent of sickness and crizis n
the listed corporate sector and the quality of new
public issues.

Trading at BSE: 1997 and 1998

i Traded Prioe Mumber af Compasics Share in Total (%)
1 94y 10HIE 197 1o
(2] {3 i h] (5]
LT 1,504 1432 R
1541 2041 4943 14 BR
G573 lida 1.5 11,00
* R Towad (Defoiw prar) 4357 A4 50 ET T
| ackmiing ‘mad froded ]
| 436 1,162 2543 1337
e 1) PR T TR E TRV A TS
; 043 ¥ JLLIEL ] | 0.y

' Sowrce: Generated from BSE company-wise daily irading daia

Zﬂmﬂﬂfmﬁm in Trading

~ Heavy concentration in tumover has been an
important characteristic  of the Indian stock
market. While the overall turnover witnessed an
Impressive increase, the number of companies
Tesponsible  for  the expanded  turnover
ontinued to be a few. For instance, out of the
- Umaver of 2,400 companies listed on BSE in
1989-90, the share of top 50 was ncarly 52 per

‘ent [Gupta, 1992); and it siood at nearly 86
- cent  in 1996 (Table 9)™ The
“Ufcentration remained high in the subsequent
¥ears. Shares of different sets of top companies in
Mmover at the National Stock Exchange (NSE)
o reflect high levels of concentration. In case
" BSE the share of the top one hundred
" Lompanies was 96,36 and for NSE it was 97 per

pmm———

lEIiI'!':rn:-lhEru.ﬁnIh: nureher of comperies taded and the numder of [s5ied corpanies reported by the BESE.

cent (Table 10).”" The increase in concentration
is more apparent in the case of the number
of share transactions, The top 50 companics
accounted for 44.03 per cent of the value of the
overall fransgctions in 1996, This increased (o
T2.0 per cent in 1998, On a closer examination
of the values traded of the top 20 companies, it
15 observed that there is greater dispersal among
the top. Compared to the experience of 1996 to
1998, as we shall see in the following, 1999
presents a somewhat different picture as share
prices experienced a general recovery. This was
aecompanied by a somewhat betler distribution
among the top companies both in terms of
tumover and number of transactions, However,
partially at the 100 company level and more 5o at
the 500 company level, the situation in 1999 was
similar to that existing in the carlier years.



- &t the end of The year.
- Cenemied from BSE compamy-wite daily rading data.
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Table 9, Value Traded and Number of Transactions in Dilferent Groups
(Peroonlagrs)
Value Traded oo (W Transactions
996 1997 1554 1994 1996 LT 195 )
() {3} (] (L} () " &) {9
67.24 7136 45,56 37,64 26.57 4598 2575 747
7457 ELI4 67,20 54,70 12.42 54 4% .35 29.9%
#0055 £9.28 4008 7264 37.02 BE0T 5307 4451
592 0074 §3.43 7670 3860 6759 SR.00 FLET
8576 2445 | B7.11 44,03 7554 7207 6153
A4 &1.04 T 0348 20,83 Bi.35 .77 7626
9615 59 59,82 B0.58 71.78 52,07 96,95 .36
G o 10060 1 (A0 0 1 (100 Bl e 100, 0 100040 e el v
o, of Trasdied Cog. 5612 5012 4,047 3829 412 5012 4347 1,529 )
off Cos. Liviedd 5,909 5841 5B 5,867 5999 5,843 5260 5,863
Avcondeg o annual market tumover. B B

Table 10, Comparison of Turnover Concentration in BSE and National Stock Exchange: 1998

Tep Crnmpanses®

Pomcentage Share

Not only the value of trading, which might
: upon the price of 2 share, bul also  the
Famber of transactions is confined to a few
“ampanics, Companies in which | lakh or more
Imnsactions  take place increased and  such
tompanies accounted for over 89 per cent of the
"otal tumover in 1998. On the other hand, that
Wraiding is only nominal in quite a large number of
“ompanies is reflected from the  fact that
“Umpanies in which less than 10 trades took
“Place constituted 22 per cent of the total number

DEE ML
i 2] (3

10 £7.20 0
e 8143 B
) el | 03
o [r] g, 36 a7
oo .82 MoA,
all 1 0 1400
Fh-nffwrplniﬂm‘ 4,047 2 M.A ; T
' Clessified acconding to the trading valees.

Bomce: (ol (20 Table 9 sbave, el Col (3); MSE Newsleter, December 1998,

of companies traded during the year. Indeed, for
half of the companies the number of trades were
less than 100! This represented a substantial
worsening from  the 1996 position (Table 11).
The situation appears  to have  improved
relatively in 1999 as companies with less than 10
trades formed only 1385 per cent of the total
possibly due to the improvement in the over all
sentiment. In  terms  of tumover, however,
companies with 1,00,000 and more transaclions
accounted for more than 90 per cent of the total.
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Table 11. DMstribution of Traded Companies According to the Intensity of Trade

.

Pereentupe of Turnaver

Pertentape of Commpanics
Transaciking
of 1994 toa7 1598 1999 1998 1999
(2 (3 () (5 {&) {7
LR 339 1346 i1xs negl. negl.
- 00 1218 w3 27,60 17.51 i) regl.
00 4515 4164 3153 23 122 0.0%
_m 1010000 1342 1525 13.20 M 0,08 0.94
i - b DN 141 ke L lag 212 #.211 .46
000 & above nis Q44 133 n 54,57 9155
"\l Trided Companics L0000 L0000 10000 10000 0000 1000
o of Companics 5612 5012 407 3829
E .

' gpree: Genersted from BEE company-wise dailly frading data.

Large turnover companies are only & few and
pst of them belong to the A Group, or the
enecified Group, Under the BSE rules the facility
s carry forward the deals without actually taking
‘delivery of shares is permitted only for A Group
‘gompanics. Because of the carry forward facility,
¥ mn A Group companies is quite often
ulative i nature, The size of A Group
pver could be quil:r:l.n‘h:d to the number of
ompanics  in the Group n which speculative
hin;gmpnsaih-l: Interestingly, the Group was
expanded n early 1998 with the addition of 50
‘more companies 1o the existing 100, This seems to
‘have had an immediate impact on the trading
; bes. From Rs 16,419 crore in February 1998 the
net umover of BSE increased to Rs 23,310 crore
n March 1998, The wmover of A

ompanies increased from Rs 15717 crore to Rs
'_MW[HEE, 1998]. The pattern of the
umover data for different groups of companics
shows  that the newly included companies

— e

accounted for 1.84 per cent of the wmover in
1997, But by 1998 their share increased 25.30 per
cent (Table 12 and Graph B), Thus, an
overwhelming part of the increased tumover n
1998 was due to the 50 newly added companies. It
iz important to nole that the new entranils mcleded
I8 FCCs, six  pharmaceutical COMIpRANICS
(including FCCs), five banks and four compater
software companies. I thus appears that but for
the expansion of the specified group, the tumover
in 1998 would probably not have been as high as it
wmed out to be. As we shall see  later, the
expansion of A Group seems to have had a
significant impact on the distribution of tumover
al the industry and company category levels. The
composition of the A Group underwent another
change in Seplember 1999, Interestingly, oul of
the 17 new enirants as many as 6 ane computer
softwarehardware companies [BSE, 19991 Two
each are in pharmaceuticals, telecommue-nication
equipment manufacture, and ol refinery.

Table 12. Impact of Enlargement of the Specified Group in February 1998 on Market Turnover

Srip Category Met Tumover (Rs Cr.) Share in Met Tumeover (%)
1947 1998 1997 1998
n (X i i) (%)
o .
Criginal A Group Scrips (100 I,81,384 187463 95.18 TO.KE
I Sering sddod to the A Ciroes in Febraary 1996 i3m i A0 154 1530
Other Serips 5,736 10 298 182
Towd T eaem 254479 100,00 §o0 00

Sturer: Gienermed from BSE company-wise daily trading data.
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Graph - B
Impact of Enlargement of Specified Group in 1998 in BSE Turnover

Scrips Added to
A Group in 1998
(25.30%)

Others [1.82%)

1998

The importance of speculative trade is also
ot in the low percentage of actual
dcliveries. For BSE the delivery ratio in 1997-
48 was 12.73 per cent, and for NSE it was 15.97
cent, While the ratio improved in 1998-99 at

E 1o 20.34 per cent, it continued 1o be low for
' NSE at 15.15 per cent. At the national level the
s were 9.90 per cent and 12.88 per cent for
97-98 and 1998-99, respectively [SEBI, 1998-
99, Table 2.19]). Thus, an overwhelming part of
‘trade in the Indian stock market may
termed  as speculative. This  position would
worsen if  the transactions of the Foreign
- Institutional Investors (Flis) are deducted from
 the total deliveries.™

A few top companies may be accounting
for substantial turnover due to their large size.
 ¥hare in aggregate turmover may not, therefore,
- Mequately reflect the trading activity in smaller

- “ompanies. In spite of the fact that they do not
have a high share in aggregate turnover, if the
Emaller companies have urnover comparable to
- their respective market  capitalisation,  their

Shares could be termed liquid. This, however,

3 nof seem o be the case. In 1996, the

Umover to market capitalisation ratio fell
Pogressively sharply from 1.47 for the top five
ompanies to just 1.05 when the top 10
Cimpanies are considered. For all the companies
for which data on both turnover and market

capitalisation are available, the ratio was 0.25,
For companies other than the top 504, the ratio
was only 0.03 (Table 13). A test check revealed
that in 1988 also the picture was similar,

Table 13, Turnover Size-wise Turnover Ratios
for BSE Listed Companies: 1996

Top Cosrpanics® Turmaver Ratio
(TumaverMarket Capitelisationd)

(n (2
5 1.47
10 108
20 .64
25 161
L i 048
o0 .37
500 0.29
Bemaining Cos. 003
Al Compasses) 0.2%

5 Based on markel lurmover,
il Hased on ihe tast trded price durdig 1996 ol smount of

egeiiy capiial si omy time during Manch 1996 o March 1997,
! Tozal mamber of coempanies for whech we could gel
information bath on oquily and share prices wene 3,109

Tndywstry-wise Distribution of Turmover

The annual tumover data can be tabulated
to bring out the relative importance of different
industries in the changes noticed at the aggregate



This may indicate the type of industries
atiracting investor attention  and
mobilising  potential of different

The exercize will have cerain
s in view of (i) heavy concentration in
¥ " (iiy only 8 few large companies being
-4 in one industry or product. The results
" the industry classification™ of top
nies (according to tumover) in the
L (996, 1998 and 1999 are shown in Table
T 1996, public sector banks were at the top
'm-]-l}r 28 per cent of the turnover followed
"t diversified companies which accounted
 another 25 per cent.  Metals and  metal
- cis also had a considerable share (13.59 per

Next in importance was Food,
erages and Tobacco products. In the top
* cuiegories also  figured Cement, Power
oeration & Distribution, Mon-Electrical
Uachinery, Telecommunications and Textiles.

JOURMNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY

OCT-DECTS99

By 1998, the siuation changed sigmificantly.
The fourth placed Food, Beverages and Tobacco
products climbing to the top with a little more
than one-fourth of the wmover. An imporiant
new entrant is the sccond placed Computer
Software Development and Training  group.
Entertainment/Electronic Media, Auto
Ancillaries and Allied Products, Personal Care
products and Pharmaceuticals also entered the
top ten displacing Metals and Metal Products,
Power Generation and Distnibution, Mon-
Electrical Machinery, Telecommunications and
Textiles. Public sector banks were relegated to
the fourth position. Food, Beverages & Tobacco
Products and Personal Care Products, which
form the core of what are now being termed a5
the “fast moving consumer goods’ (FMCG),
together accounted for 29.5 per cent of the
turnover in 1998,

Table 14, Shares of Top 10 Industrics in Turnover: 19960998 and 1999

|||||||

—

1996 1594 Change in Share 1944
bepwoen 1996

indusicy % in Total Endustry W om Tetal  and 1999 Tndustry % in Tl

(P (3 (4 {5} () 7 (B
Pubdic Secior Banks  27.83 Foosll, Beverags & 2596 Lo4d Computer Soflware 1918

Tobacoa Prad. & Thainmg
Diveruified 25 16 Compuder Softwane  1B3Z [E13 Dhversificd 132
Companics & Trawing Companies
Metaks & Meinl 1359 Driveraslied 10.2% ~14.93 Pharmaceuticals w13
Products Corganies
Pood, Beveraged & [T Puiblic Seclor T4T -20.21 Food, Beverages & 7064
Tobacen Produects Hanks Tobagco Prod.
Automohitcs 146 Auinmobiles 496 .50 Enseriainmeny .12
Ebectronic Media
Power Jen, & .68 Enterainmens/ 4.5 437 Campungr 06
kit Elegtzonic Media Hardware
Cemeni 269 Aulo Ancillaes & 392 LN k] Telecommu- 4,11
Adled nicalion Equigrmesi

Hon-Eleeirical 1.75 Persoma] Cree 152 iy ] Fubli: Secior A0
Malch. Products Baeks
Teleoanurinicalions ]33 Phamacesticals L7 1.7 Autcanohiles 37e
Toxtiles 1.3% Cemesd 258 <010 Cement 24]
Tzl af the abav HE RS Ead R B3 1B

¥ Baned o ptal turesver of top M) companics fn repective yers




By 1999, the relative positions changed
per with the Computer  Software segment
; ;ing the wp wilth about 29 per cent of the
wer.  While  the diversified companies
ined  their  share,  Pharmaceuticals
oved substantially and reached the third
jon with an almost 10 per cenl share. The
o new cntrants are Computer Hardware and
i pication Equipment.  These
good Personil Care Products and Auto

specially  FMCG)
hapmnels/programming does indicate the possible

The somewhat better distribution of lumover
~ynd number of transactions in [999 could be due
‘o the preference for these sectors shown hy the
Cpvedtors cutling seross the different groups of
companics. The composition of A, Bl and B2
groups was changed again during 1999 [CMIE,
1997, p. 1411." During the last quarter {Oclober-
December), when the group composition was
somewhat  stable, computer software/hardware
- companies and pharmaceutical dominated the Bl
Group to such an extent that out of the top 10
timover companies, eight belonged to the first
calegory and the remaining two the second.™
The ten  companies accounied for half of the
wmover of the group. Similarly, in case of the
B2 Group, among the top  ten, nine belonged to
the former category [Dalal Streer Investment
Joermal, 2000, Pp. 9-16]."" The tenth was a
fompany owning  a felevision channel. The
combined share of the ten was more than half
of the group’s total turmover. This sectoral
Preference may thus have coniributed 1o the
Cecline in concentration in trading values among
Ehe lop companies in 1999 compared to 1998,
sectoral preference was  also rellected in the
fapital raised and number of issues.  Leaving
#ide the banking scctor and public financial
Mehitutions, information technology companics
Mobilised the largest amount of Rs 480 crore

SOME ASPECTS OF THE INDVAN STOCK MARKET
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{35.5 per cent of the total after excluding Banks
and Fis) during April-October 1999,  In terms of
number  of issues also they were far ahead of
the reat with 13 out of the 32 issues [SEBI,
1999, Table 9). Interestingly, the issue of Hughes
Software dunng October 1999 is reporied 1o
have attracted subscriptions worth  Rs 6,000
crore. A far more impressive response wis
reperted in case of HCL Technologies whose
offer through the book-bmlding route attracted
bids worth Rs 20,000 crore [CMIE, 1999, p. 73].
In contrast, the Rs 200 crore bond issuc of
West Bengal Infrastructure Development Carp.
received poor response and the closing date was
extended by one month [CMILE, 1999, p. 78].

Another aspect of the trading at the BSE
could  be in viewing the markel tumover in
terms  of forcign-controlled companies (FCCs),
public and privale sector constituents. We have
growped BSE histed companies under three heads:
(1) Public Sector: companies belonging to
Central and State public sector including
public  financial  mstitubions  and
companies promoted by them (excluding
companies  promoted  with  private
parlics in the joint sector);

Indian Large Houses: those belonging
to Larpge Industrial Houses registered
under the MRTP Act and companies
promated or taken-over by the Houscs
later on and excluding (a) those over
which they lost control and (b) those
classified as foreign controlled; and
FCCs: companics having 25 per cenl
or more of foreign equity excluding
thosc in which the foreign equity has
been divested) and companics promoted
by them,

(i)

(i)

Classification of the companies was himited
to the top 500 companics identified on the basis
of the size  of their market tumover. The results
are presented in Table 15, The excreise could
not be extended to 1999 due to the nos-
availability of sharcholding pattem of a large
number of companies.
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15. Distribution of BSE Turnover According to Major Company Categories: 1996 and 1998

{Amoint in Bs Crone)

e, ol Companics Marist Tumover Share in Tumsver (363
LG 100 1553 FRees ] 1996 1553
(2} LE)] 14} {5 {ch M
k21 &8 40,248 5B 650 452% 11.23
b 4 20,597 I24|E 1303 1228
&2 B 1.0 B0LER oG 0=
336 154 11,59 02047 13,04 14,85
A0 f-"e ] BE.O4T AT 00 FLCTEEH 10

Cieneraied from BSE compasy-wise daily trading data.

In 1996, the Indian Large Houses accounied
or about 45 per cent of the turnover but by
% their share came down to less than half
. 27 per cenl.. The share of public sector
anies also recorded a substantial decline
33 per centto about 12 percert!.." O the
hand, the share of foreign controlled
‘companics increased from 8.66 per cent to about
30 per cent. The number of FCCs in the top 500
of the BSE increased from 82 in 199610 114 in
1998, There has been a marked change in the
“agnificance of FCCs.  Shares of FOCs were
uhml:.r at a premium. A noteworthy feature of
 the period is the substantial increase during 1998
-in the share of 'Other’ companies. To a  large
“extent this is due to the emergence of computer
Software and pharmaceutical companies in 1998,
The important position attained by FCCs is also
eflected from the fact that their combined
""“Eht in the revised BSE Sensex was 39.58 per
Cent at the time of revision.35 In all, FCCs in
Personal care products, foods, beverages and
Mobaceg products had a combined weight of
H49per cent in the Sensex [BSE, 1998],

hare Price Changes of BSE Listed Companies
In spite of the increasing availability of a

t“’mhﬂf of indices representing the movement
°f thare prices, the 30-share BSE Sensitive

Based on hemover data of wop 300 compenics identified on the bagis of their annual matiet lumover in e respective years,

index (Sensex) continues to be the best known
and most ofien referred index [Economic Survey,
1998-99, Pp. 56-57]. The Sensex is based on
market capitalisation. Just before the process of
liberalisation began in July 1991, the Sensex
having its base as 1978-79 = 100, was in the
vicinity ol 1,300, Thercaller, it rose quickly 1o
reach a high of 4,467 in April 1992.  After the
stock market scam broke owt, the index fell
sharply and by early June 1992, it reached 2,530,
Aler some fluctuations it fell further o 2,037 by
April 1993,  Following the entry of forcign
mstitutional investors (FIIs), the index stared
rising again from mid-1993, and by February
1994 it recovered much of the lost ground and
reached 4,286, By December 1994, the index
reached the post-scam high of 4,631 The
slide that followed brought the index down o
3,117 by mid-May 1995, Thereafter till early
1999, the index generally remained in the 3,000 -
4,000 range. Thus, the Sensex remained m a
band for about four years. This period happens
to be the one in which the tumover at the
Bombay Stock Exchange recorded significant
increase.  In other words, the inéreases in
turnover occurred when  the index  was
oscillating in a band, the primary market was
sluggish, shares and debentures 25 a propaortion
of household  savings  were falling ond
contribution  of equty from new issucs to
company expansion was diminishing. The year 1999,



y P.-mm-u:-;l a different picture. Share
" recovered  significantly during the year,
» mid-July onwards the index was generally
4500, which was the position during
ber 1994, By the middle of October the
oo crossed 5,000 for the first bme. Among
mportant policy measures introduced at the
oning of 1999 were (i) amending the
s Act, 1956 to allow share buy-backs
free imter-corporate  nvesiments  from
ental approvals, (1) reducing the long

o for resident investors, and (i) fully
4 ping the income received from investments
- 1TI and other mutuzl funds from income tax.
nsequent  to the relaxation given for mutual
g, the resources mobilised by the funds
acreased substantially during the year, During
Arril-December 1999 the funds raised, in gross
\erms, Rs. 35,915 crore against Rs 16,288 crore
Guring the corresponding months of 1998, Their
erformance in 1999 fums out o be mone
pcular when looked in net terms: Rs 12,194
against Rs 950 ¢rore. Another important
lopment in 1999 was the betler
ance of private sector mutual funds in
mobilisation [fadia, 1999-2000, p.

. Short-term business sentiment is reflected
@ the daily share price movements, In the
kg term, however, divergences can ocour
- between different sets of companies. To examine
these in desail, we constructed indexes of share

prices of companies belonging to  different

ndustry/activity ErOups and ownership
* Hlegories. For this  exercise, we have adopted
the Reserve Bank of India (RBI) ‘Use-Based
Classification’ of industries [RBI, 1993, Pp. 129-
130). Financial, software and other service
- ®tior companies were  treated separately. The
| "mpanies were initially selected in 1998, The
- ™n criteria for selection were that the
- Mmpanies should have been traded on at least
half of the 1otal number of days traded in 1998
od that there should be wide industry/activity
- presentation, The 500 companies
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represent 75 industry/activity groups. While
extending the exercise to 1999, (he same set of
companies was maintained. Closing price data

wis separated for different fortnights starling
from Janwary 13, 1994 and ending on
December 27, 1999, Wherever prices for a

selected day were not
quotation for the immediately
following/preceding days was taken. Changes
in each company's equity during 1994 1w 1999
were traced. As in the case of analysis of market
turnover, for purposes of this exercise, companics
having 25 per cent or more of foreign equity by
foreign collaborators are classified as foreign
controlled companies (FCCs). Also included in
this category are companies promoted by FOCs,
The 500 companies selected for this exercise
covered 92.48 per cent of the market wrnover of
BSE (excluding wrnover of public sector) in
1998. Public sector companies have been kept
deliberately outside to enable broad companson
with the earlier study of Instifute for Studies in
Industrial Development (ISID) which covered the
period  mid-1991 to the beginming of 1994
[Goyal et al]. The present study covers the six-
viear period 1994-1999, The (wo studies have a
large number of companies (394) in common.
Share price indices for different categories of
companies  were calculated for each fornight.
The share price index of the 500 companies will
be referred to in the following as 151D Index
{Sidex).

available, the closing

The methodology for constructing the Sidex
15 the same as followed by the BSE in
constructing its Sensex and National Indices
[BSE, 1993, Pp, 24]. The price of each
component share in the index is weighted by the
number of shares outstanding so that it will
influence the index in proportion to  ts
respective market capitalisation. The index for a
day (forinight ending) is calculated as the
percentage of aggregate market value of the
equity shares of all the companies on the day
to  the average market value of the equily
shares of the same set of companies during the
base period. This method of compilation has the



antage that it has the necessary  flexability to
st for price changes caused by the issue of
1 and bonus shares. In case a company,
juded 0 the compilation of the index, issues
nopus shares’ the new weighing  factor will be
we pumber  of equily shares outstanding  afler
s bonus issue has become effective. This new
weighing factor will be used while computing
he index from the  day the change becomes
cffective. 1T a company issues right shares’, the
weighing factor for this share geis increased by
ihe number  of additional shares issued.  An
pffsetting or  proportionate adjustment s then
‘made 1o the Base Year Average. Weighing
fmm are also revised when new shares are
ssped by way of conversion of debentures, of
Jpans into equity by [financial institutions,
merpers, ele. The base year averapge is also
suitzbly adjusted to offset the change in the
market value thus added. The formula for
changing the base year average is as follows:

Mow Base Year Average = Od Baze Year Awverage x (MNew
Masket Value'Od Market Yalue)

In line with Sidex, Sensex has  been
reworked taking the average of the figures for
the three cormesponding formightly davs as the
~ base. The results of the exercise are presented in
the following. It can be seen from Graph-C that
i the over all, Sensex remain  higher than the
Sidex and the two started diverging from each
other from the  beginming of 1995, The
divergence between the two grew wider from the
middle of 1996, It was only from early 1999
that the two started coming closer once again. It
B relevant here to note that the composition of
Sensex was revised by the BSE in mid-1996 by
feplacing half  of the 30 companies with new
tmes.  Those brought in included large public
“clor  companies, namely, Bharat Heavy
Electricals (BHEL), Steel Authority of India
(SAIL), Hindustan Petroleum Corp (HPCL),

Indian  Petrochemical Corp (IPCL) and
Mahanagar Telephone  MNigam  (MTHNL).
Piblic financial institutions - Industrial
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Credit & Invesiment Corp of India {ICICI),
Industrial Development Bank of India (1DBI)
and the State Bank of India (SBI) - were also
brought in [BSE, 1996, Pp. 5-14]. The latest
revigion effected in November 1998 removed
IPCL and SAIL from the Sensex. Such changes
might reflect the prevailing market sentiment
better. However, these will not help in
understanding the developments in individual
sectors.  The Graph-C also  features  index  of
‘Other’ companies  after  excluding the 24
companies common o the latest revised Sensex
and the 500, This index i3 expected to
represent the  share pnice movement of
companics other than  those covered by Sensex.
While there is a high degree of similarity in the
direction of change in all the three indices,
"Ohers’ index remained far lower. Al the end of
1999 it was only about 70 per cent of the initial
value (beginning of 1994). On the other hand,
Sensex was higher by 20 per cent over (he
corresponding figure,  The over all index,
namely, Sidex barely managed to reach the 1994
level. Sensex whose composition undereent
major changes durng the period may thus be
projecling a more optimistic picture  than what
the reality is,

It can be seen from Table 16 that while
during the first two and half vears, (following
liberalisation) the share price index increased by
about onc and a half umes, consumer non-
durables showed a distinet pattern as increase in
their case was the highest at 2.4 times. Relatively
speaking, mdex of basic poods pgrew the least
followed by capital goods. Having already
started from a low level, basic goods suffered the
worst again in the following period. The decline
i intermediate goods was  alzo  substanial.
While the poor performance of basic and
intermediate goods continued in 1999, capital
goods fared somewhat better. This may be due 10
the classification of computer hardware under
this category and prescnce of a large number of
FCCs  in the capital pgoods  sector.””
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Graph E

Share Price Indices of Consumer Durables and Hon-Durables
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Share Price Indices of Select Industries - |

————— e ——

—— Power

BE-UNCS1L

| 85-2dy-02

L 96-094-€2

1609062

LGP0 LT

| 15-Dny-5Z

LE-uUnf-gj

LGy

L [G-QR--T1

96-090-Z1

8961901 b

| 96-Bny-g1

L SE-unr-gi

| 96-1dv-22

| 96-094-02

| 96-uer-10

§B-AON-Z0

Ga-d9g- L0

S&- gl

| GE-AEp-EL

 SEEN-ET

[ G6-UBM5Z

 ygaon-gt O

E y5095-22

 PEINT-BE

L FH-UnP-Z0
raIdY-L0

#6 Qug-uer g

—Cteel = Texties (Composite)

s (a1




Graph G
Share Price Indices of Selact Industries -1l
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Share Price Indices of Computer Software ang raroware Companies
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Table 16. Share Price Indices Based an Use-based Industry Classifleation

Calegoryis Regisming of | 9548 Erid-1094% End-1900%
(2} i3 (4]
; 18566 1589 36,31
20034846 44 53 TT40
227467 9.3 41 58
121.67 Ba.48 | 4290
Mor-Durables 140,33 E583 12450
258,67 B G4 03

e pased o1 RO Uhie-based Classification of Industries

r flase: AVETIEE o thee reaarioet capilalisation dusing the acleciod fortnights af April-June 199].
% fuse: Average of the market capitatisation during: first three forindghily points of P94
ot aerind values are wverages of the indices coresponding (o the theee Frnal fortnighily ponia

Cearee ol (2145 hased on S K. Goyal, el al, S0 Develipvent Suficer, o report submmiticd o e Ministry af Finance, 1954, Cal. (3}

hased on Sidex and igs sub-componenia

It can be seen from Graph-D that the relative
level of prices of basic and intermediate
was not  confined 10 end-of period
position  bul @ sustained one. The accentualion
pecame more conspieuous from 1997 and [inally
i 1998 the two were far apart from the general
L e However, there are sectors which
- withstood the downward pressure and performed
- quite well compared to the overall index. These
are: comsumer durables and consumer non-
- durables (Graph-E). While consumer durables
remained above the Sidex and  fluctuated
violently, consumer non-durables  started
Cpulling away from it from the beginning of
1997, The process reached s culmination in
- September 1999, The picture emanating from
the presentation of select industries at the
- disaggregated level further confirms the trends
- noticed at the use-based classification level as
‘5o the top sectors identified on the basis of
market turmnover. For  instance, while the
importance of cement  declined in 1997 it
- tontinued to be near the top and re-entered the
top 10 in 1999, On the other hand, metals and
metal products which was in the third position
m 1996 disappeared from the top 10 all
together, Similar was the case with textiles.”
: , an  important component of the
Infrastructure sector, suffered the worst from the
Poimt of share prices. After experiencing a stegp
Bl in mid-1995, it never recovered,
Licals which were moving closely with

the overall index, started pulling away towards
the end of 1997 (Graphs F and G). Incidentally,
by 1998 it became part of the top 10 in terms of
market turnover. The emergence of computer
software among the top 10 in aggregate market
turmover and its price index (Graph H) also tell a
similar story. As we shall sec i the
sccompanying paper on FII investments, there
appears to be close relationship between FlI
investment exposure, large turnover sectors and
movement of share prices.

The earlier study of ISID noticed that share
prices of foreign-controlled companies (FCCs)
increased  faster than those of domestic
companies. The later trends, especially during
1994.1998, further confirm the understanding
that sharcholders prefer FCCs. While the overall
index fell to about 57 per cent of the original
value, the index for FCCs declined to only 90,
Indeed, shares of foreign subsidiarics among
the FOCs withstood the general decline better
{Table 17). Foreign subsidiaries have been
market favourites all through the period. In
general, the divergence between FOCs and
domestic companies started emerging from the
middle of 1996 (Graph I). But for the decline in
the indices for forcign companies  after
September 1999, when the shares of consumer
non-durables did not appreciate  much, the
difference would have been far  wider.
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managerial sharcholders. If the government
directly or through public financial institutions
holds  substantial stake it could monitor

managements through appointment of nominee
directors and participation in  sharebolder

ing Company Managements

hare]ﬁdlng pattern  and company law
1 important implications for
disciplining  company

ts, Controlling interests will have
e difficulty in having their way if major
jon of the sharelwolding 15 distributed among
o number of individual  shareholders

wully in the absences of significant non-

meetings. This could be beneficial for the
dispersed individual sharcholders as well. An
atternpt is made here o examine the share
holding pattern of BSE listed companies from
these stand points.

Table 17, Share Price Indices &f FCUs and Other Companics

Company Cakogory Beginning of 19948 End- 19985 End-19995
m @) 3) )
eeign-Conirallcd Cos. 156,33 89,95 11,14
 of which Forcign Subsidluice NA 96,36 121,94
Other Companics 217,33 41,64 20,61
All Companies 83 67 693 9667

Motes: Sec Table 16, NLA. Mot available
Seurce: See Table 16,

Out of the 3,388 companies studied,” for as
many as 1,611 government sharcholding was less
than | per cent (Table 1B). This implies that in a
little less than half of the companies, the

govemment does not have any direct say. I for
effective participation a minimum of 10 per cent of
the shareholding is needed, then the government
canned do much in case of three-fourths of

Table 18, Sharehelding Pattern of the Nan-Goverament Comnpanies Listed on BSE, 15998

ity Bamge iGevernment Stareholdingd Less Than Indrvidual ShareholdinpiE = 40%
{fs Crore)
% 0% 5% 0 % Toal Toal al whizsh
Shareof Compo-  Gonarmment
ruie Bodies® and  Shane=
Direciors & halding®
Roclatives = 25% =25%
i 2 LEY {4} % {6} 7} * Lk ]
Legs than 5 CEL LT 54 40 o 523 383 B
510 Tt 1,075 247 1,300 1306 EFE ARG 8
i@ - 23 204 450 2 HES 03 an 184 i
i5- 30 5 o 141 ol 21 72 I i
50. fon ] 41 o £9 a5 21 ] 3
1100 8 abawe ] il L . | 24 B Fl
All Companics 1,611 2,564 3,108 1,366 3,388 1,641 1,107 &n

Source: K5, Chalapati Rao, K.V.K. Ranganathan and MR Murihy,
Developmnent, Novemher 15737,

* Excluding the holdings categorised usder Treign and govemment saiegories,
B lInc|udes Dovernmend companies, public financial inssilutions, mulual fosds, cic.
&l Inchsdes top 50 and oiber dividual sharchaldings but excludes shareboddings of direcinm aed relatives,

"Ikt Campamy Law amd Protection af’ Shanchalders’ Interest’, in

Uinbee) Capite] Flovs and the Indion Stock Moarker, areport prepared under the Indo-Dhutch Programne an Alternatives in



cases [Ramaiah, 1991]1* This may be
sorstandable because in the post-
wqlisation peried companies relied on raising
directly  from the public instead of
nding  upon public financial  institutions,
b o of these are relatively smaller companies
L less than Rs 10 crore equity capital and
titte three-fourths  of the total number of
F"”""‘* having less than 10 per cent of
wernment equity.  The smaller companies are
o characterised by high level of individual

holding. More than half of the companies
less than Bs 10 crore equity have 40 per
ent or more of individual shareholding. In the
oy companies share of individuals  varied
beiween 27 and 38 per cent. It i3 also
eworthy that in such companies, substantial
ar¢ held by corporate bodies, directors and

“glso seen that in the post-liberalisation penod,
sharcholding of government companies declined
in the larger companies. Foreign shareholding
‘had an opposite experience.  Corporate bodies,
directors and their  relatives also, in general,
amproved  their position.  Significantly, the
shareholding  of individuals declined in about
three-fourths of the cases [Rao et al, I'.il!il"jl],"'1
This could be due, apart from the general
increase in the level of foreign equity, to the
Indian managements' atlempt at consolidating
control to face take-over threats.

The ownership structure of listed companies
thus leaves little scope for monitoring by  the
Individual shareholders in a large number of
tompanics. Government-controlled shareholding
0 many small companies is too small to be able
b influence managements' decisions in
Shareholder meetings. The efforts at revamping
the Companies Act, 1956 that would have
helped  in strengthening  the  monitoring
Mmechanism, however, got severely bogged down.
‘e phenomenon  of contested take-overs of
listed companies, an essential element of the
d"'ﬂiplining aspect of stock markets, has not yet
Manifested itself in any meaningful manner in
i, Moreover, the introduction of new
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provisions for share buybacks, the liberalisation
of the norms on inler-corporate  investments in
the Companies Aet, 1956 early in 1999 and
the sanction that allows managements to
increase their shares substantially without making
public offer have further reduced the take-over
threat. Thus, in a good number of cases the stock
market does not provide a market for corporate
control. A number of provisions of the
Companies Bill, 1997, such as sctting up of
Audit Committee and expanding the scope of
‘officer-in-default’ aim at better governance by
company managements, I is inexplicable why
these were not made statutory along with share
buy-back and relaxation of the limits on
inter-corporate investments. SEBI has  recently
directed the stock exchanges to amend the
Listing Agreement to provide for certain
provisions of corporate gmrcqmm:u," It should
be seen how these could be enforced and in
actual practice work in the absence of
corresponding changes in the Companies Act.

Summing Up

In the endeavour to encourage companies o
raise resources directly from the investors and
dismantle administrative barriers, in spite of the
known shortcomings, the Indian stock market was
encouraged alongside liberalisation. The necessary
regrulatory  framework  was, however, slow o
evolve, The Capital [lisues Control Aot was
repealed even in the face of the secunities scam as
if one was following a pre-set timetable,  From
hindsight, it appears that the process of
liberalisation could have been more gradual. The
inexperience of the regulatory body, namely, SEBI
coupled with the government's failure to arm it
with adequate powers in time, enabled the privaic
promoters to misuse  the new freedom and
generated a series of scams of varying magnitudes
and types. Sudden deregulation created chaotic
conditions as privale promolers tried to take
advantage of the situation. The fact is that not
only perpetrators of scams but even large houses
and transnational corporations took advantage of
policy vacuum and issucd shares to themselves at
ridiculously low prices. The official response



{he scams unfortunately was characterised by
. drawn  investigations, procedural delays
"1 a slow acting judiciary. The process
andably brought a lot of discredit to the

The abrupt change to a market-based system
jed the peneral investor the time to adjust (o
pew situation where the public financial
critutions, the indusirial licensing system and
o the capital issue  control mechamsm
be relied on to  assure the

ghility of invesiment projects. The typical
stors were neither in a position 1o understand
Ls nunces of investing in new  issues having no
term track record mor  were ready to
mte the risk factors. As a matter of fact,
SER] ohserved  that in the prevailing euphonc
simosphere,  the investors ignored the risk
| fzetors revealed in the issue prospectuscs of the
- co-called "vanishing companies’.

Aller expericncing a boom in the carly
years  of liberalisation, the primary market
almost dried up as investors lost confidence and
houscholds shified away from investing in shares
and debentures. Companies had to once again
opt for assistance from banks and financial
‘mslitutions denying the stock market its resource
“allacation role, SEBI had to tighten 1ssuc norms
1o prevent further damage. The non-responsive
primary market also affected  public sector
divestment targets and the plans had to be
deferred repeatedly.

 dince the confidence of the general investor
in the market has been shaken, the response (o
the repetitive  attempts by the government at
Teviving the market proved to be short-lived.
Trading got increasingly concentrated  and
Imding volumes were increased mainly through
Breater speculation. In the face of increasing
Wmover, the conceniration  in  irading
Manifested itself in o number of ways: (i) nil or
Yery infrequent trading in an  overwhelming
Mumber  of companies; (i)  increasing
“oncentration both  im value and  number of
Tades terms; and (iii) dominance of a few sectors
M trading. The heavy emphasis on a few

JOURMNAL OF INDIAN SCHOOL OF POLITICAL ECONCMY

OCT-DECIH#

companies and seclors has iz reflection in the
remaming ones  being illiqud. Since in an
overwhelming number of companies there was
either nil or very little rading. investors hardly
had a chance to learn the real value of their
sharcs. Lack of liquidity also meant that the
investor could not  exit from a company even
after realising that the prospecis of capital
appreciation or dividend earmings were very poor,

While the National Stock Exchange, which
was to specialise in medium-sized companies,
counts on a number of large companies which
are also listed on  the BSE, the Owver the
Counter Exchange of Indiz (OTCEl), meant
for smaller companies, has  become  virtually
defumct, hurting the interests of  small
companies. OTCElI too has come to rely on
companies listed on other stock exchanges and
permilted to be traded on it for the trading
volumes [OTCEL 1999, p. 14]." This is contrary
to the expectation that medium and small-sized
companics would pain belter access 1o capital
market. The turnover activity is concentrated in
only a few centres showing the base of the capital
market to be highly un-even in the country.
Even for the National Stock Exchange three-
fourths of its tunover is accounted by just five
cities, namely, Bombay, Delhi, Caleutta, Madras
and Ahmedabad,

There is a possibility of interpreting the lack of
interest shown by the ordinary investor following
the primary market scam, as a sign of his matunty
and that he would be more caulious in future. Even
granting that this was a positive outcome, it
should be recognised that this has been achieved
atl & substantial cost and brougit the very concept
of stock market regulation to disrepute. The recent
developments when  excessive atlention s being
paid to sectors like information  technology,
telecommunications, media  and pharmaceuticals,
however, throws senous doubts about the Indian
nvestor ganing maturily. Seeing  thal invesiors
were flocking to companies carrying software and
mformation technology tags, SERI had to caution
them,  Without proper education, the ordmary
mvestors are bound to behave Like a herd. Given the



mparatively ill-informed investors and lack of
pouidity i many shares, the investors would

The market’s reliance on a8 few  scrips as
4ed in the increasing concentration i the

ly (o worsen the volatility,. The sudden
umps and steep f[alls periodically witnessed in
e Indian stock market appear to be a result of
his banking on the few by the investors -
foreign as well as local, large and small.  The
first two months of 2000 have thrown further
indications in this regard with large intra-day
gs well as  day-to-day fluctuations of the
SEI.‘IE'L'«-"--“

While computer software,
telecommunications, clectronic media,
rmaceuticals amd consumer  non-durables

emerged as leaders, the extent of price declines
in the caze of important basic, capital and
miermediate  goods sectors unfortunately has
~ never got reflected in the price indices referred to
| s baromieters of the markel mood. 17 the general
* lack of interest of the stock market in the latter
- sectors 15 due to the excessive attention paid to
the former, serious thought should be given as to
 how their financing needs could be met.” If the
- stock market does mnot support these industries
' due (o investors' preference for quick retumns, as
18 ¢learly evident from the low delivery ratios,
 the efTorls of the state in the form of development
financial  institutions should naot b
- undermined. If the fusctioming of financial
mstiutions has alse 0 be decided by  market
forces they cannot obviously undertake ventures
based on the projects’ long term potential and
in  the interest of the ecconomy. Given the
Investors’ propensity to seek quick returns due
1_15“'-' unsfesdy nature of the market, it 15 doubtful
1 the improvements in the form  of
dematerialisation of shares, rolling settlement,
“., would improve the situation. In this the role
o forcign institutional invesiors and mufual
funds need 10 be watched carchully.

The fact that 1999 proved 1o be different in
erms  of the relatively higher level of share
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prices and larger number of companics: gelling
traded may give nise to a falzse sense of securiby.
A number of problems remam. While the share
prices of many companies  increased in
consonance with Sensex, not only the index for
these companies remained far lower than its 1994
s, there  are  wide  inber-sectoral
differences. The concentration in  trading
continued to be guite high. The somewhat better
distribution at the top appears more o do with
investors [locking 1o select scctors.  The
sharcholding pattern of the listed sector dees not
appear 0 be conducive W monitoring by
sharcholders, The efforts al  revamping the
Companies Act, 1956 that would have helped in
strengthening the monitoring mechanism  are,
however, bogged down  severely. Since  the
sharcholding pattern does not seem 1o support
stock  market discipline, and  investor activism
i5 yet to take an orgamised form, other
mstitutional  mechanisms  in the form  of
amendments to ihe Comgpanies Aol should have
been given precedence over the liberalisation

provisions  like buy-back, inter-corporite
investmenis and enhanced shares for  the
promoiers.

Stock markets have (o function m a
country's social, political and economic mulicu.
When encouraging stock markels it is necessary
to give due attention to how rules are framed
and how they are mmplemented by the
suthorities on the one hand and respected by the
target groups on the other. Indian experience
shows that evolution of such an nstitutional
framework will most often be gradual and cannot
be achieved in a swilt manner and that without a
suitable institutional frameweork in place, the cost
of transition could be very high. The study,
therefore, supgests the need for 2 deeper
understanding of the functioning of developing
country stock markets without which inferences
based on aggregate data  may lewd T
inappropriate policy prescriptions.  Such an
understanding  would contribute  to  betier
appreciation of the role of stock markets n
resource mobilisation and their  contribulion
o cconomic development.
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Annexure

Average and Relative Number of Companies Traded at BSE: 1994-1999

OCT-DEC1999

Manth Average Number of No. of Companies % of Companies
Companics Traded Listed Traded {2)/(3}x 100
(1) 2 3y Y
R

0401 1670 3353 4981
9402 1802 3483 51,74
9403 1758 3585 49,04
9404 1842 3705 49.72
9405 1903 . 3813 45,01
2406 1989 3900 51.00
9407 2035 3987 51.04
9408 2153 4077 52.81
9409 2206 4172 52,88
9410 2327 4245 54 82
9411 2413 4345 55.54
9412 2479 4413 56.17
9501 2470 4495 5485
9302 2545 4595 5539
9501 2483 4702 52.81
9504 218 4829 56.28
2505 2873 5063 56.75
9506 3146 5183 60.70
09507 3612 5303 GB.I1
9508 3582 5379 66.59
9509 3in19 5433 66.59
9510 3579 5499 63.08
9511 3409 5568 61.22
9512 3639 5621 £64.74
9601 3427 5451 62.87
9602 3658 5545 65.97
9603 3591 5603 64.09
9604 1589 5596 64.14
9603 3421 5719 59.82
9606 3610 5760 62.67 .
9607 3345 5799 57.08
9608 3283 5885 55.79
9609 2856 5933 48.14
9610 2557 5969 42 .84
9611 2190 SOB8 36.57
9612 2184 5999 3641
9701 2767 6008 46.00
9702 2n 5839 3g.80
9703 2316 5832 391
9704 1914 5831 3282

{Contd.)
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Amnexwre (Coseld,)
-
slanth Averege Mumber of Ha, ol Companics %% of Companics
Companies Traded Listed Truded (2)(3) x 100
{1 [ £} el
ans 943 SEal 13X
G By 5 I
gIt L B4 11
P LI 5543 14358
G 1w L xl] 1545
70 Ledd 42 1851
Tl e ] 5342 31
il P 1435 5843 14 1
] 101 SE50 2584
ki L334 5351 1368
503 EL 1] J853 2546
G 1884 4551 naw
A 1570 LELF 2663
0 L2635 5854 21.61
wanT 12289 SR50 210
08 1143 5B51 1%.54
Gane 130z SRS 2234
a1 1135 ARS3 1935
G811 1516 LEET 2249
GE1z 1 500 £ESA 208
99 1oad SRa| ZRDS
L2 1819 S ERN
L] 1963 SRR 3
904 14ET SR80 1533
S 1474 ERED 25:2)
oG 1430 B3] 2437
ot ITES 3 1051
g 9T L ] 138l
Sl T 5ER LET
bl 1] I3 5355 3859
i 1543 SE58 31151
iz 1516 5863 4190

'Frevieus mondhs lipse was eepoated i the shsemce of the comespomEing monihs fgure.

“ureg: Col. (2) - CMLE, Capitel Markers, October | 958 for the period January 1994 1o March 1598, Bstirmaied from ibe dadly trade
83 firthe remaining moedhs. Data for some days in 1999 was not available. Col (3} - BSE, The Stock Exchange Review, various
e



NOTES

{, The World Bank noted thar capiial markets were
g inany mass privalisalion programme especially for
all stale asRely !Ihmugh direct shore efferings. The LN
j that "Besides the stock market’s sbility to mobiloe
giie  savings effectively, it also draws in  foreign
s b0 amgemend investment, Clearly couantries withour a
ket will have - severe difficullies competing with
' mmm having swch an mstitution’,
S 1 The Mumsimbam  Committee  [1991]  which
: dedd the descontinestion of ke Congroller of
e ynilnl 1ssues [CCT), Felt that
{Iin the seemario thal we envisage it woulkd be for the
merchant bankers and  the underwriters who should
affer profiessional sdvice on a particular isswe,  on the
pmature of the imstrumenl, 18 tonms and pricing and For
the tsswer 1o decide on these matters,  The Committes
does nol Believe thad OCf or, for  that matier, SEBI
ghould be involved im prior sanction of new capieal
issets  im respect of companbes whose scrips are listed
oo the stock exchange, In respect of  unlisbed
ghares  Rowever, where investor swareness of the
provpeets and backpround of the promsicrs may pod be
high and with a wiew to  prevenl any misuse by
promolers, i may  be stipelated thar the Siock
Exchanges should approve the praspecius.
J. Thowgh the exchange i now called The Sipck
Exchsnge, Mumbai, we shall refer fo # as Bombay Stock
Excharge of BSE, its betier known form.
-4 As a follow up of the adoption of the FERA o
became ohligatory [or all fareign branches eperaling m lndia
16 gl registered o8 Indian companics under the Congnanies
Ao, 1956 with wp 1o 40 per cent foreign  equity.
Comganies alremly regisicred in Imdis and having  more
tkan 40 per cent l'l.u'r.i:n x|ty wene alzo requinsd 1o dilluse
e extent af forgign equity fo 40 per cend.

5, The comsequential wide dispersal of sharcholding (a)
provided insurance against Bkely stbenypl ot cornering of
thares by amy proups of individisals  and (b) created a
thaation inwhich a large number of sharcholders can be
mahilised ta create pubthic opinm &n Tavowr of the f-ﬂ!'tij_n
compary, For  an empirical analysis of FERA dilution
Hralegy.

&, For mseance, the mseue of  Meleod Russel was
aversubseribed 41 timees, that of ‘Warren Tea by 27 times,
Britannia 20 times and of Cadbury 16 times.

7. Singe market <apitalization depends  on prevailing
thare prices, its ratio to GO must be read with cautian.
Marke! capitalization is 2 stock concept, whereas the GDP
Fepresents flow, The use of this ratio o represent the size of
8 markel has, however, been justified on  the groand that
market size @5 positively comelared with the sbility 1o
mobilise capital and diversily risk.

E, Besides I;u:iqﬂ the oldest, most of the larger Indian
Wmipanies are listed ot the Bombay Siock Eschange. It is
Slimaied that o the end of 15907, companics lisied on BSE
®counted for 92 per cent of markel capilalisation of ali-

1 listed companies. The share  of maded volumes of
BSE, however, gol redueced in o substoniial manner with
“mmemcement of the operations by the National Stock
I:""ﬂllﬂl.t' (MSE) in 1994, Subsequently, BSE inbroduced

Line Screen Based Trading covering different citics fo
Meover the lost ground.
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2. These figuses, hewever, have o be read  with
caution due of the uneertxinty surrcunding the esinmation
of the paid-up cagélal of the [ndian corporate sector.
Maoreover, growth in the marked capitalizotion sad the: listed
capital meed not mecessarily  be due o new  productive
investmends bul due 1o the listing ol exisirag dorge
compaates.  For instanece, in Indin many large public sectoe
compamses came e be |ted on the stock exchanges in
the post-liberalisntion perind dee 1o partiol  divestment of
governaent  eguity.  These included  Indian  Chl
Corporntion, Steel Authorifty of India (SAIL), Mahonagar
Telephone Migam (MTNL) and Of and Mestural Gas Comp,
(ONGC) apart fram large banks ke ihe Siate Bank of India
(58I} #nd fOmancial  insfijutions like the Indusrial
Development Bank of India {(IDBI} and the Industrial
Finamee Corporation af India (IFCIL The mmportance of
public sector companses can b seen from the Fact that
the emd of 199 there were seven public seetod companses
ameng the top  fen in lerms  of market capatalisation,
Additionally, much of the market copitalisstion of puhblic
sector compansgs 15 illusive becouse an overwhelming par
of the eguity of the companies is i1l with the government,

Ib. Capstal can be raised from the primary  markes
either through public isswes or from  pghts issees o the
cutsting sharchalders, The amounts can cuber be it the
foem of equily, prefevence shares oe debl. There are
differences in the estimates provided by  the Econounde
Survey and privaie moaitoring organisafions 1ike the Centro
for Monioring Indian Economy (CMIE) ond the Praxis
Consultancy and Infoemation Services Pvi Lad's Prime
Database, While there are differences m number of 15Sues
and the amount mised, there is considerable simalasity  in
the overall dumensions and the year-bu-year mevemenis.
CMIE has beem preferred  here  bocawse it gives
awnership-wize disinibabon of Ssues.

11, Though ihe fwo sources are not comparable, the {nci
that the situalkon worsened i 1998-99 i3 reflected fram the
dots offered by SEBL According to SEBI the number of
issues declimed from (11 im 179795 fo 38 in 1998-50,
Ewen among these, intial 2sues suffered the warst with just
18 im 19952 agminst 52 i fhe previows year,

12, Through #regularitics in sccuritics  and banking

trangactions hug-: amaunts were diverted 10 the shock
market
13, By sheer comcidence, we found that  the

abservations of a Committee n 1948 describe aptly the
situatian that prevailed during those montha, In the contexd
of the stecp rise i the shores of Indion fron & Steel Ca,
between Jume 1936 and April 1937 fram about Bs 9 w0 Rs 70
14 it was nated that: For the first time in its history, the
stock market became ibe playground for all comers. Sedred
with un insatiahle lust for maney-making, uninitiated m the
technique of sock speculation, ill-informed & o the relative
positbon of amd the value of the varipus  speculative shanes,
the man-in-the-street wis  wildly dmapged mto  the
maclstrom o #lock  market boom,  Aller reachimng  the
above record price on fth April, Indian frons fell aboupdly to
Ra 43-4-0 by the end of the month causing immense logs w
numerous persens and  beneliting only o few  clever
eranipuslators who kad faken full advontage of the pitiable
laissez foire policy then purswed by the Governamsnl.

14, Part of this wos through issue of new shares
and  pat  throwph off-losding of povernment shares,



5. An addittonal safeguard was peovided i the form
Y ofmicial soratiny ol the fime of Ssuing o industrial

"6, Exceptions  were, howgver, allowed for banks
o subseqeently modified the eriterin The labest
* L jines mndicate that nstead of actually paying dividend
-~ wouing company  shoukd have hid diviribralile profits
~o i networth of Re | ocrore during three  out of
jmmediately  preceding five years. In case of
gagruciure projects i is suflicient i the projects have
ppprased by public financinl instinations and if
= guch institutions imespective of whether they appraised
& jusue 0f not meed 5 per cend of ihe project cost. See
eppal Disclosure and investor Protection Guidelines 2000,
17, SEB] Chainman  was reported to  have sid that
he detnils of the mechanizm (o fird oul the vanshing
womotersl  will be worked oul soon,  The total amount
siped by hese promaters is  onot keown'. It was ales
oricidl that about  half of the nearly 6080 st
aeranics. did nat file anoual resulis for March 1998,

I8 According 1o RBI, the number of pew  non-
eIl thlu: Immited companies which msde new
apital sues declined sharply from 577 in 1995-86 10 juss
31w 199758 and to only 7 im 1998-9%. Financing
Lpompanics were  affected severcly in the The
gumber of public isues of NBFCs declined fram 477 in
-0 o 249 m | #IG-UT and farther fo just 24 i 1997-08,

19, The case of CRB group whose diversion of furmds
raived from  public 1ssucs led 1o the focus on norehanking
fmancial companies provides a relevant expmple here, The
proup was associobed with a number of public isues in dhe
Veghtics,  The kingmn of the group was even nudiing
the actousls of companies on which his Tuther and mother
Cwere directors Some other auditors associated with the
Cgroup @i that e Laier appeared @ suditors 1o CRB
Capital Morkets Lid.. & mevchonl banking conspany, also
cempaged in beasing  and other finencial services.  The
ompany came &0 the public thrice in the early ‘mincies -
' public aoe August 1992, and  public-cum-rights issues in
- Nugust 193 and January 1995 - the total issuc amsownt
beimg R 23R crore.  Amother company of the group CRP
“Crop Lad,, formerly Jaibind Grandie Indosiries  Lid.) made
- Mo issues toladling Ka 81 crove. (See: Praxis Consulting and
- Iedormation Services Py Lid, Prime-MRE and  Prime-
ML, eovering ANl publie Issises: 1401989 - 3130990
ml All Rights Tssoes: 14,1990 = 3031998, nd) The
Rroup meceived FIM gpprowal for  floating 3 finsnesal
- Bervices joint wenture with Dacwoo group of Karea and For
®ILng up osset management comipanies in nssocinlion with
Dacwon Seeuritics and Keystone  Group Ine, USA. The
~ Eroup fosted o mustual fumds in Ausgast 1994 to mise about
Rs 100 croee. The Group was on the verge of promoting a
bank when the matier was exposed, In  addition to the
- NBFCs, the operationsg of “plantation companies’ have alse

the mvestor sentimenl

20, CMIE's observations are relevant in this context.
UMIE nosed that “(U)nlike the 1980z or the early 1990s,
be huginess sectors are unable o direcily draw wpon the
Hvings of the houschold sectore. [POs are reploced by
Pivale placement issues. Banks and financial insliltions

displaced manulaciering corporates and a  significant
Pt of fund mobilised i5 through debt insiremenis rather
B equity” )
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21 Ligusdiny enables investors o alier their partlalios
guickly ond cheaply and makes investments  less risky.
One  mensure of bguidy 5 votal value traded a3 a
proportion af GDP, Tumowver mtia, e, value of tofal
shures roded a5 & proportion  of market capaalisation is
amother mmpartant one. However, high bevel ol trading ina
few serips may indscale unhealiby speculation,

22 When shares are purchpsed they will normally be
taken delivery at  the end of the setilement by nuking the
necessary payment or the deals are squased off, The camy
forward gystem  ¢nables dbe purchaser o posipone ke
delivery to the next seitlement by paying baolls or camy
forward changes to a badla financier. The mam difference
between the margin system in LISA | reported bo be while
in the Indipn case there i no need for the seller 1o have
shares  and the buyer to have the maney, in the margin
trnding (he buyer hos (o put wp &t least 30 per cent of the
purchase walise of shares and also phedge the shanes i
achanlity. For o detalled deseripiion of the carry forward
system, In December 1993, SEBI directed the Four major
mick cxchanges in Bombay, Defhs, Ahmedabad and
Caleutta, where forward fruding is permitted, o have all
fresh trades enly on cash basis. Bannmng of badla  had
sewvere podverse mpogt on imding  volumes of e
Group (also called the A Group) shares during | in
BSE. Average daily turmower in A group fell fram R 285
crore in 19394 1o Rs 67 crore in 1994695, Due 1o this, the
shase of A group in telal volume gol reduced from 7359
per cent in 199304 o onby J28] per cent @ 1994-
23, Re-indrodwetion of badlo i January 1996 again bed 1o
the A Groap's share increasing substandially  in ootsl
volumme transacted in the last quarer ol 192594, During
the first nime months of 190607, tbe share of A Group in
tdal irading volume rose o 93 per cent,

23, Though daza for cortun days in 199 was missing,
the estimates may nal have been affected seriously as anky
the nurmber of days for wiich the data was aval were
::i:d for amiving & the average number of companecs

24, For purposes of this amsl the subsequent analyais of
BSE irding dain for the vears 199G, 1997, 998 and 1999,
we have relied on the daily trade datn supphicd m machine
readabde format (called the QE files) along with 1JI:|:
Imvesiment Decision 5 rt System ([D55) by the Dalal
Streel Joummal  group. ﬁdm Wk hiub}lrmmmd as
Eguity Research Suniion (ERS) and is being nuinnimdbl:
the Azian CERC Informadson Services {India) Lid Thuug
there arc o few gap in the provided by the company, sirce
moal  of the exercises anakyse the relalive shares  of
differcnt  sets of companies irstead  of  ibe absolue
mmounds, this ned significantly offec? the conclusiens
The Face value of each share i Rs 1 though ibere are some
exceplions. Such companies wre ipvariably the older ones
with @ face valwe of Rs 1. The pssumption  of unifanm
foce walue of s 10 made here does not, therefore, result
in  any over-estlimation, The stock sphits that have been
inbroduced recently,  however, make such pssumplions
unreafistic in fature,

25, The percentage of  premium issues wos especially
hagh during 1994-95 and 190596, Dunng [904-05 oul of
the 1,230 isswes os many 35 3ER had o premium
componen], Chit of BT eguity issues by already lised
companies as  many o8 TS involved premivme  Indeed,
during 199596 all bui one of the 59 public isucs by the
already listed companess were premium isues, During this
year also fthe premiwm issucs were high as o of 1,351
issaes M0 had pecmium  componend | Based
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n.,muhmﬁﬂnunl Reparts).
'35, The Bombay Stock Exchange has started giving
o 1rading valines [m 1996, We have confined to trading
quily shares of eompanies after exclwding data relating
= i securitics and transactions by matual funds. For
jes traded both  in the  regular and dematerialised
with distinct scrip codes, the lurnover has  heen
piped arad only one sorip code has been netained.
" 47, The conceniralion appears quile  heavy when
o ared wiith the  radding patiern of the Mew York Stock
E banee (MYSEL The tumover datn of the NYSE for
Lt shows that ot the 19 company mark, the share in
aver was only [ 2.64 per cemt while it was 67,20 per cent
pSE. When the top 10 companies are considered the
vare i WY SE warks out b about half of the share a1 BSE
fen af the 300 compuny  level there s considerable
bcence between  the shares: 83,13 per cent for WYSIE
st 90.62 per cend for BSE.

15, Intially BSE decided to rentove 26 companies and
roduce 27 new ones to maintnm the sirength of the Group
wer |49 @ the timee of revigion) 1, however, decided 1w
king in only 1T new companics thereby reducing the
froup's strength fo [ 40,

1. Flls are obliged 1o tmka'give delivery of the shares
raded by them,

© 10 The clssifiestion hoadly lollows the eguity
search (ERS) database pattern,

M. While the scrips in A Group  can have carry
arward deals with weekly seitlements, ibose in B wauld
v weekly seftlements without the facility of carry
forward, Thase aff B2 {also referred 1o as B Grougd would
be sinilar to B but with a fartnightly settlement.

32 These were:  Afbck, Cybemech, DS Software,
Fale Consuliants, Mors Software, Mastek, Rabin (1), and
Yeuslsalt im the software sector; Lupin Labs ard Mosepen
hs in the pharmaceutical,
i3 Including Bloss Indusines (new name: Snven
Multitech] and  Vokrangee Ll (new mame: Vikrangee
softwire) which are reported 16 be under the serstmy of
BSE for changing their names 1o relate 1o sofware business.
3MoA linwted exercise af identifying  guhlic sector
companies in - | 990 revealed that its shase declined further to
ihaut nine per cent
35, The Sensex was revised in November 1998 by the
Bchigion of twe FCCs (Castrol and Movastis) and  two
Wopaier sofiwane  companies (NIT and  Infosys
Technologics). These replaced two public sector companics
15AIL and IPCL) ared twa targe house companies {drwinad
Mills and GE Shipping).
A5, The mass media (Radio & T, networks) as
iy the mewspapers invariably give prominence to the
- Ewen the Eromomic Survey 199890, while
Pesenting the monthly bevels of Sensex (30 companies) and
Be NSE Nidty (30 companics) described the movements in
Sersex and referred 10 those in Nifty in o passing
Tanngr.  Meedless to say, there was mo discussion on
usiry-wise price movemenis.
A7. Thaugh the Fils siaricd making purchases in carly
1993, it was only during the last quarer, L., October-
1993 ibeir mel investments reached a subsiontial
iount of LISS 600 million.
I8, Private sector accounled for about  twoelhirds
o e gross mohilisation and neardy threg-fourths of the
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medbilization in net lerms. Resources mobilised by different
types of matanl funds are discussed & listle more in the
aceompanymng paper on FII imvestments.

39, Cwt af the 70 companies | the capital goods
calegory s many os 30 were FCCe. Their  peesence
becomes  mwore  proovisent  (f compuber hasdware
companies are taken oat 28 out of 61,

40, See Table 7 in the scoompanying paper - Forcign
Instifutional Invesimenis and the Indian Seock Maorker.

4. Chat of about 50500 companies lsted on the BSE
charirg, 1928, we could get the sharcholding patieen for 31,804
companics.  Afler  exchuding  public sector compamies and
companies promoted by them and the companics for which the
information was net available Tof any of the years 19946, 1997
or 1E we were lefl wath 3,388 COEmpanics.

42, Under Section 169 of the Campanies  Aef, 916
the minimum voung drength required for convening an
extraorditary general meeting 4 10 per cent of the pasd-up
capital of the comparny,

41 For this, a scparate excreise was made 1o identify
togh 2000 peivabe seclor compamies o 1980290 for which o
sharcholding paticrn was avarlable Ffor bath pre- and posi-
liberalisstion periods.  We essumed that sharcholding data
priar o md-1992  represente the  pre-liberalisation peried
and that for  any time after 1995 reflects the mpact of
liberalisation. DBy elimnating companies  For  which
ghareholding dala was not  available for both the periods,
companics whech have got menged, the unlisied ones, those
which have endergone extensive restnucturing and  1he
public sector companies, the final st of lop 200
companics based on their ranking in 195990 was arised ai,

d#. The  Circular wihich followed the
recomarendations of a Comemittes constituted by SEBI
wnder the Chatrmanship of Mr. Kumar Mangalam Birla
wias issued in Febrnaary 2000,

45 Ab the OTCEL during 19949, tirsover of eguity
ghares of listed companies was Rs 4.47 crone against ihe
comesponding figure of Rs 1, 778,90 crore for the perminied
DAEE.

4. On the 15 of the 41 doys iraded, daily highs of 1he

Sensex were  of least 3 per cemt higher than ihe
codresponding daity lows,
47. It is relevant to note  here that  investor

preferences  for  sclect seciors have resulied i wide
variations in the price-caming ratios. Owl  of the 104
product’octivity gprowps  for which  price-caming  (PVE)
ralivs are available, in case of six ibe raiio was mose than
IO amed En ense of amother five o was maore than 50, For os
many as 1, it was less than 100 The six with the highest
FE ralies arc:  Enteriainment and Electronic media {T65];
Lavge Comguder Softwae Companses (431) Magretic
Tapes and Cassettes (281); Compuer Software Converis
(161 Large Telecommunication Equipment (128) and
eompuler Education (125) Figures o bsckets e IVE
Tatkos, Souree:  Iesluastry Score Boad @
warw, capitalmarket, com, Prices are for February |8, 2000,

ARBREFIATIONS
BHEL Bharut Heavy Elecincals
BSE Hombay Sieck Exchange
| Cortralber of Capatal lgsues
CICA Capital lesues Controd Act, 1947
CMIE Centre for Monitering Indian Economy
ERS Eguity Resezrch Sialion
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fareign-conirmlled companics

Forgign Diregt Invvesiment

Farelgn Exchange Regulation Act, 1973
Farzign Instelational [nvestors

Fast Moving Consumer Goods

Giross Domestie Product

Flinclustan Petroleam Cormp. lLed.

Inclustria Credit & Investnent Corp, of Indi
Industrial Development Bank of india
Indo-Duch Programme oo Allematives in
Developmient

Investiment Decrsion Support Sysiem
Industriol Fimance Cosporation of [ndia
Indian Petrochemieal Corp.

Instifde For Studies in Industrinl Development
Monopolies and Restrictive Trade Practices
Act, 1969

Mahanagar Telephome Migam Lid
Muti-Banking Financeal Companies

Matiomal Stock Exchangs

Mew York Stock Exchange

11 amd Matural Cizs Corporation

Cwer the Counter Exchange of Indin

Faid-Up Capaal

Reserve Bunk of India

Steel Authority of Indea Lid

State Bank of India

Secaritpes and Exchange Board of India
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FOREIGN INSTITUTIONAL INVESTMENTS
AND THE INDIAN STOCK MARKET

K.§. Chalapati Rao, K.V K. Ranganathan and M.R, Murthy*

To facilitate foreign private capital flows in the form of porifolio invesimens, developing
yntries have been advised 1o develap their stock markets. Jt was suggested that these investments

ol help the stock markets directly through widening investor base and indirectly by compelling
aenl amtharities to improve the trading  systems. While the volatility  associated with portfolio
capival fTows is well kmown, there iy also a cowcern  that foreign institutional investors mighs
terpoufiice distortions in the host country markels due fo the pressure on them  fo secure capital pains.
1y this context, this paper seeks o assess the imporiance of foreign porifolio investments  in India
dgtive fo other major forms amd to study the relationship between foreign portfolio investments

| nd tremds in the Indian stock markei during the past four years.

utrodencticon

" The character of global capital flows 1o
Cdeveloping  countries  underwent  significant
' changes on many counts during the "nineties. By
the time the East Asian financial enisis surfaced,
the overall size of the flows more than tripled.
|t stood at USS 100.8 bn. in 1990 and rose lo USS
08,1 b, by 1996, The increase was entirely due
‘o the sharp rise in the flows under private
sccount that rose from USE 439 bn. to 2759
‘billion during the same period. In relative terms
Ahe percentage of private account capital [lows
increased from 43.55 to 89.55 per cent (Table
). Simultancously, the Official Development
Assigtance (DDA, declined both in relative and
absolute terms. All the main  components of the
private account capital transfers, namely, (a)
commercial  loans, s]] foreign direct
mvestments (FDI), and (c) foreign portfolio
mvestments (equity and bonds) (FPI) recorded
sgnificant increases. Portfolio flows increased at
& faster rate than dircct invesimenis on  private
#ctount, As a result, starting with a low level of
1116 per cent, the share of capital Mlows in the
form of postfolio investmenis quadrupled to reach
37.22 per cent in 1996 reflecting the enhanced
tmphasis on private capital flows with portfolio
nvestments forming  the second  important

—

constituent of the flows during the ‘nineties. In
this process multilateral bodics led by the
International Fimance Corporation (IFC) played a
majaor role,’

Following the Easl Asian fAnancial cnsis,
initially there was a slow down followed, by a
decline in privatc capital flows. While bonds
and portfolio equity flows reacted quickly and
declined in 1997 itscif, loans from commercial
banks dropped a year later m 1998, Decline in
FIM was alzo delayed, But the fall in FDI was
quite small comparced to the other three major
forms of prvale capital flows. While flows on
official account increased, followmng the crisis,
they continue to constitute only & small portion
of the total flows. Thus, starting with the resolve
by the developed counines to provide one per
cenl of their GNP as developmental aid, the
indusirialised world preferred 10 encourage
private capital  transfers  through  direct
imvestments  instead  of  official assistance
[Goyal, 1980, Pp. B43-50; Goyal, 1932).2 The
declining importance of official development
finance 15 attnbuted to budgetary constrainis m
donor countnes and the optimism of private
investors  in the wviability of the developing
couninies [World Bank, 1998, p. 5].
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Table 1. Aggregate Net lmng—lurﬁ Resource Flows to Developing Countries

investors, and provide an opporumity to share
the fruits of growth of devcloping countrics
‘which are expected to grow faster. Investing in
emerging markets is expected 1o provide a better
relurm on  investments for pension funds and
private  investors of the developed countries.
For developing countries, foreign  portfolio
equity investment has  different characteristics
and implications compared to  FDI. Besides
supplementing domestic savings, FDI is expected
o facilitate  transfer of technology, introduce
new management and marketing skills, and helps
expand host country markels and  foreign trade
[World Bank, 1997, p. 31). Portiolio
Mvestiments  supplement  forcign  exchange
Wailability and domestic savings but are most
often not project specific. FPL, are welcomed by
developing countries since these are non-debi
tresting, FPL, il involved in primary issues,
Provides entical nsk capital for new projects.
Since FPI takes the form of investment in the
Secondary stock market, it does not directly
toninbute to creation  of new production
Cipabilitics. To enable FP1 flows which prefer
Casy  liguidity, multilateral bodies, led by the
International Finance Corporation (IFC), have

(LSS bn.)
e ol flow 1990 1590 1902 1553 15494 1995 199 Ll 1 I8
%ﬁ Flpws 0.9 Gl b 340 333 455 554 132 LN 479
p. Total Private Flaws £30 k.5 aR3 1670 178.1 1S5 2TiE MeE 23%0
of winehe
lalermnationa] Capital Markets 194 262 511 LY BO.6 W] 1495 1355 721
- Private Deist Flows 157 18.6 i A% 544 A 1003 D53 5E8
- Comureicial Ranks 11 4R (LK i3 1349 14 437 G [ 251
« Ehaafacls 1.2 10,8 LI 7.0 T s 531.5 4.6 LM
Citfsizra i LR 7 B AT in 10 16 7
- Portlifio Equity Flows 31 1.4 4.l 510 152 k1Y 4%2 K[ 141
Foreign Deroed Inscstnetil 4.5 M4 46| 470 S 1054 1264 153.4 1550
. Agpregate Nel Resourcg ImE 1231 i52.3 I e 19 10K | 3381 2750
Fliovars, (AHRY
Share ol Pavale [sowdin 4158 4015 MW TSE4 TAOAS TS A0AY . HR.44 CRE
Total Flows [T}
Sharo ol Partfislio Capital [LI6 3041 2564  FX&® 4037 312 17.22 14.35 R |
Flows (equity+bonds] in
Provate Flows, {1¥8)
Seesroe: Baved on Workl Banl, trinbal Develfopesmt Fisasce, 1999, Table Z.1.
Portfolio investments spread risk for foreign  been CNCOUTAEING estabhishment and

strengthening of stock markets in developing
countrics as a medium that will enable Now of
savings from developed countries to developing
eounires,

FPL it is expecied, could help achieve a
higher degree of liquidity at stock markets,
increase  price-caming  (PE)  ratios  and
consequently reduce  cost of capital for
invesiment. FPl is also expected to lead to
improvement in  the functioning of the stock
market as foreign portfolio investors are believed
o invest on  the basis of well-researched
strategies and a realistic stock valuation. The
portfolio investors are known to have highly
competent  analysts and access to a host of
mformation, data and experience of operating in
widely differing economic and  political
environments, Host countries seeking  foreign
portfolio investments are obliged to improve their
trading and delivery systems which would also
benefit  the local investors. To refain
confidence of portfolio investors host countries
are expected o follow consistent and business-
friendly liberal policies. Having access to large
funds, foreign portfolio investors can influence
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loping country capital markets in o8
!niﬂ.:ani manner especially in the absence of
domestic investions.

portfolio  investments have some macro-
mic implications. While contributing to
Pujm.up of foreign exchange reserves, portfolio
ﬁmmwnls would influence the exchange rale
and could [ead to antificial appreciation of local
currency.  This could  hurt competitiveness,
portfolio investments  are amenable 10 sudden
wm-u;lmwals and therefore these have the
notential  for destabilising an cconomy. The
yolatility of FP1 is considerably influenced by
global opportunities  and flows from one
country to another.  Though it 15 sometime
argucd that FDI  and FPI are both equatly
volatle [Claessens e al, 1993], the Mexican and
Fast Asian erises brought into  focus the higher
rizk imvolved in porifolio invesimenis,

The present paper has two objectives. One,
to assgss the importance of different types of
forcign portfolio invesiments in capilal flows to
Indiz, And two, to understand the investment
behaviour of foreign portfolio investors through
an analysis of the portfolios of five US-based
India specific  funds. Such an exercise, it is
hoped, would explain the relationship between
foreign institutional investments and trading
patlern m the Indian stock market better than
aggregate level analysis.

FPI and fidia

While foreign portfolio investments are notl
mew  to the Indian  corporate sector, the
mportance  of portfolio invesiments received
Pecinl impetus towards the end of 1992 when
the Foreign Institutional Investors {F11s) such as
Pension Funds, Mual Funds,  Investment
Trusts,  Asset Management  Companies,
Nominee Companies and
meorporatedfnstitutional  Portfolio  Managers
Were permitted to invest  direcily in the Indian
Mock markets. The entry of FlIs scems to bea
follow up of the recommendation of the
Narasimham Comminee Report on Financial
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System. While recommending their entry, the
Committee, however, did not claborate on  the
objectives of the suggested policy.  The
Committee only stated;
The Committee would also  supgest
that the capital market should be
gradually opened up 10 foreign portfolio
investments  and simultancously
efforts should be initiated 1o improve
the depth of the market by
facilitating 1ssuc of new ypes of
couities and mmovative dizbd
instruments  [Morasimham  Committee

Report, po 121].

Press reporis of early 1993 indicate that the
Asian Department Bank (ADB) influenced the
Commitice's recommendations  [Patriot, 1993;
Hindustan  Times, 1993; Dataline Business,
1993]. The then ADB Presidents Report on
India’s Request for o Financial Sector Program
Lean, mentioned that

The Bank (ADB)} had also called for
capilal  market  reforms including
allowing private mutual funds to operate,
allowing investment in fodian firms
by foreipn  investors and  allowing
increased access to world  capital
markets for Indians (emphasis added).”

Attracting foreign capital appears 10 be the
main reason for opening up of the stock markets
for Flls [Lalitha, 1992]. The Government of Indis
issucd the relevant Guidelines for FII investment
on September 14, 1992, Only a few days prior 1o
this, a statement atinibuted to [FC suggested that
India would have to wait for some  vears
before the expected large foreign  invesimenl
materialises | Financial Express, 1992).
Regarding the cntry of Flls the then Finance
Minister said at a meeting organised by the
Royal  Imstitwte  of International Affairs
{London) that the decision 1o open up the siock
market to investments by forcign companies
would be pood for the country as India needed
international capital. He further said thata non-
debt creating  instrument such  as  this  was
superior o raising loans of the classical



. g that an unsustaimable debt burden was
piled up. The Finance Minister also  said
, the liberalisation of the economy would
=0 in international capital of abowt $10 bn a
' ising 10 $12-13 bn. over the following 2-3
s [Eeonomic Times, 1992]. It may also
. pe 0 mere coincidence that India decided to
itz stock markets to FI1 investments  in the
aermath of the stock scam. The Sensex, BSE
eensitive Index, fell to 2,529 on August 6, 1992
om the  unprecedented high level of 4,467
eached on Aprl 22, 1992, As an mncentive,
e1ls were allowed lower rates for capital gains
gx. This was justificd on the basis that “(T)his
will puard  against volatility in fund fows'
Ceonomic Survey, 199394 p. 54)°  Indian
stry did protest against this and called for a

] playing field [Pai Panandiker].

During the period 1992-93 to 1995-99 out of
ke total capital inflow  to India of about USS
28.6 hillion, a little more than US% 15 lllon or
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nearly 54 per cent of the total, was on account of
foreign porifolio invesiments. These aggregaie
capital flows were a littlle less than the foreign
currency assets at the end of 1998-99. Dunng
the period, external debt did increased from USS
B5 bn. 10 98 bo. [Ecomomic Survey, 1999-2000].
Much of the increase, however, took place by
1995, Thus, the strategy of relying on non-
debt creating instruments seems to have yielded
resulis.  The flows, however, did not  match the
initial expectation thal capital flows will
aggregale LSS 12-13 bn. a year, i.e., nearly USS
30-60 bn. for the five year period 1993 to
1997, Within portfolio investments, Flls had a
share of nearly 50 per cent and GDRs 44 per
cent (Table 2). From the point of capital Mows
and managing balance of payments, it does
appear that an active pursuance of GDRs could
be a wviable altemnative o FII  investmenis.
Unlike portfolio  investments, GDRs are
generally project specific and hence the benefils
from such issuss are  more  tangible.

Table 2. Inflow of Foreign Investments in the Posi-liberalisation Period

Ao in LSS mn )

Wigar 0 which, Portfolio lnvestmenis

Total Eallows araa e T

[Derece+ Poatdolun) Totad Of which Fllzs IR
i 4] LEY {4} {3
154 2.0 559 i 1 0
193,04 4,151 3T 1565 | 520
[ [, 511 3414 1500 2 03
LTINS 4500 1748 20 L]
LR 07 6,032 3342 190 1 i
T et 1 1,823 e 45
iR 1A0] -l -390 7
Tou FE ) 15,462 T3 i, Bl

Souree: Indha, Mimasiry ol Fiseore, Erowowic Swvep: #9980 J000,

FII Investments on the Indian Stock Exchanges

In Movember 1995, SEBI  nolified ihe
Foreign Institutional Investors Regulations which
Were largely based on the carlier guidelines issued
n 1992, The regulations require Flls to register
with SEBI and 1o obtain approval from the Reserve

i Figures represent (DR amounis ratsad abroad by the fadian companiss.

Bank of India under the Foreign Erchange
Regelation Act, 1973 to enable them  buy and
sell securities, open foreign currency and rupee
bank accounts and remit and repatriate funds.
For all practical purposes, full convertibility of
rupee is applicable to FI1 investments. Gradually,
the scope of FI operations has been expanded by



juing (a)  addinonal  categories  of
L clors, (D) recognising  other instruments in
; ich they can invest, and (¢) altering the
" vidual and aggregate FII shares in any one
E sign company. The latest position is that an Fll
esting on s own behall) or & sub-account
an hold up 0 10 per cent of paid-up equity
Lmital (PUC) of a company. The total investiment
all Flls and sub-accounts in any one company
b onnot exceed 24 per cent of the total PUC. In
ompanics which pass a  special resolution in
s regard, the total FII investment can reach up
‘w30 per cem of the PUC. Imposition of
| jpvestment ceilings, one expects, was aimed at:
ame, preventing cornering of shares  that could
‘result in take-over operations;’ and  fwo, to
keep price  fluctuations under imits. The 24 per
cent limil does nol include investmenis made by
the foreign portfolio  investors outside  the
portfolio  investmenl  roule, ie, through the
direct nvestment approval PrOCEss,
Investments made through purchases of GDRs
and convertibles are  also  excluded. For
calculuting  the FII investment limits,
mvestments by NRIs and Overseas Corporate
Bodies predominantly controlled by them, which
were ncluded earlier, are no longer included for
purposes  of monitoring the FII investment
ceilings.” In the Budget Speech 2000-2001 it was
propozed o raise the upper limit (o 40 per cenl.

In spite of the fact that FPI has been given an
important place in India's financial sector under
the liberalisation package, very few studies of the
FIl operations in India exist. One reason for this
has been the paucity of data. Empirical studies
have remained confined fo aggregate  level
studies  [Joshi, 1995; Pal, 1998, Pp. 589-9%;
Samal, 1997, Pp. 2,729-32]. The studies
generally point to the positive relationship
between FII investments and movement of the
Bombay Stock Exchange share price index. We
looked at  the relationship in a2 somewhat
different way. It has been noticed that net FII
Investments  were lower in the fourth quarter in
all the years except 1993, their first year of
opcrations, and 1999 The average of BSE
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Sensex also fell in the last quarter except in 1993
and 999,  Contrary fo the expectations FII
investments  picked up during the last guarter
itself after a dip in the third quarter of 1999,
Average level of Sensex also did not decline
durmg the last quarter, I does, however, appear
that FIls buy in the first and second quarters
following the depression created by their low
activity or relative selling pressure in the last
quarter. The decline, which starts in the third
quarter, reachcs  the maximum in the last
4:|_u5|1"lv|1“.rT (Graph). ©One of the possible
explanations for the BSE Sensex also declining
during the last quarier could be that the local
market players look towards Flls for leads, In
such a situation, even  with relatively small
furmovers, FIls can swing the marke! by their
achons.  The extent of FIT mfluence on market
players can probably be gauged from the [act
that SEBI asked the stock exchanges nol to
release FlI trading details [Hindu Business Line,
19991 as SEBI decided to release the data with
aone day lag and afler due confirmation with the
Flls' custodians,

To give better empinical content to the
general understanding that  Flis influence the
Indian equity markets we tried to get detailed
data on FII transactions, Qur efforts at getting
Fll-wise information from the RBI and SERI,
however, did not meet with any success.” In view
of this, we had to rely on other sources, At the
beginning of March 2000, the number of Flls
registered with SEBI stood at 502. The shecr
number of Flls does not give a full picture of
the FII operations in India since each of the
Fils can represent unlimited number of sub-
accounts, Om the number of sub-accounts,
however, no information is avamlable.  With
ihe imporiance atfached 1o sub-accounl-wisc
investment  limits one  would have expected
SEBl te provide information on these. Also, a
good number of Flls are under common control
(as indicated by their names, addresses and
lelephone numbers) and render individual FTI
limits less relovand.
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Graph

Cuarterly Movements in Met FII Investmients amd Average Sensex Levels: 1993:1999
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hane: Charierly averiges of Sensex closing valoes.

After 1993-94, SEBI stopped giving a
category-wise break up of the registered Flls in
india. From an examination of the registration
numbers, available from the SEBI web site, it
gppears  that most Flls  fall under  two
categories: 'FA' and 'FD' (Table 3). FA appears
1o stand for fund advisers and assel management
companies implying that most Flis (56.57 per
cent) work as representatives of others. From a
similar deduction it appears that FD  stands for
investment funds,” These two categories
count for 93 per cent of the Flls. There are 9
Flls under the category ‘FC' which are most
likely pension fumds. The other imporiant
tategory is "FE' which includes an assortment of
Msurance companies, invesiment frusts and
kovernment bodies.

Out of the 502 FlIs, as many as 200 were
from 1JSA and another 121 have UK addresses.
A few Flls are reported to be from Hong Kong,
Eingarpnre. Luxembourg, ete., but some of them,

4 1500

Saurce: Wt VI svvestments are faken from CMIE, Capinn Martets, Ociober 1998 snd SERI.

it 15 our assessment, had their origin in USA
and UK, For instance, those registered from
Singapore include: Citicorp Investment Bank
(Singapore) Lid., Templeton Asset Management
Ltd., and J.P. Morgan Securities Asia Pvt. Lid.
The registrants from Hong Kong mclude
Jardine Fleming Intl. Mgt. Inc., Merril Lynch
Far East Ltd., and ABN Amro Asia Ltd. One
of the registrants from Bahrain is Citicorp
Banking Corp. Very few  Flls had  their
addresses in tax  havens like Bahamas and
Cayman Islands. Only one FII has given a
Mauritius address. It thus appears that the
phenomenon of Flls is essentially a domain of
funds from USA and UK.

The larger Flls have multiple associates in
India ncluding locally meorporated companics
which operate either as brokers, managers or mutual
fund operators.” Some of the Flls floated joint
venlures with Indian companies: either  belonging
to the Tbroking commumity or Indias
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Flls

mess groups. Coupled with the facl that the
1e can invest through the GDR route, 1l appears

the operations  of
tood i imvestments by FlIs registered with

cannat  be

6.9

entities belonging to the Jardine Fleming Group
may provide a concrete example in this regard
(Box 1). We shall discuss the involvement of Flls
in the Indian mutual funds industry a litile latter

gl are examined in isolation. The network of o further  provide evidence  in this regard,
Table 3, Country-wise DNstribution of Flis Registered with SEBIL
) Amsg] Frveshmend Frsurance Pensicn Cifaers Taotal
Monsgemenl  Pands! Cios. Fiands
CosFupd Trasiees on Brvestiment
Aulvispral Hehall of Traslg,
Sach Forsty Governirenl
Haodazs, ple
[FAj G () [
{1} 2 {3 {4} L] ] m
L 10 % 5 7 W
[ 42 il i et |
Jhen Koitg # * I e
SH e 1% i F i | 21
| [ penrheiing 4 X2 - 10
* ugshita 5 i I Ui
- Ewilrotiand 12 z i is
" Caeada ] 4 - I i1
| - Kerherlands# 7 i (]
R Y L - g
Japary 4 ] = 5
Hhers  (Inel. 14 & 15
I i laagified
Tkl k2 133 a3 9 I ang
1 This classificagion is hased on relating regiseration numbers with the names of Flis,
r e foeding oo (Fom Metherlands Amilles.

Source: Based on the egistation details givien a8 SEBI' webslie

From the available information it appears
that FIlz do not play a major role in the primary
market, According to SEBI, in 1995-96, oul of
the 1426 public ssues mvolving an issuc
amount of Bs 14,240 crore, in 79 1ssues Rs 212

| core were reserved for Flls. In the following
. Yyear Rs 549 crore were reserved in 23 issues
out of a total amourt of Bs 11,557 crore issued

by 751 companics. In 199798 the amount

,;:;'. eserved was Bs 12 crore in 5 issues [SEBI,
- 199697 and 1997-98; 1998-99, Pp. 50.511."
The following excrcise will, therefore, be
Concentrating on  the Fll operations in  the

[ secondary market. In  the sccondary market
also, going by the values, Flls are more active

on the equity market than in the debt segment
[BSE, 2000, Pp. 13-18]."" At the Bombay Stock

Exchange, which accounts for about half of the
FII sales and purchases, against the total market
turnover of Rs  5,27.960 crore in 1999, Fl
purchases were Rs 17,165 crore and sales, Rs
13,174 crore." The total tumover for 1998 stood
at Rs 2,65,995 crore; FII purchases at Rs 6,684
crore and their sales, Bz 6,940 crore. Thus,
comparison to total trading values on the BSE,
FII sales and purchases appear to be quite small.

For understanding the investment pattern of
Flls we tried to examine the N-30D filings of
invesiment funds with the US capital market
regulatory  body, namely, the Securities and
Exchange Commission (SEC). Form MN-300 is
requircd to be filed by registered investmenl
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aanics  and contains  semi-annual and the investment strategies of Flls. A study of
ol repoarts mailed to  the shareholders.” American funds could be quite representative of
e SEC data are available for different years. the FIIs investment behaviour in India because
. can, therefore, make useful comparisons maost FIlIs registered in India are from the USA.
a period. The filings also offer details on

BOX -1
JARDINE FLEMINGS & INDIA
_Fh-l'l'l-lﬂﬂll'ldll Fund Inc., H.ﬂhﬂd. LIS A T ]
Adviser: Jartime Flering Intcrmatsonal Management Inc. (JFIM],

irilish Visginia Islamds, Regd with SEHI as an FI fromn HEK.
Jardline Fleming India Broking Pyi. Lid_, India (4fHare of JEIM)

Credit Agresment WITH: Tardine Fleming Bank Lid. (A of JEIA)
Admishirasor Milcheil Hutching Assel Manzgement Inc.
Wholly-owned sshaidisry of Paine Webber

Wit Adminlstraior: Multicomsult Lid, Maurilis

Fustadian: Cinbank, U5 & India

-_]'I‘ [ndin Trust

 Truihee & Hegistrar: HSBEC Trusiee (Maunitios) Lid., Maontivs
mﬂlnw: IF Uit Trust Mamagemend Lid., Brigish ¥irgin lslands

IF India Fured Management Lad,, British Virgin Eslamds
 {nvestmesd Advier: Jardine Fleming Investmeas Managemesi Lul.

& K Represcniative: Jarding Fieming Linit Trosty Lud
| _ﬁul Fleming Imdia Ascer Mlansgement Pyt Lid., Assct Menagement Co. of Jardine Flamimg Mutual Fand.

_HH;\I'II‘NH-JEH iml. Lid,, Cayman bslamds. bdnd I:IF" with SEBL. Cfo lardine Flermg [ndis Socuritses Pvi. Lol

'Mmmmﬂmmm- :gd.uFl.lwﬂSl.'.Eﬂ Cho Jlanline Fleming [sdis Securitics Pyl Lul.,
im, M

Jlrﬂ:ﬁunilg[lthm.rlHﬂ Pvi Lid. Approved by the FIFR in Jung 1994 for mderieking merchant bamking,

conporatn finesde, slock brolong snd ossel mansgement. The spooval was
for Jandine Fleming, Mauritius

‘ dardine Mathesnn's Joint Vendure with Tats Industrics  Approved by FIPI in April Immﬂnﬂrmhlu retadling. deinibuation,

Wiith Bermuda as the hame comntry finamcial services, property, hotels, engincering and constniction,
Plemlng Fumd Managenseni (Levembaarg) 5.4, Regd & FI with SEBI

I-'..I.mm

r -'milrru Flerrng was exisislished in |97 |r| Haong Hmlm i ginily emned by .lnd-—r Matheson Holdings Limised and

Rabert Fleming Holdings Limitcd. Early kst year Flemings ] rod Janding Fleiseg.
Nite:  Prepared in giynlﬂtﬂ;fq oF Bcniin ad % gl b qub o

By a process of string search in the text, we funds invested in more than ten  Indian
tould identify 53 funds which invested in India companies in 1998, This may indicate that the
m 1998.'" Only five of them were specific to focus of Flls on India is quite narrow.

India."” The others invested in GDRs of Indian
Companies, India specific funds of USA or UK or  [nvestment Pattern of Five India Specific Funds
directly in a few Indian companies. Apart from
the five India specific funds, enly six other The five India specific funds whose invest-
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o detnils for 1996 and 1998 we will be
© qting in the following are: (i) India Growth
" Inc; (ii) India  Fund Inc. (iii) Jardine
Lping Indin Fund Ine.; (iv) Morgan Stanley

g [vestment Fund Inc; and (v) Pioneer
iy Fund.'™ All the five have different
ent advisers and  the total value of

in 535 Indian compantes in mid-1996
USS$ 915 mn.'” The number of companics
well  with the official estimates for
L... .97 that Flls have been active in over 600
3 anm-uf' more than 6,000 listed ones. It has
leo been indicated that out of the 427 registered
ot that time, on an average 130 were active in
gny given month and about two-thirds of the
purchases and sales were accounted for by only
94 Flls  [Ecomemic  Survey, 1996-97, p. 61].

Easl Asian crisis, the sanciions following India
exploding nuclear deviees in May 1998 and the
general slow down of the Indian  economy, the
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number of companies in which the [unds
invested declined and stood at 375 (Table 4).°
The market value of the asscts held by the funds
declingd to USS 762 mn.  Declmne m the number
of companies is common to four of the five
funds.

The accompanying study of trading at BSE”
showed that out of the nearly 6,000 companies
listed at the exchange, the largest 500 companics
in terms of market tumover account for over
99 per cent of the umaver,  FII investments have
gencrally confined to this set of high tumover
companies as the share of such companies in the
market value of investments increased from 86 to
98 per cent between 1996 and 1998 (Table 5).
‘This suggests that FII operations are progressively
confining to liguid shares™ By 1998, it is
also observed that A Group (Specified) com-
panics, in which carry forward deals are permitied,

Table 4. Basic Details of Five India Specific Funds

| —
HWame of the Fund Invesiment Adviser Mo, of Coomguanics Yalue of Investmen!
Inwested in (Mn LISE)
1996 1R | 59 [0
i 2 {1 {4} (5 {1
b Morgas Sanley Fadia Morgan Stanloy Adscl T55 1os 3 se i e
| Invesimon] Fund Inc g Managoment Ino.
2 Indim Gt Fund LT Drvestment Adwisory il | 174 13431 IT6i02
ing Services Lul,, Imdia
1. India Fund Inc# {1y Advonilage Advisers, @ subsi- [ 7 2820 9521
dery of CIAC Oppenheimer Com
i) Infrassneciure & Financial
Services L, [ndi
4 Jardine Fleming Iindia Jardine Fleming Intel. T ki 70T 2434
Fund Inc.8 Manggement Inc., Brilish
Vargeesis lskand
% Peoseer Indin Fund (i1 Fioneer Ciorp | 52 N 1474
{5y Kothari Paoneer AMC Lid, India
J - = —
All e Five Funds LEL] EPL] a.ur ol 59
L4 ﬂmrmjmrﬂdnty u:nlu.lln- I".'In.urlllu.'l.
Nole The aumber of companies do it gdd up io e jocal as more tean ane Tund imvested in some of the conganies
S Basod o the Funds' MU0-TF Alings st the 1.5, Sesurives s Exchesge Commission {50} For the (it thiee (unds the

data refers 1o June-gnd of the respective years. For Jarding Flerrsegg ot (8 May-end amd for PMoneer it is Aprilcmd.
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Table 5 Shares af Different Categories of Companies in the Market YValue of Invesimenis

1y Category Misrke) Vabas EL-"-H AL, ] hm-m.ng.:ln Tl

1995 1938 | 55t . 199§

{2 {3 (4] 1)
= pdarkel Turnover CompasiesS Tl 5 T4h24 a6 52 VB
Ciroup? 62070 &19.58 68.17 £1.35

{521.74) (5700}

— 33T 35633 3566 1366
W—ﬁﬂnlm"ﬂd Coz. {FCTs) [ WL 2401 Z0LA0 2E10
public Sector Cvemanses 13154 LET.2% 1661 1465
Laige Brafian Mouses 33785 [04.63 3714 14.33
Q1497 T61.5% JECIE |0 83

pereased their share from 68 per cent to 81 per
cent” The share of Semsex (pre-November
1998) companies remaimed at about one-third of
the todal value. However, it is significant that
[ five funds invested in practically all the
; companies, implying  that their
ppertions  could polentially influence the index,
‘Names  and other particulars of the top 25
ompanies in terms of value for each of the
five funds are given in the Annexure. While
the share of foreign-controlled companies (FCCs)
‘i the value of investment increased from about

Percenizges do ol add up o 100 because of over-lapping of the groups.

Hanked acoording fo the odald markd lumover a8 BSIE m the coreipanding yoar.

The A-groap was cxpanded in Febooary 17998 i include 50 companies. Figsres in brackets indicate the aggregate s percentuge
with regand to he compenilion of (he (Group prior lo it expansion,

21 1o 28 per cent. The share of public sector
companies increased from about 17 to 21 per
cent. Along with the decline in the number of
companies in  which the funds invested, the
share of top companies in terms of market value
of investment increased substantially. The share
of top ten companies increased from about 26
per cent to 45 and that of top 100 from 77 per
cent 10 94 per cenl. In all, the value of the
investment of the five funds is concentrated in
about 150 companies ( Table 6).

Table 6. Share of Top Companies in the Market Value of Investments by Five India Specific Funds

Top Companiess Percentage in Total Walue of Investment
1994 1998
i 1} LK} ]
I 2580 am
E-ﬂ Bl A B2.82
b T1.33 GaT
I3 Bi.54 05.06
Al Compasies 1 .00 1 .0}
{535) {A73)
Total Amount (Mn. USS) 41447 6159

[ S—

¥ Hascd on value of investient and inchedes isvestment in GRS,

Figures in brackets are the nunsher of compandcs invested in the respestive yrars.



A sector-wise  classification  of  the
- nantes, in which the funds have invested
| s that there was o major shift in the
s CXpOFUTE within  two years.™
nputer software (development and  training)

L 10 in 1996, reached the top-most position in
sog. Pharmaceuticals sector  improved s
Letion from the fifth to the third position.
wod & Beverages and Personal Care products
Hade their entry into the top 10, Major industries
vl moved down below the 10th position were:
«als and metal products, textiles, cement and
Jectrical machinery (Table 7).

It may be noted that at the Bombay Stock
gxchange glsn computer  software, food and
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beverages, pharmaceuticals and  personal care
products improved  their posilion in 1998
compared to 1996,  Similarly, trading values
showed increased concentration and the number
of companies traded declined during the same
period.  While share of FCCs in the twmmover
increased, that of Indian  large companies
declined, The resemblance between  the
distribution of trading values at BSE and
exposure of FII investments scem fo sugpest a
strong positive relationship between the two and
possible influence of FII investment pattern on
trading at BSE. This goes to strengthen the
general conclusion drawn on  the basis of
companson of quarterly net FII mvestments and
movement of the Bombay Stock Exchange
Sensilive,

Table 7. Investment Exposure of Five India Specific US Funds:
[ Changing Sectoral Importance between 1996 and 1998

Marker Valie of

Ranking Iredhusiry [ervestmenis (LIS mn ) Forcentage b Total
(R 1R 11 14 (R 19

1| i1 (2) i3 i) i%)

{

] 2 Adlinmokeles 9. B5.21 10Z2S 11,19
2 id Meisls wd Meinl Producis 5. 72 11,54 TIE 257
| 3 4 Man-Flecirical Mackdnery [ ] 55.83 bl 7%
4 -] Diversed 4l 44.24 561 L 5
| 5 3 PFrurmaseuticals o7 7. 16 S50 EE2
| i i3 Auio-Anillarics R ILE 2 20.82 154 7%
7 9 Teatiles 4233 .03 463 a4
i 17 Electrical Machinery 4] .55 11.73 4.54 1.54
" IR Canenl agne 1i.5p 4.6 Laz
(1] 113 Entemainsmenthulimedia 31 16.22 did 203
b4 1 Computor Soltware (Devi&Trgl 2564 133,54 151 17.59
L ] Feodd, Beverages & Tohacoo Pr. 1, 0 47,14 2= 6.59
s 7 Personal {are Products PN | 34,02 223 578
] £ Telccommumicaiinns Rl el 2704 414 LY
15 9 Refinerics 22.83 25.53 .50 135
12 5] Pubtie Secior Hanks 1R 2473 18 118
Talal [incladmg alhers) HER: Tl58 e rir 1000

—m=ran szan

Source; Complied on the haxis of the Faods' N-300 flings with the LS SEC,



factor which emerged from the funds’
is that three™ out of the five funds claimed
dency  stals in Mauritius with  which
. has entered into double taxation treaty,
this was a mere strategy of tax planning is
¢ from the fact that one of the funds (India
Ine.) reported that

(T)he Fund has established a branch in the
Republic of Mauritius. Multiconsult
pad.  (the "Mauritius  Administrator’)
pmybdes certain administrative services
relating to the operation and maintenance of
the Fund in Mauritius, The Mauntius
Administrator receives a monthly fee of
£1,500 and 5 reimbursed for certain
additional expenses.™

The other two funds also paid similar
ants to  Multiconsult””  The Mauritius
company should only be lending its  address,
gg, for such small amounts, one cannot think
of any other professional service. In  this
background, from the {axation of profils and
capital gains, point of view, the country status
described earlier  has  litle  relevance.™
Incidentally, the address of Multiconsult Lid., is
wed, apart from  India Fund Inc. and Morgan
Stanley India Investment Fund Inc., the two
other funds claiming Mauritius residency status,
alzo by such other foreign investors that mvested
m India and as vaned as US West Cellular
Investment Ca., Chatierjee Petrochem (an  NRI
company which received approval to invest m
Haldin Petrochem)  and Marconi
Telecommunications,

- Fils and  Emergence of Computer Software,
Consumer Non-Durables  and Pharmacewtical
Sectars

There appears to be a good deal of co-
ordination and similanty in business approach
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among the five Funds in spite of cach having
different investment advisers. All of them
started looking at  the computer  soflware,
pharmaceutical as also fast moving consumer
goods sectors while reducing  ther éxposure 0
commaodities and chemicals (Box 2),

The FII preferred sectors seem Lo have caught
the attention of others too. The emergence of
sofiware, pharmaceuticals and personal care
products in BSE market tumover could be a
reaction of the local invesiors, especially  the

mutual funds promoled in association  with
Flls, to the FlIs' investment strategy. For
instance, Prudential ICICI  Growth  Plan
managed by  Prudenual-ICICI  Asset

Management Co. (AMC), a joint venture of
Prudential Corp. Ple., of UK and ICICI, by the
end of 1998, had a quarter of 112 net asset value
{excluding cash) m ords
companies, [7.01 per cent in pharmaceutical
companies and 1591 per cent in soflware
companies. The combined share of the three
sectors worked out to as  high as 5856 per
cent, The clectromic newsleticr of the company
dated March 17, 1999 informed that the share
in the three scctors increased further to 72 per
cent, Similarly, in the case of Birla Advantage
Fund, manarged by Birla Capital International
Lid..™ as on November 30, 1998, the share of the
three seciors stood at necarly half of the overall
value of investments.™ It may be noted that after
the mid-November revision, the three sectors
have an overall weightage of 43.52 in the
Sensex. Taking advantage of the popularity of
software scrips, a few companies are reported
1o have even changed their names  indicating
their in information technology,
probably, to muslead the investors |[Hindu
Business Line, 1999; SEBI, 1999]."

CONEUMCT

invalvemenl
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Investment Choices of US-Based India Specific Funids

India Growth Fund Inc: Jume 30, 1998

fn baneary [T, 0l was decided to docrease the Fund's mvestment exposune in industries such os
cemend, fron and steel, commercial vehicles, chemicals, and heavy enginecring. ... exposure was
increased i nformation techaslogy, pharmoceuticals’ healtheare and food and agre predvcts. ... The
decision to restructure the portfolio by reducing  exponee o g soall  wiember of  companies and
reducing expodune in decliming and cyclical sectors has staried 1o show resulis. The decision to
dvesl o stocks in swell and  madeap compandes, eliminale smatler holding where potential For
apprecradion was limiled, ... has helped ... (emphasis sdded)

Moneer Indla Fuad: April 30, 1994

Wi autidend pharmacestical sfocks, with the belief that these  companies should be able o advasce
regardless  of the region's ecomomde condition. ... In our strongest move of the penod, we
sigreificantly increased tvesiments dn the fadtan sofivaee aad comprrer indistor, (emphasis added)

India Fund Ine: June 3, 1998

The Fund continued its strategy of ovwerwelplring the soffware secror which is considered 1o be a
lenglerm secular growth industry for India, This sectar remains an inherent hedge in the case of
a weakening cumency due 1o high export eamings .. the Fund steadily incremsed its exposure o ..
conmemer  companies @ orear of healthegre, food,  detergents and other honsehold goody  as
people shift 1o wsing high quality branded products, The Fund iwcreared 1y heldings of botk
Hindusion Lever and ITC .. The Fund further reduced it holdings in commodities swch as
petrochenicals and fextiles where growth pragpects continwed 1o deteriornle due o delayed
economic recovery in India ... (erphesis added ).

Morgan Stanley India Investment Fund Inc: June 30, 1998

Given the political outlook and the poor vizibility on the ceonomy we remsin defersive an the markel
and our Fumd is being structured on these lines. We remain  positive ow soffware, media,
Phormacenricnls and the FMOG sectory and we are holdimg on i owr fovpe welghiings in hese
sectors. [emphasis added),

Jardine Fleming Iadia Fund Ine: May 31, 1998

The Fund's ponfolio i comprised of high quality coumters with the manager's invesiment Focus both
on retumn equities pnd on thoge sectors where Indin has proven skills. Consoquently, the comswmer,
rechnalogy and pharmacewlical seciors are moticeahly  featired together with utility stocks in an

environment of some caution, (emphasis added),




idential-ICICT introduced a new  fund
alising in what arc now being popularly
; o as FMOG (fast moving consumer
) gerips  [Mindn Business Line, 1999]. A
- rding o Prudential-ICICL, FMOGs include:

" jea, coffee, bread, butter, cheese, biscuits,
| goaps. detergents  and various other
 products that you use every day.,

bearding  the favoured companies the AMC

[nhD Iist speaks for dtzelf: Hindustan
L’-‘e'l'ﬂ' Cadbury, Britannia, Procter &
gamble, Nestle, Reckitt & Colman, Henkel
gpic, Indian Shaving  Products, Marico &
Smith Khine Beecham.

. All these are companies which feature
great  brands, a strong distnbution
network across the country, professional
management  and fnancial soundness,
apart from consistent performance year after
yEars. As a testimony 1o this fact, the
stocks of these companies have performed
better thom  the market i the last thres
years, giving an annualised  return of 34.3
per cent as compared to an annualised returmn
of only 4 per  cent in the BSE 200 and the

Sensex.

The emphasis on  FMOG thus  actwally
plied emphasis on  transnational corporations
{I.'H[ 's) because of their well-known brand
: large advertisement expendilurez and
distnbution networks. The importance of TNCs
i market wnover of BSE may be a reflection of
this phenomenon.  This, seen  in the context of
ew FOCs avoiding the stock market may mean
that the existing listed ones will continue to be
‘the favourites of investors as they have limited
options. Paradoxically, these are the companies
that may not need 1o raise resources from the
Indian investors.

FIls and the Indian Musal Funds fndustry

It was seen in the abowve that two of the FII
dsocimted local mutual funds also followed the
Pltern =et by Flls. In this context, it may be
Useful o examine the relative importance of FII
affiliates in the Indian Mutual Funds industry.
Following SEBI  guidelines of 1993, which
defined the structure of mutual funds (MFs) and
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gsscl management companies, mubeal funds were
lounched in the private secior for the first tme. A
few years earlier in 1987, public banks and
insurance companies, were allowed to enter the
mutual funds  sector which was tll then the
preserve of  Unit Trust of India, While initially
they rmsed  considerable amounts, the
mobilisation suffered with the general industry
performance. OF lite, peivate sector mutual
funds have staried becoming important once
again [RBL, 1999]. An important contnbulory
factor i the tax break allowed i the Budpet
19992000 when the income distributed under the
US-64 and other open-ended  equity-oriented
schemes of UTI and other  Mutual Funds was
exempied from dividend tax and income received
by individuals from MFs was fully exempiled
from ncome tax. As a result, during  Apail-
December 1999, MFs raised Bs 35,915 crores in
pross lerms compired (o Rs 16,288 crore in the
corresponding peniod of 1998, The performance
in net terms is more impressive: Bs 12,194 crore
ggainsl o net outfllow of Bs 950 ¢crore in the
previous period, During April-December 1999,
share of private scctor was 68.4 per cent in gross
mobilisaions and 74.33 per cent in nel terms
[Economic Survey, 1999.2000, p. 67]. Private
sector MFs accounted for nearly 1en per cent of the
net assets of all mutual funds at the end of March
1999 [SEBI, 1995-99, p. 68]. By the end of the
year the share doubled to nearly 21 per cent
[SEBL, 1999, p. 26] From independent
compilations on mutual funds, it does appear that
within the private sector MFs, funds with foreign
associates have come (oo oCcupy an imporiant
position ( Table ).

While it can be expected that forcign
affiliated mutual funds would follow the
investment pattern of Fllz, it is important 1o note

that many domestic ones also followed Flls. The
sectors  favoured by  Flls account  for a
substantial portion of the net assets  under

control of many MFEs. Even the UTl started
focussing on certain of these sectors. LTI
Chairman iz reporied to have said in February
2000 that US-64'5 (flag ship fund of UTT) exposure
to the information technology sector rose to
19.13 per cent at the end of December 1999 from
5.68 percenta year earlier.”” UTTs involvement
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v IT and  pharmaceutical sectors is  further
| ghed in its foatation of sector specific funds.
i has floated five funds called UTI Growth
or Funds. These are: Brand Value fund
), Pharma and Healthcare fund, Software
ind, Petro Fund, and Services Sector Fund.
ihile understandably the  Software fund is
wolusively for computer  software companies,
e Services Sector  Fund also concentrates on

FOREIGN INSTITUTIONAL [INVESTMENTS

637

computer related companies [Feomomic Times,
I'E}‘E'"!il].]"!r Among the others who promated sector
specific funds arc:  Birla Muteal, 1L & FS,
Kothari Pioneer, Prudential ICICI, SBI  Mutual
and Tata Mutual. Interestingly, it is reported that
though it iz not a sector specific fund, JM Equity
Fund's reliance on the software sector increased
from 34 per cent in September 1999 per cent at
the end of December 1999 [Gulati, 2000,

Table 8. Assets Under the Management of Different Categories of Mutual funds

(Bx Crosc)
AL e ond ol Ingrease

55 | G st Per cenit

() % {4} (%)
Linia T of lrides 54,330 7,207 12,568 AN
Bank Sponsceed MFs (i) 4,504 1256 1,786 5l B
Inakituliors {4) 1,05 2,y 1,004 RIS
Privete Seciog incl [12] 41024 14,432 14,608 0 T
Indian Contpasaes () T 1,225 1440 1873
MWy Predaminantly Indian (T} 2,163 .07 R4 16870
e Predominontly Foreign () 1,083 %5 TS kA
Teixd [A+DeC+ D) 5, T4 97028 31,168 47.55

R e e e N L L P PP Y ST T
Somios!

beackets indale the musntser of funids
Asseis mnder the manapoment ol UIT] ane a1 book value
J¥'e boinl Yenianes,

From the above it emenzes that mutual funds are
ganing prominence i the Indian Stock  market
and that (i) the share of foreign affiliated MFs is
growing, (i) a neember of Indign funds are following
the investment stratepgies of the foreign ones, (iii)
there are sector specific  funds for T,
Pharmaceuticals and FMOG, (iv) schemes of many
finds focus on these  sectors without actually
elaiming themselves 1o be one such. This provides
firther explanation to the sectoral developments in
the Indian stock market dunng 1999, Such
toncerted effort may have further underplayed the
mportance of the other sectors and widened the
. differences in P/E ratios between the so-called new
wonomy sectors and the others.™ The latest change
M Sensex  announced by BSE further
dcknowledges the increasing importance of IT,
- Media  and pharmaceutical companies. From  Aprl
0, 2000 Satyam Computer Services, Zee
Telefilms, Reddy Labs and Reliance Petroleum
Would replace Tata Chemicals, Tata Power, IDBI
ind Indian Hotels Co. in the Sensex [Ecomomic
Times, 20001
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Hlasad on the deia provided by the Assezinios of Musaal Funds in Indis (AME ) 51 i0website wwow amiindiacom, Figieaes

It may be noted  furither that while there was met
outflow on account  of foreign portfolio  nvestors
during 1998-99, private sector mutzal funds in
India mobilised s 1,453 crore on net terms, Danng
the first pime months of 1999-2000 the net
callections were Rs 90064 crores whch compare
well with net inflows of foreign portfolio capital of
Rs 6,766 and Rs 11,735 crore  during 1997-98 and
1996-97, respectively [Economie Survey, 2000, p.
577} It can thus be expected that progressively
stock prices would be affected not only by net FlI
investmenis  but also the size of funds under
control of their local eounterparts, While Flls can
remit capital and profits back to thewr home
countries, the local affiliates will have o invest in
the domestic market only [SEBI, 1999].% Yet
another development during 1999 which affected
share price movement in India is the listing of
Infosys Technologies and Satyam Infoway, a
subsidiary of Satyam Computers, on Nasdagq of
USA. It is now believed in  stock market circles
that prices of  information technology com-
panies in India are influenced by the Nasdaq



et Times, 20001 This phenomenon is
g t0 be ncreasingly prominent as more and
(ndian companies gel raded abroad,

There has been a significant shift in  the
pamcter of global  capital flows 1o the
teveloping countries in recent years in that the
edominance of private account capital transfer
1 especially  portfolio investments  (FPI)
ereased considerably.  In order to attract
eorifolio investments which prefer liguidity, it
va been advocated 1o develop stock markets,
i general  perception  about the  foreign
portfolio investments 15 that, not only do  they
expand the demand base of the stock market, but
hey can also stabilise the market through
imvestor  diversification [UN, 1996, p. 151],
Towards the end of 1992, the Government of
Indin allowed Fllz w buy and sell securiiies
dircctly on  the country’s stock  markets,
primarily  to  attract  foreign  capital,
Concessional rates of tax on capital gains and to
some extent the limits on the extent of forcign
equily were expected to reduce the volatility and
possibly to protect managements from hostile
take-overs.

From the point of attracting  foreign capital,
the imitial expectations have not been realised.
Investment by Flls directly i the Indian stock
market did no1 bring significantly large amount
compared to the GDR issues, GDR issues,
unlike  FII investments, have the additional
advaniage of being project specific and thus can
- confribute directly to productive investments.
FII investments, seem 1o have influenced the
* Indian stock market (0 a considerable extent,

Though 502 Fllz are reported o be
registered with SEBI at the beginning of March,
200, due to inter-linkages among many Flls, the
- cffective number of entities would be much
imaller. These factors render the limits on
shareholding in a company by a particular FII
ferve  omly & limited purpose. While the
| tountry-wise distribution of Flls suggests the
. Predominant place of USA and UK in FlI
fegigtrations in India, these inter-linkages make
the two countries’ dominance more prominent. It
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has also been noticed that only a few Flls are
active on the Indian stock market. While portfolio
mvestments are known to  be volatile, the fact
that only a few Flls and that oo mainly from two
couniries namely USA and UK are interested in
the Indian stock  market increases  its
vulnerability to Muciuations,

Analysis of the investment exposure of five
LUS-based India specific funds sugpested a close
resemblance between FII imvestiment profile and
trading pattern at the BSE. This finding takes
quite further the gencral understanding that net FIl
investments influences stock prices in India as it
traces the relattonship to the scetoral  level, The
heavy emphasis on computer software, consumer
goods in the Indian stock markets seems to have
much to do with the process initiated by the Flls
after 1996 as a delfensive mechanism.
Compared to 1996, i 1998, they reduced their
exposure in terms of the number of companies
and the amount involved. One implication that
can be drawn from  the similanty between FII
investments and frading  on the Indian stock
market is that the Indian Investors, since they
perceive Flls to  rade on the basis  of well-
researched siratepies, may have followed the Flls
like & "herd' and in the process accentusted the
selective process infroduced by the Flls, Flls
having a strong presence in the Indian Mutual
Funds segment meant that the funds have also
staried following & similar investment patiem.
Many Mutual Funds foated specific funds for
the sectors favoured by the Flls. As o resuly,
the differences have got so accentuated that
food and beverages and computer software
reached the topin 1998 and accounted for nearly
{wo-fifths of the tumover at BSE dunng the same
year. Inline with the changing emphasis of Flls,
by 1999 consumer non-durables receded and
computer software took the lead,

An implication of MFs gaining strength in
the Indian stock market could be that unlike
individual investors, whose monies they
manage, MFs can create market frends
whereas the small individual investors can
only follow the trends. The situation becomes
quite difficult if the funds gain a wvested
interest in cerlam  sectors by [oating  sector
specific funds. One can cven venbure to say



i the behaviour of MFs in India has turned the
jogic that mutual funds invest wisely on
., hasis of well-researched  strategies and
pyidual investors do not have the time and
ources 1o study and moniter  corporate
_cormance, upside down, Thus, the entry of
fls has not resulted in - greater depth in - Indian
wck market; instead it led to focussing on
aly a few sectors.

Growing concentration of trading in a few
weiors could reduce the stability base of the
wck markets. The expectation that by adding
fquidity to local markets, foreign investments
would reduce the volatility which results from the
whinness  of the markets  in developing
mnl'H:IMi':r“- may thus prove unfounded. So far
ge the incentive of lower tax is concerned, Flls
have apparently tried to circumvent  even the
taxes by using  Mauritiuz a5 a shelter.
Ulimately to provide a level playing field,
“even the domestic investors had o be offered
Jpwer rates of capital pans tax.

From the point of monitonng company
{ managements, it can be argued that the FlIs and
large domyestic Dinancial institutions together can
play a uscfil role to force company
| managements improve their  performance and
Crefrain - from indulging in mal-practices and
- mvestor-unfriendly decisions as together  they
hold substantial shares in many large Indian
companies. This argument has  the inherent
weakness that the Flls cannot remain attached to
o smgle company. They are cxpected o exert
pressure  on managemenis by their selling or
buying activity, On the other hand, government
through holdingz controlled by i1, in the long
term interest of Indian industry can, if there is
political will, take a firm stand. There are also
other problems with utilising forcign  portfolio
Cuity for monitoring domestic companies. One
15 nod sure how much of the such equity is in fact
lurn of the Mlight capital. In such a case, the
se-called FII investment will only support the
isting managements. Even if it is accepted
that  FIl investment could be helpful in
Mamtoring, due 10 their propensity 1o imvest ina
few liquid shares, the problem of monitoring a
Large number of companies s6ll remams.

FOREIGN INSTITUTIOMAL INVESTMENTS
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The need for a  proper regulatory system i
reflected from the fact  that due to severe
regulatory failure even the presence of Flls did
nok help the revival of India's primary market for a
long time. A strong domestic base is a prerequisite
for provading depth and spread 1o the stock market
and to enable it o counter any precipitalive action
by the Flls not based on  fundamentals. The only
safepuard can be  Indian (nancial instifutions
(Fls} holding large shares and in their capacity for
direct mtervention. The size of the holdings and
infernal resources with Indian Fls will be an
important  factor  in containing the  volatility
induced by Flls, Adtracting FIls canmot be a
substitute for domestic policy formulation and
institutional development.

While it is said that to attract portfolio
investments and retamn ther confidence, the host
countries have to follow stable macro-cconomic
policies, the fact is that developing couniries have
their own compulsions arising oul of the very
stale of their social, political and cconomic
development. How  FlIs view the domestic
situation  ¢an be  seen from  the following
extract from a semi-annual report of Jardine
Fleming India Fund Inc.

Pollfics, oy wsuad, remains the joker for

imvestors in the Indian  market. The

decision of Kesri, President of the Congress

Party, to withdraw his Party's support

from the United Front Government, came as

a complele surprise o almost all and

caused the market o fall approximatcly 10

per cent in  a short period. This

simultaneously  jeopardised nol  only  the
passage of  the Budpet e also

Chidambarams  fenure o the  Fingnce

Ministry. Kesri's actions are regrettable since

they dextray  shareholder varlue, tamish

India’s global reputation, and exacerbate the

hardship of the 350 million Indians who

continug to live in poverty [Jardine Fleming

India Fund Inc., 1997, p. 4] (emphasis added).

Obviously, political personalitics or
fundamentalist and extremist organisations
would have a logic of their own in
whatever they do. Fall-out of their actions on
foreign investment and [Indian  stock
markets will be the last thing on their minds
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nen they act. This is the reality of developing  the stock market, particularly if it reacis to
':'__._, jcs. Whether or noi they indulge in local extermal  factors, for industrialising their
nﬁ,ﬂwywﬂnmmﬁam{m economics 15 8 question that needs to be
] sc) the host governments to follow examined in greater detail. To the extent that
policies m order to attract large this phenomenon has  been introduced and
accenivated by FII operations gives rise to a
doubt whether foreign  porifolio investments
To trends suggest that the Indian stock would serve the objective of local stock market
1 may weaken its relationship with the rest  development or  the tangible benefit from them
rihe economy. As it focuses excessively on  would only confine to getting the balance of
erraint sectors [Economic Times, 20000 Can  payment support along with its altendant risks.
e developing countries rely on the wisdom of

Annexure Fund-wise List of Top 25 Companies in terms of Value of Investment

5 Mo Company Industry Activity FOC  Sensex D Issue Top Tumover A Group Percentage

Comgany$ Share in
Total
Valuck
iy () K {5} 3] (T {8)
INEHA FEND INC

| MEIT Led Compunér Salbware Y Y Al j 242
7 Infosys Technologies 1.6d Comperter Softwene ¥ ¥ Al 7.38
3 Purjeb Tractons Lad Auiniohile Y Al 689
4 Hindustan Lever Lid Persomal Care Y Y ¥ A 6,64
5 Refiance Indussries Lid Driversified ¥ A} ¥ A 343
& ITC Lid Food & Beverages Y b § Y ¥ A 4,43
T Hindusian Petroleum Corp Lid  Relineries b ¥ Y 41
4D Reddy's Labommiorics Lad Phammaceuticals ¥ W A EE ]
& Katynm Computer Led Coerputer Soflwan ¥ Al 370
|} REanhaxy Laborasories Lid FPharmaceubicals Y Y ¥ Y 145
Il Meranagar Telephoss Migam  Telecosmmumications ¥ ¥ ¥ F! 2 fo 1
|2 Larsem & Toubro Lid Dhversified b Y ¥ A 297
13 Hindsdeo Industries Lid Sdecals Y Y Y M M
I Widesh Sanchar Migam Led Telotormmnicatiag ¥ ¥ 1.74
15 ABB Lud Machinery - Eloch Y Y A 1.59
16 DEQ Sodeware Lid Computer Software Y 144
IT Tata bon & Sweel Co Lid Mctals Y Y A 137
18 Oviental Bank OF Cormemerce Berks - Public Saclor ¥ A 124
19 TVE Suruki Ld Automaobile k' ¥ Al 123
20 Basik Of Barods Hanks Public Se¢ior Y Al iZr
I Associated Cement Companies Cement Y L A 105
12 B Merck Lid Pharmaceutizali ¥ ¥ Al 104
23 Hhemal Heavy Elegtricals Lid Mackinery - Mon. Elect Y ¥ & 05
14 Madras Refinerios Lid Helineriss ¥ Al 098
2% Indian Rayon & Industries Lid  Diversilied Y ¥ M 0.9
_ Total -

fCansd...)
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Annexure (Contd.)
Indhustry/ Acivily FOC Sensex  GDR lssae Top Temower A Oroup Percentage
Company$ m'ﬂ
Valax#
{1y (2] (3 L] (1] ih) L) L1}
o —
NDIA GROWTH FUND INC
| T 1l Food & Beverages ¥ ¥ ¥ Y A 0,75
7 Hindustan Leves Lid Perscral Care ¥ ¥ A 736
3 NIIT Ltd Computer Soflware Y Al 5M
& TVS Suzeii Lid Astomabile Y ¥ Al 552
5 [ajaj Auto Lid Ausamabile Y Y Y A 465
& Smithkline Brecham Consbenlth Food & Beverages ¥ ¥ A 446
7 Punjabs Tractors Lid Auboemobile b g Al 135
8 Relisnce Industrics Lid Diversified Y Y ¥ A 166
% Hindustan Petroleun Coap Lid  Refinesies | ¥ 339
i Hero Honda Maotors Lid Aulormobale ¥ ¥ 34
I Miskindra & Mahindra Lid Autorobile ¥ ¥ ¥ A |
12 Makanagas Tehptone Migam  Telecommunications ¥ Y ¥ 230
13 Satysm Compater 1.1d Compuier Soltware ¥ Al 2.26
14 Nesthe India Lid Food & Beverages ¥ ¥ 4 A an
1S EIH Lid Hotcls & Resorts ¥ Y A 200
16 DH3 Softwere [ud Computer Software L 1.9%
17 Colgate Palmolive (India) i Persosal Care ¥ ¥ ¥ A 188
1% Hindaleo kndustries Ll Metls ¥ ¥ ¥ A 1.55
19 Credit Rating Informmtion Sev Fimance - General Y 1.55
20 Vashishsi Detergents Lid Cons. Non-Durable ¥ Y 148
20 Mstlonal Alumisium Co Lsd Motk ¥ 143
22 Housing Development Fin Corp  Finance - Housing Y 122
23 Castrol India Lid AusorAncillarics ¥ ¥ Y L7
24 Carrier Alreos Lid Congumer - Durabls ¥ ¥ Al 167
25 Tata Tea Ld Tood & Beverages ¥ A 1.0
T Tetal Tn
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Annexure (Confd.)

IndustryiActivity FOU  Semscn  GDR lssue Top Tumever A Group Percenisge

Company$ S

Vahueh

)] (2} {3 {4 {5) (1) 17 8]

—
JARDINE FLEMING INDIA FUND

| Hinduglen Lever Lsd Persimal Care ¥ ¥ A 12.14
2 M ied Food & Beverages ¥ T o A .04
3 Bajaj Auta Lad Automobite ¥ ¥ ¥ A adl
& Hindwitan Petroleven Corp Lid  Refiveries ¥ ¥ A an
% Videsh Sanchar Nigam LI Telecommunications ¥ ¥ .13
& Satyam Corputer Scrvices Lid - Commputier Soflware ¥ Al 42
T Sinse Hank O Indin Handcs ~ Public Secior ¥ 353
& Mahanagar Telephone Nigam  Telecommunications ¥ A 136
% Bank Of Baroda Tiasks - Pubilic Secior ¥ Al 119
16 TVS Sumkd Lid Autcrnatrile ¥ ¥ Al 300
11 Funjab Tractors Lid Automabile ¥ Al 192
12 BSES Lid Power Cien. | Thatn, Y Y ¥ A 167
13 Hoesing Development Fin Cop  Finance - Housing ¥ A 131
14 Reliance bndustrics Lid Diversificd ¥ ¥ ¥ A 126
15 Retisesce [=adusiries |4 Dhiversifbed ¥ L | A 135
16 ICIC] Banking Corporation 134 Banks Peblic Soctor ¥ Al 112
17 Mabanagar Telephone Migam  Telecommunications ¥ k) A nd
1% Videsh Sunchar Wigam Lod Telecommunizations ¥ ¥ i.57
19 NI Lud Compster Soltware ¥ ¥ Al .77
0 Reliasen Petroleum Lul Reiimetica  § .52
21 Indian Hotels Ca Lsd Holels & Resorts y ¥ ¥ A |42
21 Aptech Lid Cormputer Soflwan ¥ 139
13 Infosys Teckeologies Lid Comgater Soflwane ¥ ¥ Al 1.39
4 Carricr Alseon Lid Consigmer - Dussbile 1 Al 1.29
25 167 (Imdia) L Divessificd ¥ Al 1.29
Total 79.08

(Carid..J
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Annexwre (Contd. )

7%, Company Iehisstry/ Axtvily FOC  Sersex  GODR lisse Top Tumover A Cirosp Pencentago

Ho, Conpany$ ?}Eh

Value#

(] i) £¥) (4] (5 (&) 7 (%}

MOBRGAN STANLEY INDIA INVESTMENT FUND

| Bharsi Meavy Electricals Lid ~ Machinary - Mon.Elect ¥ A 1187
2 Infagys Techaologies L Coenputer Software ¥ Al 11.69
3 Comtminer Corp O bradiz Lid Service - Trasspan k' 02
4 Housieg Development Fin. Corp Finance - Housing ¥ A 7.0
§ Zee Telefivs L Esilestainment ¥ Al 525
& Ponjsh Tractons Lad Automabile ¥ Al 166
7 Smitkkling Beschamn Pharm.  Phafmraccuticals ¥ ¥ P 18
& Hero Honda Motors Lid Ausamahile Y Y am
% Siwe Bank OF ndia Banks - Public Secior ¥ ¥ ¥ 265
L0 Hoechst Schesing Agreve Pesticides'Agme Chem ¥ ¥ 21%
11 Mavastis Indis Lad Pesticdes'Agro Chem Y ¥ ¥ Al an
12 TVE Bamdol L Autoenobile Y ¥ Al 2.2
13 [TC Lid Food & Beversges Y ¥ ¥ b4 A 109
14 Moechst Marion Rewmsel [8d  Pharmaceuticsls ¥ Y .88
15 Cipla Lid Phirescculicals ¥ 1.78
16 MEF Lud Aulo=Ancillaries ¥ A 1.71
17 Supeeme Industrics 11 Flistic Proshucti ¥ A 1.5
1% NIIT Lid Compedier Soltwnre ¥ ¥ Al 147
1% Sandarac Fasténers Lad Auto-Anciliarics ¥ 1.30
20 Sun Pharmaceutical [ndestries  Pharmacewticals ¥ Al I.23
21 Curmins India L Machinery - Mom fect Y ¥ Al 1.1#
11 Colows-Chem Lid Chamicali - Dyes ¥ 147
23 11 (i) 162 Driversifled ¥ Al 1.00
24 Maitor Insdustries Co Lid Awto-Ancillaries Y 058
15 Revatki-CP Equipsrent Lid Michinery - NonElket Y kS
Total #3145

{Conid... }
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Annexure (Contd.)

=%, Company sty A trvily FOU  Sensex  GDR Dssue Top Tumover A Gooap Pevcentage

Compaeys :E;I“

Walueh

i (2 (2 A1 (3] L1 i (&}

FIONEER INDIA FUND

1 Bharst Petroleum Coep Lid Relmerics Y A 532
1 Satyamn Computer Services Lid  Compuier Sofiware ¥ Al 473
3 Hindwstan Potrolewn Corp Lsd Refineries ¥ ¥ A 4.54
4 Larsen & Toutre Ll Diversitied ¥ ¥ Y A 412
§ Tata Infotech L Computir Herdwame ¥ 1.87
& Widlesh Sanchar Nigasm Lad Teksommussiations ¥ ¥ 376
7 Pentafour Software & Exporis  Compuier Softwane ¥ Al 3.30
B Mahanagar Telephone Migsm  Telecommunications ¥ ¥ ¥ A 334
9 Reashaxy |aborafonies Lid Prarmaceaticals Y b & ¥ A L Ee ]|
10 06l & Matural (as Cosmission  Petrochemicali ¥ .10
11 Dajaj Ao Lid Automobile ¥ ¥ ¥ A 100
12 KIFT Lid Cormpester Soltware T ¥ Al 200
13 Indfosys Technologics L Commgester Saflwiare ¥ ¥ Al 204
14 Indesstriad Credit & Imvi Corp {1} Term Lending Inst ¥ ¥ ¥ A 18
15 Pentalour Software & Exports  Commpater Software ¥ Al 77
16 TVS Suruki Lad Aullomobile ¥ ¥ Al 245
§7 Simle Bank OF India Hanks — Pablic Seatoe ¥ | ¥ A 228
1% Howusing Development Pin. Corp Fimance -~ lousing A 230
19 ADB Lod Mschinery — Elest, Y Y A 219
0 Nathoral Alaminium Co Lid Motk Y 154
21 Relimrece [ndustries Lad Dhivessified ¥ ¥ ¥ A 153
21 Mowvarils India Lul Pesticldes’Agro Chem ¥ ¥ Y Al LR
21 Pizer Lid Pharmacouticals ¥ ¥ A 169
24 Bank OF India Bariks — Public Seclioe Y Al 165
24 Cockin Relinerics Lid Relmeries Y Al 158
Tatal T332

Al: Compamies which were included in the A-Group in February 1598,
# With respect (o inta] value ol invesiments of the fund,
§ Among the lop 500 companics in (erms of raked hmsover tn 1996,
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MNOTES

§ RO prometed foreipn poniisio svestenent in developing
iy helpimg o cstsblish “cousiry fand, venisre capial
g gredl et fomds thal inves) i emerging marken securites

4 TFC alio cluims 121 by pionocring and sctiocly prosmoling
jusds Bor developing ceamtrics, IFC msrduond  many
S portfolie  Invesion o pmoging kol
A w;ﬁmjﬁ:ﬂ‘].fmwmhh

2 Brandt Comwmistion Report: Mortb-Souh - A Progromess
! Mh‘ll’. Fan Books, 19680

' Feom the lelter written in April 1993 by Shri Chandra
, former Preme Miniiter, i the ihen Finance Minisier.

4 The them Finamce Minister sail: "Under the scheme of
iing Foreign Enstitdtional Investors (Flls]  in owr  copilal
ke, we B bdienicgd than such mveston would be lighle o fax
; p#rM|mmnmnm and 10 per cenl on lomg term
exaital gmins, | also profose 1o cxbeml 3 conccassonall ra of o of
'. :-mlmmlplﬁ of shorl o capilal gains for  such
| 1 Busdget  Spocch 199804, pare 63, The Lwion
|mm remaovrd (his disoreminazion snd e Indian
wesinns are adso eligible for the lower long ferms capilal pains my
ol 1) ped Nk

{ 5 T remy b inoresponse b the ewtlier experionce when in
|._ g wly ‘wighlies an MR fied 0 ke over Iwo major companics
i deal fnr, namelly, Escorts & DM,

& Experence shows that ceilings are grmerally réachod m case

il smaller companies omily,
T The general decline in the ok guanier iy atiributed bo ook
chasese during Movember by mosi Anserican fand mesaging hooses.
I It s wied (hst ghere “wlll be lsek of (rading setivily 0 Novesber
a3 Cheivers' stnke fI &t least 13 Novermber, witl Flls nol beisg
wvolvesd in any markels 8l all'.  See: Hidham [esai, T
wlling is nea Inia-specfic’,
p e capetadmark el Comdcapitabrark ot mag em 140 B Tacehim
B 1 was seporied Sl somme bookers were poving; indlaied
ftpees of purchases. or sabe of Fliz I give & false impression ol

Fil tivity im ihe market.

U It was emphasised fhat nod  omly ihe delmiled iradisg
mbrmanun, bl alse lotal fadefnvciineat by individal Flls and
| the names of the corpanies along with the extent of FIT isvestmens
m pricg gensilive and hus cenood be dischoscd. Ome gof o foeling
thd cac ghould nof be boo much concerned with FIL invesiments a8

the moncy as well & the risk vas after all of Piis.

10 This deduction is based on the names of the Vils and was
certaingd froem SEBE sources. We bave been  infoemed dhat a§
Present only ben categories nasnely, FA J FIY e heing foblowed.

11 Morges Stamley was among the arliest o tep the Jocal
urked with itg medusl find o 199304 afier the selor was thiown
PpEn o privalo scclor,

12 Thaugh SEBI does not report the comesponding, figures for
199850, the fact that Flls woull ol have contribuicd in any
Hpnificant mamner 18 evidem from (he faet that oot of the ol
“apnal rajspd during B year, the  armosnd reserviad Tor banks and
fmancipl institstions was only Rs 3383 crore.

13 Oapf ol the mel svestmment ol Ba 5597 crome  wl tho all-
by level dwring 1999, Diebt accountod far only Ba, 119 oo
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14 Tatad reparted FIl purchoses o the sll-Indis  lewel in
1590 weere reporiod (o be Bs  36.5% crore end soles Hs 2981006
crove. [See: Hombay Swck Exchange, Sreel Evcbaspe Revew,
lanugry HHHK). BSYE mover measiunes oie-sided transsciiims, i,
fales or purchases. In case of Flks, they can cliber scll of purchase
from cdsera o fromt olber Flls. The rasmctions of Flls  cannol,
thorofite, be stricily compancd with the ol ool wmover of the
Exchange 1f o averages sales and purchases. the share of Flls in
1998 works oul o aboet 2.5 per cend of intal net hemover of BSE.
mmu_pqndinadmé in 15999 wap 39 per eenl

15 Coenpanies (hat have fewer Ban 300 rvestorg ol less than
510 million = met asets are gol  roaquied w0 Gle sseml  and
quarieriy repontd with the SEC

16 Qut of the olal lis of M-300 Glings during 1994 and
190E, wer searched for the wonds, [mdia, Insemationel, Glebal, Asia,
Emerging. 22, in (he funds’ names. The filmgs af the Tunds dhug
iderdified were  downlosded. Oul of fhess, those  having “Indis'
within the by al the flie wore Funber identified.

IT The Tunds' Investments in the meighbouneg countrics ane
megligitle both in lenms of sambess and value.

1% The I9M9E dotn pererslly relen to the posl-sanetions
perind.  The cuercise was nol eviendad 10 1999 bevsuse Ploncer
India Fumd ceased 1o b India specifie and renamed ilself a3 Pionces
Indo-Asin  Fundi, the W-300 [&ling of Jardine Fleming was
avuilable only for March 1999 ond India Fund nc. iz no bonger
traceshle ad the SEC websile. [0 any case, e years chosen cover
on evpgetant  peripd  during  wiich e pohstannal  ghiiks
seurted 5 ghe indisin-wise reding pallem

1% Excluding small investiments in Palkistan.

2 For ingtnnce, India Fund Inc. stated: Sevenl evenls duneg
the fira sin wonths influenced (he markcl. The Asian ecesomic
crigts ponbmeed WWM'}”;"WIIM markela The elochons
Indis resiilied (0 vel another combition goversmmenl, contmuing 1he
poditical instability in the country. Mot sigmilicant, bvaever, was
the festing of muclear weaspons by te BIF govemment, which
wiggered ¢congmic sanclions by ke U5 amd other counirics
And, Pionees Inda Fund inSarmed: As the el ol the world) looked
for o compelilive shvaniage s o did Indin. Eoonomic refem
continoed, evem in the fsco of palitical change.  Uniorunately, as
this roport goes 1oopress, India elso imitiated & series of nuclea
tesis that peat the world snd the region on adpe.

21 Some Aspects of (ke Indign Stk Markei in the Posl-
Lihcral vsabios prid’

22 Por mstance, cxplaming their invesiment stralegy, Hum
Fil  Muwal Fosd said, ‘Contrery %o belief, some  smaller
companics o offer  mememdous valie opportunities. However,
they alten  Bring with them bk of  Hguidily, Companies with
reasomable Moveld off lgusdily, oo the other Band. allew us the
freedumn of buying and sclling the value shares as and when we
wanl. fwvesiment 4 seall companies (3, thengiore, rentricied o @
imall percentage of dhe fund” (emphasts added) The fund s
‘mama gl by Sun F&C Assgl Mamagement Bndia) . Lid, a joini
vensure af Foreign and Colonial Energing Markess Lul., UK with
Sun Securiiics {indin) L L Sex:
vy s o commvestTacishest himl, O ils - pasmy MO Bavings
Trosd sand (The poriio i designed o beive conceritrated
holding within seasorabls risk limits, miher iban an unprodustive
pul  ewoomie dieoification’. Soc e hlonthly
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13 For the classification of companies and description of the

J Group, see the socompanying paper “Imedban Seock
in the ["eat-Liberalisation Period: Some Insights’ in this

3Mmu1mwwimmm
ejatiom 0 lervns of exposare ey be more apgroprisse rather
umﬂmmm a0 mvestmend

74 Theso are Indsd Fund Iee.c Randine Flenung India Fesd [n,;
& ajorpan Stankey India Eviesoment Fund lew.

20 The relevant fFe at SEC is © OO00ES | E54-08-001 05461

77 In the case of Jamding Fleming India Fund Ene. i was
.,Hﬂﬂ month end for Morgan Sanley i was 522000 a year, or
'aﬂppfﬂmﬁ
I8 This & In sharp oomrast w0 the counbry-wise Sistribulion
e warlies, and which mdicaiad that only os ol of the 477
qis fumished @ Masitios skilress. Indeed, we came scmoas olher
s which wefe using the Mauriius roule.  For  instance,
g India Fusd of Liseinbourg operates through & wholly-
et Moumtiug ssbeidiary
1% Jont venbere of Aditya Birla Group and Capital Groep af”
panics Inc. LISA,

30 Besed on the imfeerration downlpsdad froen the respective
femd remagers’ web sites.  Funher evidence w this phesomenon
Lewn be seen fhoms the  secioml composiion of investments by FFF-
Heming India. Fund ol the end of Februsry 1999, 1T sceounied For
7 per cent of the invesiments followed by Cormumer Noms
hlgs with 196 por ot am] Phasracculicads wigh 121 por
Somilarly. lhe top five koldings of JF India Trusl 2 on
M, 109 wene Hindettan Lever (98 per  cent], Satyam
Cmpm:f Services (B0 per pentl, 1TC Lid. (6.0 per centh, Infotys
Tech. (4.8 per cent) and WSHL (4.9 per cent).

31 BEBI {8 reponicd r be concemed thal shanes of seme of the
cormpanics which changed dir mames shonod  rgh volsilsly and
kad mlvized the stock exchompes bo examime the matier, SEE
tghuencd tho fssue norrs for cospanies in the 1T secior Tater in
Dctober 199 In case the company going Sof an mitial pubdic
aller doey not have distriotible profils i teee omt of  five
preceding years from out of 1T activities. [n case the company fails
B Tulfl this eriterion, | can socess the sarket if the bsue s
Hpvaived and lnanced by o hank or feancial nstinies.  The
e conditions spply 1ooa listed conpany which changed iis
e i reflect activigies in the 1T sector.

11 The tden seems o be cotching on fast. Kothari Fomeer was
feparied o hive plenmed o (onds Koolar’ Plorser SAAOG Sl
s Notan Pieweer Pharnia Fasl.

X1 Bxvacted from the deseription of 1he Predental 10101
Fund dowsloaded Trom web s al The Prudestial FOIC
A Managemenl,

¥ Sore of the Toepipn aMiliated MFs are: Alianoe Mulual
[Allignce Capital Asset Managemend, USAY, Dirla Mwnad Fund
Life Assurance Co., Canada); Cholamendafam Caienove
[Cazenonve ifund Management, UK); Credit {Lazesd Group, UK and
Edinbury  Fund Managemestk, 136F Merif] Lynch (Memil Lynch,
USAk Dundee MF (Dundes group, Cansda); Kotheri Fioneer
Puoirear Group Ine., UISAY, Momgan Stssley MF [Maorgan Stanley,
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US); Prudestisl 1CKT] (Prudental Corp, UK); Sun P& (Poreign
& Colonial Poreign & eolopnl, UK), Sunderem MF (Mewlon
fevesement Monsgemend, LK), Tain MF (Dresdeer HOM Global
Irvestor Holdings, UK) snd Zorich India MF (furich Finoncial
Services, Swrtrerand.

35 See: wowwinilinifi e coums'mllamyend %l

W Por deizils e UThs:  websie
www,unifirgsnialiadiscom. It was esibnaied 1T, Pharmaccursals
and FMCG sccounied for close o 30 per cem ol LIS-64 exporae
1 equity in Decemder 1999 Exposure of atder schenss of UTI
information lechnology s alio quite Bign a8 12 per cenl (in
December 19999, 1 13 relevant o note = this respect the statemon]
of UT] Chairman that "(We might heve enlered o bif lste, bul we
have entered big"

¥T Some other funds with 40 per cent or moee of thes net
sssels i compuler softwere and herdware coirpanies  dumisg
Doy WFel MKH are Tots Tax Ssving Fund, NG Gromih
Poatfolio; Alllesce 95 IL&EFS Growth & Yalue) Kolak Mahindra -
K3 and S50 Magnum Tax Cats 99,

38 Sev ihe stoompamying paner “Some Aspecli of the Indian
Sk Market in the Post-Liberalsation Period'; oot nole T0U

300t was migpesied that just four compaies Isfosys, MIIT,
Batyam computers and  Fee Teleditms would claim @ ity per cent

weightage in the Sensex.

Al Indies MEs have, however, been allowed in Sepember
155 o imvest in ADRIGODR tsges of Imdizn companies, MFs ore
perrrticd fo invest s ADRSGDRS mitially wathin everall Timir af
LISE 500 m Al indivedaal MF dhoidd nol eicesd 10 per ent af
the nel asscts mangged by theim subjesd 8o & minmam of LSS 30
i, wned @ maiereem ol LSS 50 e

A1 Chief Irvestmord Officer of 381 Muiual Fund was reported
1o hawe Said: “Runnimg with the Masdag is o (o1, bul € see il a5 2
shor-serm phenamenon”.

42 For ingtance, India Fund [ne, im its report Tor the perind
culing Joee M1, 1998 infoeroed thal (Tihe Fund's strcgy of
maintaining positions m defmaive sectors of The coonomy  sech
ms - conmamer mm-garables  amd phismaceutsals a5 well aa A8
sinomg overwesghting  im The iechnodogy  soctor conlinucd do
pencrale oul perfoemance’.  Sec DODOED) 5498000 [0S tat, the
relovant filing with the ST

41 Presideni of Morgan Sonley Indin Investment Pasd Inc.,
sad in RS lener o the sharchohders ihan B vestors Base hath
Tcal and inbereatiosal i lookiag o s govemment fo kick-swant
the refirm process, which showld serve 23 3 poinier 1o (he
direction where the policy mamework of the povemment is
headed.  If the current governymest cam  exiablish its ol
credentials, then the markets  will improve guickly, If, for any
reason,  this government fklls shorl snd fails w0 debiver on the
reforma agends of on wsues such as reforms m emurance indusiry,
legaslation on palests or  eecelerating Inweslemnent In infrastnicture,
then Indes a8 4 couniry runs the fisk of having wasiod another
year,  Sec; The Fundy fling wih e SBC,  namely,
O DT 860 - S DB G50 1t

dad 10 was indeed clzimed that the 1T scctor om whom 1he
Indian  steck maricet is placing heavy conphasis kas it o &0
wilh the local conditions. The Chiel investmen] DHficer of Jarding
Flemsng was reporied io have said that (IN's faidy ebodious. 1T
companics are  dilforent:  they  donT  barow  from local
banks, therr custormers aro  mlemational end  thesr szl
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o g alll depenid on whal happens m India’. Similer was the view
o 10 HEL group besd. According do Em: (0 or future hes
gt with he Infisn market”
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For more than three decades  after
independence,  India  maintained o selective

poach  towards  foreign  direct invesiment
(FDI) [Kidron, 1965; Goyal, 1979; India, 1969),
" The approach was governed by muliple
ghjectives of self-reliance, protection of national
ndustry and  enfreprencurs, import  of select
ichnologies  and  export  promotion. The
emphasis was on technology imports without
fiancil  participation by the  technology
supplier. This  was infended (o give the much
needed hoost to technological development as
 the recipients of forcign  technology were
expected to absorb  the technology and modify
amd develop further with the help of their own
- R&D. Tt was believed that this could help India
move on the road to technological sclf-reliance.
Foreign investment in low technology arcas was
nob encouraged i order 1o shelter local industry
and to  copserve foreign exchange. The policy
regime  since 1991 has been aliered and the
rafjopale for restrictions on  and regulation of
foreign investments in India that made India a
partially closed economy have been given up. It
was argucd, that restrictions on Foreign Dircet
nvestment (FDI)  and imports  and  strict
mermal regulations Monopoly and Restrictive
Trade Practices Act (MRTPA) and Industries
{Development and Regulation) Act, 1951,

usefis] suggestions. The usual disclaimers apply,

E YA TEdA B
AREIGN DIRECT INVESTMENTS IN THE POST-LIBERALISATION
PERIOD: AN OVERVIEW

K.S. Chalapati Rao, M.R. Murthy and K.V K. Ranganathan

ar i long time fndia’s approach towards foreign direct investment was governed by the multiple
ahicctives of self-reliance, protection of national irdustry ard entrepreneurs, import of select
wehnologies and export promotion. As @ part of the Structural Adjustment Programme, along
with virtually dismantling the industvial regulatory system, India sought to attract DI with special
ervonnes amd persuasion.  While the new regime places heavy emphazis on attracting large amount of
i O, ehere is very litile diserssion on the various facets of aciwal implenentation, This paper seeks
g provide empirical content to the developrenis during the first seven years of liberalisation,

(IDRA), enabled local manufactures 1o exploit
monopoly rent, produce poor quality poods and
services, gave high profits with no obligation or
concern for the average consumer. From a2
position  of selectivity, the transition to  the
present position 18 one of weleome to FDI and
trcating with special favours and persuasion,
Drastic changes in Indian economic policies have
been initiated 10 permit entry of foreign capital
and free flow of international trade,

Beginning with July 1991, the povernment
introduced a number of changes in the country's
regulatory policies under the gencral acceptance of
the policy package known widely as the
Structural  Adjustment  Programme  (SAP). The
important departure  from  the past was in the
form  of revision of the Indusirial Policy
Resolution, 1956 and Schedules A & B, resulting
m the openimg up of many & public seclor reserved
area;’ drastic revision of IDRA with the objective
of removing a major entry  point hurdle’ (GO,
parn 23], doing away with the registration
requirements under  MRTPA; removal of the
genernl ceiling of 40 per cent on foreign-held
equity under Foreign Exchange Regulation Act
(FERAY); lifting of the restrictions om use of
foreign  brand names mn the local markel; removal
of the restrictions on FDI endry inlo Jow technology
consumer goods;  abandonment of the phased
manufacturing  progmamme (PMP);  dilution of the

K.5. Chalapati Hao, M.E. Munhy ond K.V.K. Ranganathon sre Principal Besearchers in Institute for Studies in
Industrinl Development, Marendra Niketan, Indraprastha Estate, New Dedhd - 110 002,

This study is an outeome of the project Global Copital Flows and the Indian Stock Murket sponsored by the Inde-
Dutch Programme an Alternatives in Development (IDPADY, The auibors wish to thank 5.K. Goyal, the Project Direciar,
for his suppon and guidince. Thanks sre also due 1o Biswajit Dhar and Vinish Kathuria for their enitical remarks and



idend  balaneing
jgations;  liberalisation

condinon and  export
of the terms for

amission 1o invest up lo 24 per cent i the
quity of small scale units; reduction in fax rates;
In the new policy regime, proposals for
jpreign  Investment need not  necessarily  be
1,,. paried by foreign lechnology agreements.

The new regime placed special emphasis on
racting & large amount of foreign capital, To
_' mderstand the significance of the change, one
needs 10 examine the number, the size and the
nature of the newly approved investments, actual
capital inflows, take-over of local companics by
FDl and performance in terms of net  foreign
exchange carnings by FDI enterprises.  These
issues are interrelated. Very often in the policy
making circles and in the general discussion on
the state of the cconomy, concemn is cxpressed al
the wide pap between foreign invesiment
approvals and actual inflows, This study makes
gn attempt w0 obtain empirical content 1o these
guestions. The paper draws extensively from
the studies completed as also under progress at
the Institute  for  Sudiez  in Indusinal
Development [Goyal et al., 1994 and 1995]. We
make use of the ageregate data and  information
on individual approvals reported by the
Secretaniat  for Industrial Assistance  (STA),
Indian Investment Centre and other official
ggencies. Our attempt 15 a himoted one, 1, 1o
provide a broad picture of the flow of FIXI and
mdicate the possible factors at play. We hope the
msightzs into the operations of the new  policy
regime would help promote informed debate on
the subject.

FDI refers to the participation of a foreign
tvestor in the risk capital of an existing or a new
undertaking. FDI docs not always imply holding
of the entire risk capital by a foreign undertaking
though this used to be true when Foreign
Company Branches operated in India and held a
dominant position in tea, coffec and rubber
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plantations. The most common system of FDI
flows is through participation in risk capital and
Egaining a say in management and control of the
host country cnlerprise. In contrast, foreign
portfolio investments are not associaled with
management control and are basically aimed at
benefitting from capital appreciation and share in
profits  in the form of dividends, Financial
participation is generally accompanied by the
forcign partner providing technology support as
weil. This may be by way of process know-how,
design and drawings of cquipment or
responsibility 1o provide managerial skills or
evolve new marketing skills. Generally, there are
no agreements which can be strictly classified as
fimancial or techmical. Im  sclect  indusines
government approvals are avtomatic and subject
to general limits on foreign cquity levels and the
size of paymenis for iechnology.  The
liberalisation of industrial policy m 1991
introduced a two-way approval process for
foreign direct investment, First is the automatic
gpproval route which 15 applicable 1o the
industries listed in Anmexure-111 of the Industnal
Policy Statement of July 1991 and 15 subject 10
limits on forcign equity participation. The initial
limit on forcign investment was 51 per cent
Those seeking to imvest under the automatic
approval progess, were required to  formally
mform the Reserve Bank of India (RBI). This
requirement has since been dispensed with and
companics need only to inform the RBL afler
issue of shares toa forcign company. The upper
limit for foreign equity participation under
automatic approval was raised from 51 to 74 per
cent of the equity capital (and 100 per cent in
case of Non-residential  Indian (NRI)) in select
industries in January 1997, The list of industries
open  for automatic approval was also expanded.
In the Budpet Speech 1909-2000 it was announced
that the scope of automatic approval would be
expanded further. IF the foreign investors wish to
enter other industries or feel the need o secure
higher percentage of foreign equity for  them-
selves, they need to go through a formal process
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i case by case approval, with the Foreign
stment Promotion Board (FIPB) playing the

in rale.

As a result of the policy changes in 1991 and
ve promotion of India as a destination, the
t of FIM approved and received rose
_ The total number of technical and

1996 and 1997 did not appear 1o change but
shere 15 @ clear ftrend for more  (financial
collaborations and a decline in  pure technical
collaborations. (See  Table-1). In terms of the
smounts approved, the FIPB occupies a more
important  position compared to the RBI, While
ke RBI gave automatic approval in nearly one-
fourth of the financial collaboration cases, the
forcign  investment  associated with these
proposals was only six per cent of the tolal
mvestments approved. Hut for the change in
policy in January 1997, RBI approvals would
have accounted for even a stll lesser share, In
the context of the liberalisstion of indestrial
policy, it is thus significant that much of the
investment  approved went through a formal
procedure of approval unlike the automatic
approval case where the imvestors might not have
been so serious. During the initial period, equity
hikes undertaken by many of the companies
afrcady under foreign  comtrol were approved
automatically. After a sharp public criticism of
the manner in which the hikes in the extent of
foreign-held  equity were  affected  al
ndiculously low prices as compared to the
prevailing market prices, the terms of 185uc were
tightened” [Goyal, 1997],

The automalic procedure 15, however,
morg  effective  in technical collaboration
preemients,  Owl o of the 5791  technical

eollaborations approved up to August 1998, the
RBI granted 3,248 approvals, ie., nearly 56 per
tent.  The relative significance of  financial
collaborations in the tofal approwvals  has
mereased rapidly during the ‘'ninetics. From
about 10 to 15 per cent of the tolal
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collaborations approved during the latter half of
the ‘seventies, the financial collaborations (FCs)
accounted for a little less than one-third of the
tatal towards the end of the 'eighties. The share
of the FCs increased further after liberalisation
of industrial policy and exceeded half of the
total since 1993, During 1997  [inancial
collaborations  accounted for nearly two-thirds
of the total, ie., double of their share in the late
"eighties, (Table 1)

Approved Fordign Investment

The overall value of (he invesiment proposals
gnd their approval by the government increased
substantially since the adoption of new economic
policies in 1991 (Table 1 and Figure 1). The size
of foreign mvestments approved n 1981 was
nearly Rs 109 crore. The peak year during the
‘eighties waz 1989 when the approvals aggregated
Rs 3167 crore. Duwring the first year after
adoption of the SAP, ie, 1991, size of approved
foreign investment shot up to Rs 534.1 crore from
the low of Rs 1283 crore in 1990, Till August
1998, i.e., during the seven years since adoption
of the SAP package, official estimates place the
gross valee of the approvals at Rs 1,73,510 crore.
This amounts to nearly Rs 25,000 crore per year.
Ot of this as much as RBs 1,46,040 crore or more
than four-fifths was approved during 1995 to
August 1998, Approvals singe 1994 mnclude
GDBR. mssues and  Foreign Currency  Convertible
Bonds." GDR issucs are porifolio investments
and lack the essential critena of control over the
enterprise; sirictly speaking GIDRs should not be
treated as direct investment except for purpose of
reporting’ [UNCTAD, 1997], If the GDR amount
of about Rs 18,729 crore is taken out, the size of
approved investments waorks out to Rs 1,534,781
crore for the seven years, There 15 a possibility
of some other approvals also being included as
FDI though these would not strictly qualify as
direct investments since  they lack the essential
characteristic of control.” The approvals have
grown significantly over the past seven years, Yet,
India's zhare in oal global inflows continues to
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Table 1. Financial and Technical Collaborations: 1981 to August 1998

JULY-SEPT. Iy

Vear W, ol Appraved Callsarations Relubive Sharc of  Invesiment Appeoved
- = Financial {Ras Crore)
Finaeial Techmical Toa!
Collaborations
(Col 2 a5 % of Col 4)
(1 2 {3 () (%) (&)
191 57 inz g 14,65 109
1981 113 477 5o 1515 628
1583 129 544 671 P9 1% B .4
1584 151 ] 752 20:08 {130
IR bELS T4 10324 2324 1261
1 St 242 718 457 2529 106,
1587 2 il B3 IE.37 107.7
1584 282 44 03 145 2308
| G 194 411 015 3206 V16,7
1K) 194 4T i 01 1283
] 1k9 ail o4z 33400
)2 &y EXE L5120 4451 izgm
iy RS i 147 $3.0% 01 R
14 1062 42 ELH 570 141900
004 1385 UE? 2117 e 12000
504 1.559 Téd 1303 6765 16,1400
1997 1 665 B0 1328 7061 400
1998 &I 413 1251 65, i 2 EI610
fwn o
109 -Ame'TE 5337 5741 14018 5560 17351040

India. Departmest af Scientific & Industrial Reseasch, Ministry of Science & Technalogy, Forelgn Collabortioes:

Mote: Foreign invegiment inchades Clobal/American [eposiiony Receipts (ODRs) and FOCBs amounting 1o Bs 15,729 crore. Source: (i)

A Cifinpiivii. (i) Indiia, Mimistry of Industry, Mandbook of fefntriad Srisnes, and (H1) 1991 orwards: India, Misdstry of [ndustry, 504

Nraslemer, Beplember |59,

Figure 1. Share of Financial Collaborations in Approvals
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aain small. Even within  South, East and
o.ath-East Asia, Indin’s share was only 2.27 per
Lo I is, however a significant improvement
coer the  earlier level of 137 per cent during
pas-1990 [UNCTAD, 1997).

grtent of Foreign Chwnership

As mentioned  carlier, restrictions  on the
aximum percentage share of equity normally
Jlowed to foreign investors (40 per cent, as
stipulated  under the FERA) were seen  as a
deterrent  fo foreign companies 1o imvest in
India. Removal of FERA restrictions on
holding of majority  stake should thus  be
Cexpected to encourage foreign direct investment
nflows, especially from  large transnational
' corporations (TNCs). 1t should, therefore, be a
justifiable expectation that the distnbution of
- companies in different shareholding ranges would
mndergo  changes. One may recall that a
number of branches and subsidiaries of foreign
companies were operating in India prior 1o
the enactment of FERA. The number of foreign
subsidiaries came down  substantially due to the
implementation of FERA’ [Goval, 1990]. This
wis in spite of the fact that majority foreign
equity was not  banned in cases of high
technology and  expori-orienied companics.
Some of the companies, notably those in the
drugs and pharmaceutical sector, voluntarily
diluted their foreign equity to 40 per cent
[Goyal, 1982].* In the liberalised industrial
policy environment the preference for gmining
higher stake in equity becomes visible both in the
case of new entrants and also for those which had
earlier opted for equity dilution and shed the
foreign subsidiary staius, The extent of foreign
equity shares in an enterprise would also reflect
the foreign investor's perception of the need for a
local partner. Foreign investors would normally
prefer to have an  Indian counterpart instead of
going alone in a nationally regulated
environment. The political sensitivities do not
permit full foreign ownership. But, by having a
hational collaborator one can find casy and
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convenient routes to sdministrative patronage.
This  would be particularly true  for new
forcign  investors. By associating Indian
collaborators, foreign investors  also obtain
pecess o the local network of  contacts,
political support, buginess and a wvanety of
operational advantages [Goyal, 1979]. Avoiding
discrimination ot the admimistrative level could
be another motive for associating a local,
preferably a large industrial house.

Table 2 provides the pattern of the
distnibution of approvals over the seven-year
pertnd 1991 to 1998 az compared to the throe
years 1981 to 1983, The shift in the pattem of
approvals 15 only too obvious. In the early
‘eighties, the distribution was overwhelmingly in
favour of the percentage ranges up to 40 per cent.
Out of the total amount of Rs 218 crore, as much
as B9 per cent fell in this category. This share of
100 per cemt  subsidiaries in  the approved
invesiment was a mere  0.62 per cent. In
contrast, 100 per cent foreign-owned subsidiaries
accounted for more than one-third of the
approved  investment during the 'minetics, the
post-liberalisation period. Subsidiaries of foreign
companics accounted for nearly 65 per cent of
the total approved investment during 1991-97,
Those settling for up 1o 40 pér cent foreign share
accounted for ncarly 13 per cent of the new
investments.”

Table 3 shows that omt of the 7,694
approval cascs, 1,334 were for proposals with
100 per cent foreign ownership. Mearly three-
fourths of these were approved duning the post-
1995 period. Further, the proportion of approvals
for majorily ownership (subsidiary siatus)
increased gradually over the period. From a little
less than one-third during the first one and a
half years to 37.37 during the middie peried
(1993 to 1995) and to 58.77 per cent in the last
two and a half yvears. In the last perniod, onc-
fourth of the approvals are  for 100 per cent
foreign owned enlerprises.
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Table 2. Distribution of Approved Investments According to Foreign Share

ign Equity Share Offered Mo of Perccntage Approved Percentage
cent) Approvals i M, Amount (Rs in Amount
Cr.)
(1) () (3 (4) (3]
v Avgust 1991 to August 1998
than 10 per cent 324 421 54708 037
[0 10 24.99 269 1129 4. 856.58 3325
5 o 40 1,229 1597 14,768.54 0.87
01 to 50 1,629 21.17 32,5040.27 2203
01 o 73,99 1,669 2160 26, 37064 17.63
74 to 99.99 BG40 g.32 14,238.93 0,52
100 per cent 1,334 17.35 55,839.60 37.33
All Cascss 7,694 100,00 1,49,570.63 100,00
B: 1981 to 1983
Less than 10 f 219 .11 51
§0.0 o 2500 T 25.55 2495 11.45
250 to 40.0 160 5830 6831 7722
40.0 to 50.0 9 128 10.65 4.89
5000 to 740 22 503 11.20 514
7440 to 99,99 5 1.82 038 017
{r i 2 0.73 .35 062
All Cases 274 100, 217.95 104D, £
i Excludes GDR Issues and cases for which information on foreign sharefinvestement was not

available.

VATIOUS ISS1ES,
B [Goval, et al., 1994],

: A Gencrated from o database developed of the Insutute using collaboration approvals reported
in Indian Investment Centre, Monthly Newsletter and Ministry of Industry, SI4 Newsietter,

Table 3. Increasing Share of Foreign Subsidiarics in FC Approvals

FlEaE AT ErreL = =

Period Totm! MNo. of OF Which Forelgn Cremership Percendage in Total
Appircnvali -—
Above 50 1HF per ced Abowe ¥ 11} per comd
Per cent Orened per cent Cromed
4 §] 2 e () ) L

August 190] 1 L9932 BlD 240 i 3074 407

1958 in 1995 3045 1,138 EEE nx 1.0

150 iy Aungust 1998 IR0 1,256 Tl 5B 2510

Tos] Since 1991 7604 3643 1,534 £7.35 17.34

Indusery-wise Pattern of Approvais

FERA was enacted with multiple objectives in
mind, In the scheme to permit higher equity share

i was implied thal FERA would help channelise

m high technology and export-oriented enterprises

Note: Fagludes GORS and caves where Sareign share or amoee ol mvesiment were not available,

forcign investments  inlo  priority arcas. Even
while retaining the basic concept of selectiveness,
the post-July 1991 phase enlarged the scope
for foreign investment. At the cnd of 1989590,
the manufacturing sector accounted for B5 per
cent of the total FDI stock of Rs 2,705 crore
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, 1993a, Pp. 1,031-51]. Plantations had a
are of 9.5 per cent. Within the manufactuning
or, Chemicals & Allied Products stood at the
followed by Machinery & Machine Tools,

¢ jheralisation of industrial licensing in the form
i frecing public sector reserved areas has been
gingle most important policy decision that
uenced the sectoral pattern of FDI. It also

pars that 10 generate a demonstrative efTect,
ceriam high profile collaborations like Coca-Cola
wad to be approved initially. With the emphasis
on non-raditional exporis and  those hitherio
peated as  low-technology based indusines, the
change i industry composition of  foreign
Cipvestment was bound 1o take place. A major
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policy change in the new regime is with regard

to  drastic contraction in the public sccior
reserved  areas,  notably  power  and
lelecommunications,

Industrial policy changes, especially with
regard to public sector led o a  dramatic
upsurge n approvals for new projecis  in
power, ol and felecommunications, MNearly hall
of the total approved forcign capital was
proposed in these sectors’ (Table 4). If Iron &
Steel and Air Transport are also taken into
consideration, nearly hall of the new
invesiment proposals approved happen to be m
arcas formerly reserved for development in the
public sector.

Table 4. Shares of Different Sectors in Approved Foreign Direct lnvestment (Augast 1991 to August 1995)

mrrITL s T IR L IArT FYe]

ety Sector B, off Approved Lhare in
Approvals Inwemmenl [Hs. Cr.) Talal { per eenl)
{1} (X} (%) {4}

Poweer & Fasls kL] M 00193 ara
Telecoemmuinicationd ] 34002 185
Chemicals (oller thas Fertilisers) Has 1003400 6
Metalirgical [ndustries ] IOSELST 33
Senvice Seclor 428 10863 0% 32
Ttansporkabion Secior L] 1063077 11
Elecirical Bguipments (incl. Safieare) 1 40T B G 47 518
Food Frocessiag nduatrics Sah 8.1323% 4067
Histel & Tourise 20l JAas.61 201
Texiitez (include [ryed, Printed) 417 2764 0 150
Pageer & Fulp {ircl. Paper Products) S 226511 1.31
Indusirial Machinery 413 1,5831.02 1.11
Feemeniatinn bndustries 41 113551 i1.a%
Sugar f 1,000,735 01,58
Uitkarrn 2457 1.453.87 B3R
Todl 2,140 1,73.413.3) 1{HLKI

Durning the nitial two years of the
adoption of the liberalisation package, fuel and
power projects accounted for 40 per cent of the
dpproved investments [Goyal et al,, 19%4], But
by 1996, telecommunications was at the top
position with 23.55 per cent in total [SIA
Newletter, 1996]. Next in imporiance is the

Epuree: Hased on dam providsd m Ministry of Industry, SIA Mewslerer, Seplember |99,

"Service  Scctor’, However, since most  of the
investment in the telecommunications sector was
directed  at cellular mobile and basic  phone
services, this investment could as well be treated as
a part of the senvices sector. 1T the service sector
15 regrouped  faking it account  the  other
service categones like Holels & Tourism, the service



would come o occupy the top position
L1 gs much as one-third share of the total
L egiment. A regrouping in case of Food and
\gro products brings its share to 6.33 per cent."

is seclor is  dominated by TNCs like Coca-
mota, Pepsi. Kellogg, Heinz and Seagram.

Industrial machinery accounted for 1.11 per
wni only of the approved investment. The
L roral investments also includes increase  due
o enhanced forengn equity stuke in the existing
pretenn  controfled companies.  In this
packpround, new foreign investment [eading o
ppansion  of production capabilities in the
sachinery sector could be even lower. It has
glso  been observed that the  sector 15 not
receiving  much altention even in  technical
coltaborations, Compared to  the 1956-1990
pﬂﬂﬂij- the avernge number of approved
jechnical collaborations declined by 5.95 per cent
far the Indusinal Machimery group and by
1884 per cent for the Machine Tools sector
during  1991-1995 [Murthy and Ranganathan,
1997, Pp. 3-9).

e 1o the inclusion of GDR issues, official
abulations at times tend to be misleading. The
* atempt  at adjusting the official  sectoral totals
for GDR approvals could not be carried further
' due to  the vagueness in the product
classification of some GDR is5ues as also to the
mosi-standard nature of the official classification
- nself, IF the industry distnbution 15 adjusted for
- GDR approvals to the extent possible, the inter
2 ranking does not pet affected in any
significant manner within the lop sectors,””

Discussion on foreign investments in India
generally reflects the concern about their role in
consumer  goods industries. The  Ecomomic
Swrvey,  J996-97 placed the share of consumer
goods sector at 15.31 per cent and that of capital
goods and machinery at 13,14 per cent and that
of core and mfrastructure sectors atl 49,13 per
tent in the FDI approved during August 1991 1o
October 1996, However, while in relative lerms
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the share of consumer goods industries may look
to be small, in volume terms it i3 big enough to
cause significant changes in the structure of
many products. While food processing sector
occupies the seventh position with less than six
per cent share, the total approvals amount to Rs
7,500 crore of investment, Coca-Cola alone
received approvals of nearly Rs 2,700 crore and
approvals on  account of Pepsi and its group
companies work oul o more than 1,000 crore,
The changes that occurred in the Indiam  soft
drink  imdustry since  liberalisation are  of
significant importance.” A number of consumer
goods foreign companics are setting up holding
companies in India. The approved foreipgn
investment  figures do not reflect the full
potential of the investments involved i these
approvals for inflluencing market structures. For
instance, most of the takeovers, joint veniures
and alliances of the Unilever group in India do
nol fpure in the approved list: take over of Tata
Onl Mills and s subsidiaries, Kwality 1ce
cream, Kissan, Lakme and other enterprises does
not pet reflected in the size of new foreign
invesiments. These were cases  of Hindustan
Lever (mcl. the merged Brookebond Lipton)
slone, which 15 a subsidiaries of [Dutch-British
Unilever, This holds true of many other
existing large foreign controlled companics.

A point that remains very n-adequately
debated 15 whether it 1% essential to relax the FDI
policy with regard to consumer goods industries
if the purpose of inviling FDI 15 1o develop the
core and infrastructure seclors with  foreign
participation. The character of infrastructure and
service seclors 15 such that the foreign investors
have to physically set up their operations in the
country if they wish to extend their operations fo
the country. In contrast, in the manufacturing
sector, be they consumer goods or others, the
investor has the oplion of exporting to India
instead of taking up local manufacture. Due to the
rapidly falling trade barriers, this possibility has
become more real. The possibility of treating the
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broad spheres, namely, the manufacturing
cior and others  independently for policy
3 15 obvious.

e-distribution of Approvals

We have scen in the above that approved
cvpsimient 15 concentrated m Power & Fuel and
clecommunications.  These being  heavy
mvesiment  sectors, their share in the number of
gpprovals is small compared to the share in the
rall investiment approvals. The two sectors
ogether  accounted  for 685 approvals or a

e more than & per cent of the total
,pgmvais. Understandahly, this gecloral
character of the approvals will have s

reflection in the sz distribution of investments
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as well. From Table 5, i can be seen that the
proposals with Rs 500.00 crore and higher
mvestment  each were only 58 ouf of 7,694, ie.,
less than 1 per cent. But these claimed 38 per cent
of the approved investments. If the approvals in
the Rs 100 — 500 crore range are also inchuded,
29 approvals accounted for more than 72 per
cent of the total nvestment. At the other extreme
are the projects in the less than Rs | ¢, bracket,
which, while constituting a little less than half
of the approvals, accounted for less than 1 per
cent of the total mvestment. The pattern of the
approvals makes it clear that the success or
fatlure of the expectations with regard to inflow
of foreign investment would be determined by a
limited number of large projects and their
ndustry characteristios.

Table 5 Distribation of FCs According to Skee of Forelgn Investment (Aupust 1991 to August 1908)

S

|Amounl = By Crorg)
I Irreeszment Hange Mo, of Amaunt Per cent Per cent
(A Crare) Appronals Approved o Cod. 2 of ol 3
i (2) i (4 i%)
o | or 547 1, 00237 4780 7
| a5 2074 4,770.43 6. 95 kR
Ju S er, 1,175 13,1537 1327 B9
FLAT 1T 148 10,141 .58 N .78
. o 100 er, 183 13,548 60 2.34 B30
160 0 500 er, 138 50,886,138 ioe 3402
80 cr. & above 5B S5.0ELAD .75 1D
All Cgees A0 1405704613 | (. o FECAT LT

Country-wise Distribution of Approvaly

Given the relative freedom  now offered to
foreign investors, one  should expect that the
sources of foreign investments would get further
diversified. At the same time, since many large
TNCs  are based in the USA, the country may
£2in even a better foothold i India. At the end
of 1989-90, US occupied the highest position
with ncarly half of the FDI stock. UK was in
the sccond position with 19 per cent share
followed by West Germany and Japan.'! The

Nt Exchudes G186 and cases where the fmvesimeni (gares and foreign shares are nof available.

four countries had a combined share of 83 per
cent [RBI, 1993a]. As better or higher technology
does not appear 1o be a special consideration for
permilting new investments, one might witness a
diversification of sources of investment. From
Table & it can be seen that while USA stands at
the top with a 27.48 per cent, share of the former
top four countries (USA, UK, Germany and
Japan) came down substantially to 44 per cent,
Europe takes the second position with a 24.41 per
cent share. In all, the developed countrics
account for two-thirds of the investment.
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Table . Sources of Approved FDI {August 1991 to Angust 1998)

Anncemd (Rs ri Per ceni $hare in Totd
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A notable feature of the country-wise
caribution s that Korea took the lead over
ynan which played an important role in the
iaiics. Next important category is that  of
gouth, East and South-East Asian countries led
South Korea. These couniries contributed
early 13 per cent to the approved investment
sresenting diversification of sources of FDI. A
surprising case is that of small couniries led by
guritius, which are known as tax havens or tax
! Many of the investments routed
LEln:IIJEh Mawritius can bhe traced w IS
companics, Similarly, some of the investments
| from Mauritius as also Switzerlind were found
1o have NRI association. Notable among these are
‘the Rs 600 crore investment by Parmars whose
l:g'g]jmiﬂ was  approved in the name of
ntemational  Petroleum, Switzerland and a
project with Rs 300 crore investment approval for
Chatterjee Petrochem  (Mauritivs). This s in
sddition to the officially reported Rs 5,900 crore
investment by other NRIs. In the past too,
gertain IOz from advanced  countries
mvested i India through therr subsidiaries and
associates  in locations other than their home
country,  For instance, forcign equity in Nestle
India was held from Bahamas Islands and in
Plizer it was from Panama though their
respective parent  companies  belong o
Switzerland and USA respectively [Goval, 1979].
If these factors are taken into account, the share
L oof USA and MRz could turm out to be more
sitbstantial.

The substantial share of NRIzs in the total
mvesiment  approved  may  resemble the
experience of China. A significast portion of the
hupe investment in China is reported 10 have been
coninbuted, over the years, by people of Chinese
origm. Does i happen 1o be the caze in India foo? 1t
remaing an open question for further enguiny.

State-wise Location of New Fareign Investments

States have been showing considerable
Inerest in atiracting foreign mvestments. In this
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context and in the conlext of wide inter-state
disparities in  industrialisation,
projecis with foreign invesiments has assumed
significance. Given the nature of approvals,
however, the available information has serious
limitations  in reflecting the actual amounts that
arc likely to flow to different states. If one gocs
by the official figures, Delhi will be receiving
the maximum amount of forcign  investment
followed by  Mabarashira (Table 7). More
impartantly, in about 30 per cent of the cascs,
location was not indicated a1 the time of the
approval.  Thesc  projects  account  for
approximately one-third of the total investment.
While Delhi stands at the top, it 1s obvious that
most of the corresponding 458 projects will not
be located in Delhi, Delhi, in all probability,
must be representing the neighbouring states or
the foreign investors might have used the
services of local agents for communication and
for domg the initial spadework, Depending
upon the nature of the project the actual
location could be somewhere else in  the
couniry. Also, in case of the services sector,
location will not carry the same meaning and
equal  signilicance when  compared 1o the
manufasciuring veniures. Incidentally, most of the
approvals for Cellular and Basic Phone services
carry Delhi, Bombay, Bangalore and Madras as
the locations [lor these approvals. For all
practical purposes  Delhi  should alse be
clubbed with the others {un-indicated) calegory.
I, therefore, means thal for almost halll of the
mvestment, the location 15 not known in advance.
In view of the imporiance of a few large projects
in the approved investment, even a couple of
projects can make a large difference to a state's
share, And if for any reason, the projects do not
materialisc, the share in actuals could slump
significantly. For instance, m the case of Onssa,
the number of approvals is quite small and its
high position 15 mainly due to a few major
projects,

location  of



el Inflows af Approved Investment

While the investment approvals show a
CamisingE  picture, at least  in comparison o
ndia’s past experience, considerable anxiely s
. in different quarters over the slow
s of inflows."" Given that the inflows do not
Ll Mowing immediately after the approval, one
ghould expeet a time lag between approvals and
inflows, especially for large and long
gestation projects. In these cases il is reasonable

e
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to assume that actual flows of capital would be
gradual and vary with the project's progress. The
number of approvals aganst  which inflows
have been  recorded would, probably, give a
better ndication of the  extent of hkely
implementation of approved loreign invesiment
projects,  This information  i5  nod, however,
available. Official figures indicate that inflows
constitute  about one-fifth of the approvals
| Econamic Swrvey, 1999, p. 871,

Table 7. Siate-wise Distribution of Approved Forcign Invesimient {August 1991 o January 1997)

sector-wise comparizon could give a  better
- picture of inflows and project implementation,
- This is, however, possible if FDI inflow data is
available for the industry groupings similar o
the ones  followed in the case of approvals,
Unfortunately, RBI for some reasons, followed
s own classification and level of ageregation.
It 15 difficult 1o understand why investment

figures are not being made available in a
slandardised format, which would cnable
meaningful comparisons. In spite  of these

Sk Mo, ol Amaount Share in Todal
Approvals [Fs Cr.) Investmend {per conl)

L] (2} {(3h (=)
e
[ a5k 17,330,506 17.08
wiatamshira BX: 1267650 1240
Kamainka 434 54055 141
Tarval Madu 543 540875 530
Maihya Pradesh o 306653 bl L]
Weyst Hengal 1™ 5,240 5% -8 )
(hissa & rra T 1713
Ciigarat 5] YL ThE S imn
Andhra Pradesh ikl HA1ET 447
Littar Pradesh L Tadd 5T Al
Haryana il 1.7 40 L.Th
Punja b b g e 0E]
Regasthan s HOS AT (&0
Oeher Sinles 4k Lilass Aoy
(Waers ($abe nol indicated) IT5L or o Jraz
Totgl 5ald 100 A% 00 LoD
Source: Hased on Mimisiry of Industry, 1A Newsletier, Fehnaary 1997

Instead of the aggregate-level comparisons, 8 problems of  companson, the  fact that

infrastructure  sectors  received wvery  little
investment becomes evident from the inflow data
released by the RBI for the past four vears
(1994-95 {o 199798}, The top most posiion
wis occupied by Engincering (23,5  per cent)
followed by Electronics & Electrical
Equipmenis (13.7 per cent), Chemicals &
Allied Products (11.5 per cent), Finance (10 per
cent) and Services (7.4 per cent) (Table B).
Power, Fuel and Telecommunications do not
figure in the details offered by RBIL
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Tuble 8, Industry-wise Inflow of Forcign
Investment: 1904-95 (o | 00798
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Another way of looking at the inflows is by
the country of origin. In a scenario of slow rate
of inflows, knowledge of better project
implementation by investors ol cerain countries
may enable them 1o form more realistic  fulure
expectations, However, as noticed carlier, the
mcreasingly  important  role plaved by tax
sheliers has further  distorted the counlry
distribution to such an extent that during the past
three years, Mauritius reached the top position in
mflows with & one-third share. USA  was a
distant second with a share of less than one-
fifth! (Table 9).

Three factors should be noted m a
discussion on inflows. Firstly, approvals have
picked up significantly during the last two and a
half years and account for two-thirds of the
ipproved mvestment. Secondly, a few approvals
{296) account for a substantial portion (72 per
tent) of the total mvestmeni. And, fastly,
industry compaosition is such that Power, Fuel and
Telecommunicaiions  sectors  dominate  the
ipprovals to a large extent. The policy
formulation in respect of these sectors has been
very slow, Some of these projects are also
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surrounded by national confroversies. The Enron
and Cogeninx are cases in point. Telecom
secior witnessed a major scam. Slow pace of
implementation of large infrastruciure projects is
thus a major reason for the poor rate of inflows.

Table 9. Country-wise Inflows of FIX
(1994-95 (o 1997-98)

Cninley Ilow (s Cr.)  Shame 8 Tosal
{per cent)
{Ly {2} (L}
Mauritiug £.0060 3562
UsA 4, Tl 1823
Germary 1,505 619
Komea I.551 [Nk
Japan 1453 5
1.4 [ i
Methesiands 1337 £} ]
s 2012 1986
Total 15T [ (0
Mole: Fipures da mal include WRIE dged inweiiznt
rouled theough RRE
Sogroe: BB, Areusl Reports 1995697 and 199708,

On the other hand, implementation appeusrs
¢ be guick in consumer goods industries
[Cheema, 1997].'7 The efficial approvals enabled
many consumer goods TNCs to hike their shares
reversing the impact of the FERA. This
probably explains the near 50 per cent realizution
of the approved inwvestments within  a year.
Inflows during the vear 1991 were reported to be
Es 351 crore oul of the approved amount of Rs
739 crore, In some cases, TNCs preferred to
follow the take-over route (especially in
consumer goods) to make a quick entry or 1o
consolidate their position in the Indian market. In
o few cases, the (ake-over factor was hidden. For
instance, Heinz siarfed its  operations by taking
over the food business of Glaxo and Modi-RJR's
foray into manufacturing was through the take-
over of a small cigaretic manufaciurer in
Andhra Pradesh. Certain existing units  werg
trapsferred to new  joint venture companics
while the original Indian companies continue to
exist. We shall discuss this aspect further in the
section on lake-overs. The implementation alzo
appears quick if it implies getting the products
manufactured by local uniis and the foreign



any marketing them under its own  brand
{e.g., Laboratorics Gamier promoted by

There 15 a view prevailing that the sluggish
ape of capital inflows is largely due to the slow
oving and hurdle creating burcaucracy and its
iure 1o [ree itsell from the old mind set. The
yet, however, 15 that this wiew need nol
necessarily be relevant in alf the cases of delay.
investors could also be responsible for the
Ldelays in a number of projects  [RBI, 1985]."
]q, fong-term investmen! demands  close study of
he market. This is perhaps the rcason that
secDonald ook almost five years (o open its first
outlet. Inability to decide on the local partners
s yet  another reason for delays or even
ghandonmient i some  cases, For  instance,
since 1991, BMW tried different pariners but
tll now one i not sure whether the  company
will go ahead with the projects (motor cycles
and passenger cars). Similarly, LG Electronics'
gitempt al  joaming hands  wath either RPG or
Birlas did not meet with any success. Funally, it
seems to have opted for a 100 per cent owned
unil. This is also related 1o the foreign investors'
perception of the Indian market. The continuing
sluggishness of the economy can be expected to
lead to delays or even abandonment of certain
proposals, In certain cascs, cven though the
product is available in the Indian market, the
operations may have not have been set up fully.
For mstance, the automobile manufacturers'
insistence  on importing CKDs and SKDs
{completely knocked down and  semi knocked
down) kits tmplics that full manufaciuring
operations have not yet been cstablished. This
may also imply that the companics might be
seeping the escape rouics open.'

Since project location is not always specified
i a large number of cases location studies and
Repotiations with stale governmenis for betier
terms might take time. One also suspects that in
the initial period there was a strong possibility
of inflating the investment figures by the forcign
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collaborators to ensure quick approval. Indeed,
such a practice suited the government's strategy
also as it wished to project large amount of FDI
approvals as a measure of the success of ils
policies, Had sectoral policies preceded
approvals, the rate of implementation could in all
probability have been faster. Also, in cases where
the Indian pariners or stale governments iried to
protect the local interests {c.g., Indian Oil Corp
in casc of FEast Coast Refinery,” Madhya
Pradesh government in cage of diamond mining
in the giate™ Indusirial Development Bank of
India (IDBI) in the case of steel plant in Orissa,™
Crujarut Government in the case of Parmar
Refinery®™) which resulted in delays, or even
ghandonment of a project, official machinery
may nol be faulied. When o comes 1o
extracling the maximum oul of the ventures for
themselves, NRIs did not seem to lag behind
others®  Tikoos and Balsaras are the other
prominent NRIs apart from Hindujas and Pauls
who promised large investments but delivered
too little.

Take-avers and Implementation of FCs

Significantly, m spite of the low level of capital
inflows, the structure of many consumer goods
industrics has got aliered in a substantial manner.
In the libcralised policy environment, the Indian
entreprencur seems to have lost his bargaining
power and well-known Indian brands have been
taken gver by TNCs providing them a ready market
with lesser competition from local industry. The
process is continuing. Take-overs have the
additional implication that they do not add to new
production  capacitics or  employment
opportunities,” On the contrary, these can add 1o
the growing ouiflow of foreign exchange. A
survey conducted by us in 1993-94 revealed that the
mapor consideration of the Indian partics in
entering into & collaboration agreement was o
get superior technology, " Access to foreign funds'
was  way below in the ranking [Goyal, et al,
1994], One  implication of these obscrvabions is
that had the official policy not been liberalised,
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Indian promater could  have refused foreign
taking advantage of the fact that the policy
ihited foreign invesiment in many arcas. This
y be understandable because for many small and
medium projects, raising funds fiom the public was
a problem given the promising stock market. As
shall soe in the following, in & number of
companies  with foreign equity, the relative
ignificance of foreign mvestment was quite small.

The controversy over 1CT's (UK) attempted
entry into Asian Pamnts, its major competitor in
Indiz, brought into sharp focus the phenomena
of TNC take-over of Indian companics. When
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Parle’s brands were sold o Coca-Cola not much
debate was pencrated. Similar was the case when
TOMCO was taken over by Hindustan Lever.
One reasen for this could be that in the latter two
cases, the Indian promoters withdrew on  (heir
own while in the former, the promoters resisted
the TNC's entry. The fact, however, is that in
many other cases the ownership of Indian
companies changed hands affecting market
structures significantly. In this process, probably
what has not attracted much  attention is the
transfer of umis as distinct from take-over
or merger of @ whole company (Table 10
for an illustrative list). This route was adopted

Table 10, IMustrative List of Unit/Division Transfers to Joint Ventures

Unit ta b Transferod Transferned
i1

Hesnark
12}

Apar Lightesg Drvision

Compressar unit of Kirlosksr Brothers
{Coevgecssor unils of S1EL and Kelvirator
Enging Valves Division of Kirloskar 04
Engines

Halol Plant of HMindustan Molors

Hmdiron Bquipmenis Mg Co. L. and
Finditron Comnpaters Pyl Lid. (certmin
pagets gl know-how) and all the shares

of Hisdivon [aforrestien  Technologies Lad

I=din Limadbeurn Uns of Dirla Jote

Kalyuni Flant of Premder Acsomaobiles Lid
Kirtkskar Fillers Division of Kirloskar (i) Engines
Kurla Mant of Premier Automahiles Lid

Lewar Pen ranufciuning Gcilvies

Elertrie Metses Division of VXL Lad,

Mol Cyele asion of Escofls

Mator Cycle Iingme Division ol e Malors
{wal Care Divn. of Parle

felrigeraior Division af Codie) & Boyoe Mip

Specialiy Chemicaks Dova. ol Max India
Siahiliser Bar [vision of Jemma Aubos

Suger Mochmery Diviston of KCP Lud
Tweo gnd Three Wheeler 1yre plani of Cegs

Tramufierved % the joint venbae GE-Apar Lighting Lid.
Transizmed %o Kirloskar Copeland

Taken ower by Tecumseh YVeniure

Proposed 1 be ramafored ooa IV with MWP,
ssbwidiary of Mahle, Germany

[Bemmg woed hy e joimd venbore with Giemersl Molors.

Aoquired by Drigital Eguipmesd {India) Lid., a JV
betwieen Hinditron Groop and Digitsel Eguipment.

Traseslered o Birla DLW Lid . a 5050 1Y with DLW of Germmany
Translomed o Pal-Peugeot L, 2 JY with Peugesd, Fresge

Tov be: tranafermed ta a I with Kook af Germaey

To b transferred b a IV wilh FIAT.

Transfemred oy Lanor Winling Insfruiseiie nda P Lol g joine
wonturg wilh Citlefie

Transdemed o VX1 Laedys Gyr Lid
Tranafered b oy Yamaha Lok
Fropossd o be hived off il a 50:50 joind vootune with Rotax of Austna

Acgired by Gilleite

Tranafemed to the IV, Godrg-0OFE Applmnees (with General
Electng, LSA)

Trandlomed 15 Max Alcsech a 50050 IV betwers Max and Alotech BY
To be takem over by MHE Jai Suspemsions Lbd. a now joind venturo
in which the Japance compesy will hold 74 per cent share.

To FCRECT Lid, a 1V wilh FCED of France
Transferred 10 South Asion Tyres Lid a FY with Goodyear, USA




gntry into consumer durables and machinery
gors. For instance, after the transfer of two
jants Fremier Automobiles is a pale reflection of
original self, even though it might remain a
any ‘owned by Indians'. In a  broader
wnse, hike in foreign  share and enry of the
foreign-owned companies,

gven crowding of the Indian market with foreign
companies  (with possible reduction in number
aad size of operatons  of locally owned
companies) could also be mterpreted as leading
o dimimshing role of Indian entrepreneurs and
general investors  and consolidation of TNC
control over Indian markets. Similar1s the case
with alliances whereby the competitors are
wred into allics  (c.g. transfer of Lakme's
brands to a 5050 joomt  veniure with the
Levers) followed by the purchase of Lakme's
stake in the joint venlure,

Had the Indian parners not resisted the
foreign companies' attempts  at consolidating
thewr position, more joint ventures  would have
passed in to the latter's hands, TVS-Suzuki,
Hero-Honda and  Godrej-GE Appliances are the
cases m point. While Honda raised s stake in
Kinetic Honda to 51 per cent, it could nol
achieve the same in Hero Honda, GE 15 on a
sprec to consolidate  its posilion o ods Joint
ventures. It has already received approval for
converting GE-Elpro Medical Systems into a
wholly-owned one by acquinng Elpro's 49 per
cent stake. It 15 also  reported that GE s
increasing  its share in its  joint venture with
IFCL. After initial resistance, Birlas seem to have
vielded 1o the pressure from their Swedish
partners to allow majority stake in VXL Landys
Gyr. Birlas are also af the receiving end in
Birla 3M and Birla Kent Tavlor, Whirlpool
took over TVES Whirlpool and Fuller Intl took
over  Fuller-KCP. Suzuki's attemypls at gaining
majority control over Maruti Udyog are well
known.
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Some other relevant cases are: Mercedes
Benz petting approval for increasing its share
e 76 per cent in s venture  with Telco:
Bridgestone planming o increase 185 stake to from
51 1o 74 per cent in 112 joint venlure with ACC;
Bausch & Lomb increasing ils share in the
Indian venture to &% per cent; and Henkel hiking
its share 1o T0 per cenl in Henkel Spic. It may
be inferesting to recall that Pepsi was staried as
a jonl  venlure of  Voltas, Punab Agro
Indusiries Corp  and Pepsico, USA. The 1wo
Indian partners are nowhere in the piclure now,
Blue Star got edged out of Motorola Blue Star
and Hewlett Packard India, Similar was the
expericnce of Hinditron group in Hinditron
Tektronix and Digital Equipment, and Shrirams
in SEF Mippondenso. Shrirams' share also gol
reduced in Shriram Honda Power.™ One reason
for these developments is that some of he jont
ventures were formed either through transfer of
units and hence did not ivelve any cash
investments by local pariners or they were
formed prior o [99]1 when resirictions on
forcign  stake prevailed. If the Indian partners
initrally obtained shares im0 liew of  the
transferred units, they may not be in a posilion 0
provide necessary funds for expansion or bring in
additional money o sustain the venture if il runs
into trouble. On the other hand, after paining
gxperience, the foreign partner may find the local
partner to be dispensable. For a joint venture to
be meamingful, both partners should have some
sirengths to offer 1o the veniure.

At one [evel, the take-over phenomenon
seems inevitable because the worldwide boom
in foreign direct investment s foelled by
mergers  and acquisiions. Indian experience
probably  should mot come a8 4 SUFPFISE  SINCT
take-overs and privatisation ar¢  gaining
importance as a form of capital flows. For
instance, in  USA, acquisitions represented
BS per cemt of foreign investment in [993
with new establishments  contributing  only
15 percent [OECD, 1997, p. 21]. According to
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cross-horder MErgers
involving majority

AD,
afsilions

1996, For some of the developing countries
from privatisabion  was an  impostant
. ent of the todal FDI received by them
iring 1970-95 — forly per cent of total FDI in
¢m Europe and Central Azia and 21 per cent

the case of Latin America [Bouton and
miinkske, 19977, This shows that FI has been

, pvatisation and freer take-overs,

Public altemfion gets attracted more {0
pappenings in the consumer goods sector. The
Cluztrative list of consumer product companies
‘given in Table 11 might help in understanding
the popular perceplion of TNC takeover of the
markets. 27 These cases illustrate the extent of
new foreign entry m  different consumer
products,  Wisibility of TWC products increased
m the market both through eniry of new THNCs
as also new brands/products introduced by the
older ones.

FERA, mstead of bemng a hurdie to
business  expansion, operationally speaking,
came handy for foreign corporations to obtain
state patronage and access to  mstiutional
support that was denied to them as foreign
subsidiaries, The removal of entry bamiers in
the post-SAP  period has opened-up new
opportunities for foreign corporations, most of
whom  already operate in India, to cngape
themselves in take-overs and mergers of Indian
enterprises. The scope  for such expansion did
o exist with Chapter [T of METPA being on
the statute, Take-overs by  existing foreign-
controlled corporations is possible without any
fresh capital being brought i from abroad,
Table 12 shows the trends in the value of the
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and fumover of the major consumer goods THCs
_ control  operating in India during the past two decades.
L unted for almest half of global FDI flows (Also see Figure 2).

Table 11. llastrative List of Financial
Collaborations for Consumer Goods Approved
in the Post-Liberalisation Period$

Conmimer Eleciromics:
Ak

Cinamdig

LG Elecaronics
Mational Pamasanic
[Mptsugiim)

Sarmsumg

Shavaki

Sany

Thaamgon

Aufonsssles
HMW
Dmicwes

Fim

Fard

Giemoral Mitors:
Honida

Hyurday
Mercedes Bens
Yaolkswagen
Valve

Yamahs

Aloohols Bewerages
Bacardt Ingl

Brown & Fosemen Corp
Dauglas Laing

Fosler's Browing Croup
Hensinger-Erau

Hiram Walker
Infornaticmall Dristillors
Mpcdorald & Musr
SeEEgram

Usviteed Dnstillers
White & Muckay

Confectionery’
Agrolirmen
Chuppa Chup
Lenus Chocalse
Sars

Perlen

Wan Ml
Wrigghey

Oaher Food:
Dranone

Heinz

EFRC

Mz Donald
Pizea Hut
Crmaker Oals
[hinkes Eomnui
Kandos

Baskin Hobline

Domestic Applances:
Dagwon

Eleciralux

Cencrl Electric

L5 Eleciranics
SEmsng

Whirlpoa!

Ciarments;
Heenenon
EBET
Lacome
Lovistrauss
Mexx

Pierme Cardin

Saift Drinke
Codbury Schweppes
Coep-Coly

Cosmetics, Perfumes, g,
Avan Producis
Hagcarnse

Cussung Group

L ireal

Wi Cosmetic

Helar Dheormeas

Frelon

Misgelkaneous
llack & Deckor
Gitllenie
Kimberley Clark
Hechak

Sorn Lee

Temex

5 Emcludes FO3 for the existing Borcign aflblizies and

subsidanics,
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Figure 2, Showing Growih in Sales of Major TNCs: 1977-TH (o 1996497

MNestle India Caolgate Palmaolive
) — | E—
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Biaged om data provided in Sombay Steek Exchonpe (ffche! Direciory. Net sales of Hindestan Lever inclode sales of Liplon and Brook
tsonad for carlier years.

Tahle 11, Showing the Increase Im Turnover of Select THCs (1977-78 do 1996-57)

Hgene of the Company Hel Sales 8 Current Frices (Fa Cr ) Ratbe of Sakeg
15T 5] | T [ EHeAT over | 5B aver
L9091 1977-TH
i) il K] (4] {5} ()
Buestle India Lid, F || in 1205 bR L LT
Colgale Palmotive (1) Lad, 9% 405 1 .37 24,64
Fhilips india Lad. 2 565 1 AKT 2.6 20.29
M. ina 1186 5563 .56 15.24
Sacenens Ll TH i3 1,168 io0d 15482
Hindustan Lever Lid & 511 15351 7.1 2.68 13.93
Cilae India Lig.e S0 364 R 1.0 12.42

% Diata refers to 1978-75.

@ Figures price i 199697 include sakes of Liptos and Brooke Bond.

8 Clane gold e food peoducts division 1o Beez Indle Pyt Lod, during 100493,

Bowror: 5.K. Goyal, "Pobicy Processes’, in Allematine Swtvey Gooup, Aiernanive Econamic Survey: 199/-/998 1593,
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jt 15 also observed that in  this process,
pct monopolies  are  geiting established,
ially in the area of consumer goods and
it technology manufacturing. The cases in
gt gre ige cream, soll drinks, soups, common
i, biscuits and the like. Since foreign
; pons  have world-wide expencence al
inistering advertisement lechnologies, it is no
rise that within the last few years more than
thirds of the notional advertisement space is
manded by THNCs (Table 13 for « list of Top
advertizers). This is true of print as well as
af the elecctromic mass media. The Indian
comtmiercial scene when judged in lerms  of
advertisements appears as much under foreign
influence as is true of the industrially advanced
markets.

Talie 1.3, Showing Top TNCE Advertisers during 1997

Adveritsemend and Ccher
Promainssal Bapesdilure

(s Cr.)

{1 (xh
Hindustan Lever Lid. 4430010
1T Lad. e 5]
Caljgate-Palralive (fadiz) Lud 1378
Meatle India Lid. TS
Posd's [ India} Lid. 4T
Castrol kndia Lad. 41ET
Flalips India Lul. e
Reckitl & Colmam of India Lud. 451
Smith Kline Beecham Consurmer

Healihcare 131 E
Cadbuiy Tidia Ll 2952
Hritannia Iridustrics Lad 1904
Procier & Gamble Inda Lid 1564

The bl iz confined ta Stk Exchange lissad T8 ondy,
s DS Corporale Dalahass

Export Prospects and FCs

The earlier policy on foreign investments
placed special cmphasis on cxport promotion.
Foreign companies {FUs) with their knowledge of
international markets, established brand names,
superior technology and product  acceplance,
tlose association with the consumers through
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world-wide subsidiaries and affiliates, were
expected to be i a beller position to promote
host country exports. Indeed, a number of
studies in India focused on this aspect of TNCs
[Goval, 1979; Kumar, 19%; Subrahmanian 1 al.,
1978; Dijck and Chalapati Rao, 1994). The
general finding of these studies was that either
foreign controlled compamies were nol
significantly  better export-oriented than Indian
companies andior that their operations have had
a negative direct impact on the overall balance of
payments. In certain cascs, the apparent better
performance was mainly due to trading (oflen
in unrelated products). In a zomewhat recent
instance of thiz nature it was found that Coca-
Cola's exporizs from Tndia included green cofTes,
black pepper, while hulled zesame and granite
[Econonic Times, 1925]. The export  baskets of
larpe trading houses have many things in
commeon:  commodities,  garments,  leather
products, handicrafls and marine products.

The present policy, however, places wvery
little restriction on this count. In a sense, exports
are now a voluntary activity. In an carlier study
it was observed that during 1991-92 10 1995-9%,
export orientation of 100  largest TNC
affiligtes/subsidianes  in  India increased
marginally from 8.07 to 864 per cent while the
import dependence (imports as a percentage of
sales) nearly doubled from 6.86 per cent o
12.94 per cent. As a resull, these companies
tumed net losers of foreign exchange: from a
positive balance of Rs 270 crore toa deficit of
Rs 1,600 crorc, Another major factor that
contributed significantly to this development was
the steep increase in payments in foreign
exchange for technology, dividends, travel, eic,
from Rs 120 crore to  almost Rs 500 crore
[Gaoyal, 1997]).

Given the composition of investments, with
emphasiz on infrastruciure sectors, it i5 100 early
o say to what extent the other seciors will take
advantage of the improved infrastructure and
generate exports, To form some opinion in this



f, howsocver leplative, we made an
jempl to analyse the export projections made
y foreign collaboration projects during a year
a half (during 1996 and 1997). The
F,mjl:c-ii.-l.'l-l'IE are reporied to the press but do not
form parl of the basic collaboration details
reported regularly by the 5IA  and the Indian
vestment Centre. We could procure 2 good
pumber of the FIPB  press releases for  the
peniod.  The avmlable releases cover an
pvestment  of Rs 25,000 crore and should,
therefore, reasonably be representative of the
recent position. From a study of the releases it
emerges that the 1,239 approvals project total
exports  of the magnitude of Rs 52,335 crore
over a five year period. We are conscious that
gince the approvals include large investments in
infrastructure sectors, a comparison of investment
md exports may not be fully justified. A
comparison of number of projects may give a
hetter idea of the fulure scenano. It was noticed
that out of the 1,239 approvals, less than 404
projected any exports. However, even among
these, as many as 164 anticipated exports arc of
less than Bs 5 crore per annum. Table 14 gives
an illustrative ligt of FCs projecting exports of Bs
230 crore o maore over a five year perod. 11 is
mteresting to find that the very first case, KRC
colour Monitor Tubes projects, exports  waorth
more than Bs 16,000 crore. That this was not
a printer’s dewvil 18 confirmed by the fact that the
corresponding  press  release gave ihe tolal
projections at Rs 21,000 crore, The third largest
projection was by Archana Telecom which is
planning to set up a lechnology and resource
park. The projecied exporis of Bs 1760 crove
cannot obviowsly be on account of the company.
The sectoral characteristics ol the proposals
and the amounts of export eamimgs projected
reveal that lexbles, trading and sofltware
companies stand al the top, Quite o few others
ar¢ also in the computer software development.
A number of textile units were approved under
the 100 per cent EOU scheme.
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since these are only projections, one may mol
read much into these figures except drawing
some broad conclusions that two-thirds of the
projects do not have immediate plans for exporis.
The export areas and collaborators are such that
in many cases these are not associated with large
foreign investors. Some of them are NRIs. In
some cases given the small size of the project, it
is doubtful if the projected exports would
materialisc. 1t appears that there is no strong
direct  relationship between  size of foreipn
investment  and export  projections. One
implication of this is that if stepping up of
exports 15 an important objective, foreign
mvestment policy could be more selective,

EO ane the Indian Stock Marker

Implementation of FERA made it
obligatory for branches of foreign companics
operating i India fo register themselves in
India with foreign equity of not more than 40 per
cent. Those already registered bul having  more
than 40 per cent equity held abroad were also to
bring down the foreign share to 40 per cent.™
Equity dilution through issue of additional shares
1o Indians turned out to be the most popular way
of diluting foreign equity, For instance, out of the
46 companies studied only scven diluted equity
solely through disinvestment and in another four
a parl of the forcign share was divested bt
simultaneously  fresh  shares  were  issued
[Chaudhur, 197%, Pp. 734-44]. The FERA
strategy of conserving foreign exchange through
foreign  equity dilution  was flawed because
dividend payments constituled only about 4 per
cem of the total expenditure on foreign exchange
by the forcign subsidiaries in  India, Raw
matenals impors was the single largest item
accounting for 85 per cemt of the total foreign
cxchange outge. It was, therefore, foreseen that
the mpact of equity dilution under the
FERA ° could only be marginal, even if all
the subsidiaries are forced to brng down
their foreign  eguity o 40 per cent level
[Goyal, 1979, Pp, 43-44], Indian investors were
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Table 14, Musirative List of Financial Collaboration Approvals Projecting more than s 250 Crore

Exporis each Over Five Years
pame of the Com- Foreign Collabaramme Irestuct MontvYear  Foreggn  5-Yeuw
pany Approved  Equity  Fxports
{R=Cr.)
1) 2 3} 4 (5 {8
K HC Colour Monitce Winny Electronic Caolour Monibr Piciure Tubes lior Moy 96 F0.0x0 162 B0
Tahch Enterprizes. Taiwan Campuler Monilors
gouth Asian Peare-  EMS Inwenia Ag, Haitle Girade Polyesier Chap Sept. 41.23 LLETT0
chern Lidl St teriamd
Archana Telecom  Universal Holding (18 For seitieg up of an dntemationally Jae 97 7. 1Te000
Serviees Lid, West Indies compatible lechnolegy and resource
park at Bangakone
ECEF Man Metherlends  For setling o 100 per cest whally April 97 150 L0 50
BY, Netherlands owred subsidiary in bndia to conduct
intermatioral trade n Sugar, Molasses
Aleohol, Muts and Speces, Coeoa and
alher de-repulated Goods
Tatm Industrses Lid,  1BM World Trade Providing Infofmation Technobogy May 97 T BMi. &0k
wnal Tata Informaion  Conporation, USA Services
Sysioma
ST1 indsa Lid Commonwealth Dev. Coles Yam, FolyesiceCotion Yam, Febe. 97 a7l 73399
Carposation, LUK Coltn Knifiad Fabrics
Klimkerberg India € Klinkenborg BV, Export of Agre Produce viz., Cashew  July 97 il &0 43
Pyl Lid. BMetheriands Kemels, Groundnui Kernels, Scasane
Seods, Walmuts, Spices (Black Pepper,
Cardamaom, Red Chilli, Cumin Seeds,
gic} Tea & Coffee
D Sumitceno Corge.. Japan  To establish wholly owned subsidiares  Nev.9b 14.00 634,50
i fleld of general wading
Banbay Sofiware (1) Kanbay (Asla) Lid., Crgruted golbweeg Feb AT 535 503,50
Lid. Mauritius
Cisbic] Bacdia Lid, Arvin Exhausy Intl., For ranifscivee and sale of cxkaust Aug 96 .54 Sa300
Mether|ntads sypsiemicalalyst
Mandvi International MR Basamali Hice Apri] 97 4% 5H.55
Expon
ThTl, Agro Adwies B, it Fleswers Ot 1 ek EXEAN)

(Contd...)
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Table 14. (Contd.)
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pany

fo

[Ad.

1.te).

Ll

[.td

Tech.

Da

Name afl the Cam-  Foreign Collahorator Product Month/Ycar Foreign  3-Year
Approved Cquity Hxports
(RsCr.}
2 3 4 {3) (6}
Makhatia Organies  NR| Manufacture of Para Nitroaniline, Sept. 96 32.00 4R0.00
other Aniline
Derivatives & their Salts, Ortho Chloro
Iaranitroanilines, etc.
Fabwarth Tndia [Ad. WR| April 96 2.50 46588
All wool Worsted Fabrics
Nortel Mauritius ~ Nortel Mauritiug Lid. To Set up a Wholly Owned Nov. 96 157.50  437.50
Mauritius Subsidiary in India which will
participate in the development of
the Telecom Industry in India by
bringing in its latest technology into
India and sup.
Chemplast Sanmar Luro issues, Euro issues  Issue of FCCRs 1o part finance an Aug.96 17.50 40000
export aricnted Textile Project
Devarshi Cements  Enderiien Project Uingg.  Cement; Portfand Clinker and Power  Feb.97 16.00 399.16
Gerrmany {for captive consumption)
Bondex India [.td.  Kobe Steel Lid. Japan Manufaciure and Marketing of Spun-  Sept. %6 160 364.85
bonded Non-woven Fabrigs
KB+T [.4d. Thakral Invest., Singapare Men's Suitings Nov,%0 10.03 359.00
Sriteeh Inforrmation . NRI Far the Manufacture of Professional March 97 1.76 354.24
Integrated Receiver Decoders
SHV Makro NV, To set up a Wholly Owned Subsidiary  Dec. 96 14000 350.00
Netherlands m India which would mvolve opening
several whole sale stotes in the main
cities in India to intraduce cash and
carry distribution
.G Electranics Inc., To sct up a 100 per cent Qwned Jan 97 20475 35000

Korea (S)

Subsidiary company in India [or the
nmanufacture, marketing and sale of
electrical and clectronic applisnces
such as Washing Machines,
Refrigerators, Air Conditioners

(Contd...)
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Table 14, (Contd.}
marne of the Com- Fanzign Collaborator Brostuer Month'Year  Foreign  5-Yoar
pany Appraved Fguity Fowpiris
(Fslr.
(LK (23 (] 43 i4] {ts}
Irecals Induniricn Lid Lemsder Liniverad Wasiilaciiee of Power aml Teleooss cables  Mov S 1603 3443
Ca., ivarkved e phujedl crgieceridg sk i
P wiaritl s Corndris] Basik
Winih Jiki Hanil Syrthetic Fiser Agrylic Wik, cofns yam, palyesics R s kR T (AR ]
T, Keres (5) eofion am, midn rplic yam. waol acrplic
V&
5 Kusirs: Syrifishs Ll Adhisd Textik For manfaciyry of perg woul snd Hepi. W §.00 Xio2%
Wachiaery, LK woolpal ysirnvicose biended Bbnicy
Tenmwes Lid. Hisswra Maschivery Led . Foer mapailag ave o smlvarkeed i Sepl M 1020 Lol ]
Tagan ing Mic
Dyvemitn Dairy kadd  WRI Schrcilser Inlerma T mamafzciure & [ull reps ol Jan., 96 i 10
s Lid ! siorad [me,, BRI wadug-akicd dairy products, such
an Lacioas Cassin Choess Daby
o] Miperal Safm Bestler and
L
Assocrasnd D Tebe Quarz (FMEH Quarte Crystabi of varoes oy, B 1N TERET
Cos apetificatim
Masguis Axia Pasilie  Blarguip Asia Pacific Faper-pulp uaper duand sukug Juyy 87 258 18631
Mr. Samiil Kurvar hLgirnug puchised o W1 loneds
Do Iatel Services Inc.. T eatabibah & wihvdly owoed auls Peb. 9T 4100 181.30
L sidisry in Tedi with bao Buimerd
organsg i gider |wn scpanile
divinions
|kmicygmath Frdprprioes  Yumrg Co. Lid Korgs Wooevied wolgn yam [i LT 2608
Lud 5
Pefepin Symibesics Lad. NIRRT Folyesier Viseose Blssded Yam Sepd O 1200 LT
KoRuapar Sieed Lol [t Mol bammniie Wiets Dusitibe Troem P [ D000 e 1 b 2000 Dee, 28 Pl
14 Mz 1)
At Tech lmdia Pyt P Teehmlogy s, Faicgraled Circuit e B TE g aAT1.88
Lid LE5
Moarnagss Martiing Musuhewt Corpn. Tor provkic suppor seTvice ko Jane &7 Lan il S
LId Japaz BT TN DTSR, Mkl
naie of par adng .
M Paboligmd & Sork M. Fabritam & Somp Exparia vl dosieviic jalps of Jami W7 3% 2¢2.50
Ing, TIRA Inoar damend
Sarda Piywood Iedes  Polymer oo e, Fit vt w0 a0 of Mo woven Sopk. ™ &1.73 2N
wies Lad. LISA Futerics
Lo Maragemena For setting op & whally veied sch Jaan. 97 17.50 E52.00
T C i pidiary in lndta whech aill citah
lish aned opeeraic a.
msrufcivrisg Secility for
coaEaler Eminals

Hased on officisl Press Heleases released through Press [nfivmation Bureau af the Govemsnent af Tndsa.



ted to FERA companies' public izsies ina
pig way and the issues  were oversubscribed
y times. The prevailing capital issue
‘uidul'm:s. ensured wide dispersal of shareholding
after equity dilution. It was, therefore, sugpested
shat the FERA proved o be a blessing for
TNCs as they pgained national scceptability not
paly with consumers but also  with Indian
government and policy makers without any loss
of freedom or conirol over their invesimenis
[Goyal, 1979, Pp. 43-44], Due to the entry of
such companies with substantial foreign  equity
— then popularly known as FERA companies
- foreign colleboration, especially participation
in equity  capital, was perceived as i
gualification by the investors. FERA issues thus
mercased investors’ awareness of the stock
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marketl a8 & mediem of savings and thus helped
maobilise resources.

Primary markel is the main route through
which new companies enter the stock market. A
compifation of the public 1ssues by unlisted
companies  during the post-liberalisation pertod
may, therefore, provide leads for figuring out
the future role of FDI in the stock marker™
While rights and further issues by the already
listed companies also form part of the primary
market, we will not be considering these here
because they do nol reflest eniry of new
companies. For purpose of this  exercise
COMpanics promoied/controlled by non-
residents Indians (NEIs) are ireated as a special
category and have been kept out of the analysis.

Table 15, Foreign Equity Participation in IPOs

S

| Even though the number of initial public
offers (IPOs) with foreign cquity as also the
amount of foreign equity increased somewhat
ull 199495, their share in the comresponding
total was small. The overall share of IPOs with
foreign equity is less than six per cenl and the
share declined gradually over the years except
for 199394 (Table 15). The share inthe nsk
capital is somewhat higher at about 12 per cenl
The share 1 equity also declined owver the
period,  Size-wise distribution of [POs  with
foreign equity suggests that in two-thirds of the
cases the tolal equity was relatively small at less
thun Es 10 erore, The distnbution of companies
with foreign investment 18 more  skewed with as

Yo o, of |Ps Tital Bguigy af Mo, of [TPOS with - Total Eguiky ol Peicenligs of [PLs wilh
TP Cos (Bs. Ur) Foreign Bguity  TPO with Foreigs Foreign Bguity m
I'!.qui[],l {Hs e} B ————
Hunibery Equity
] (23 (3 4] (5 i} in

1152 [ L1177 | nim 1438 19
1t i JATLA: k| Eark vl 002 1447
|90 &3] 50946, 106 an L T4T I1L.57
1 TFM-5 125 9.503.48 BT 1,560 50 0TS L[
19580 [ b H T.785%% LT T4 1R 1]
1P -y TR 507751 2h JRETS a2 s
Tidal 4 80y LLRTE PN ok 1ar LAY 1.7}
Soure: (eneraled on e basss of dala availabfe in Prime Aeeial Report, vanois s

many as 235 companics (88 per cent of the
total) having foreign investment of Rs 5 crore or
less (Table 16).

Since Bs 5 ¢rore is equivalent to about USS
1.5 million,™ it can be scen that the level of

forcign equity 15 extremely smafl in an
overwhelming number of Caes,
Motwithstanding the small size of  the

investments in individual projects, the share of
the foreign collaborator which indicates the
extent  of the rigk shared by him and s
involvernent  as also the coniribution to  the
coming into being of the new project, which might
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L have been taken up in their absence, is also
gevant i the present context. In this respect
o, projects with substantial foreign shares (25
w cent or more for Foreign  Controlled

pany (FCCs)) constitute only one-fifth of
8. potal. (Table 17) Out of the total 55, in 35
i the foreign investment imvolved  was ot
ware than K8 5 crore implying that during the
teriod 1991-92 1o 1996-97 only 20 FCCs with
Ereign equity of USS 1.5 mn. or more entered
5:.. stock market,

Tahbe 16, Size-wise Distribution of Financial
Cellaborations in IPOsS (Number of Comjpanies)
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market. Compared to the  pre-liberalisation
period, the number of cases where majority
foreign equity is sought and approved has
increased substantially (Table 6). Many joint
ventures (JVs) preferred 50:50 or 51:49 form or
other combinations in which both the pariners
together hold 100 per cent ownership of the IV
o the exclusion of ordinary Indian shareholders.
Theze include the wvenlures of GE, [THM,
General Motors, Daimier-Benz and Coca-Cola.
The parallel operations of large TNCs are likely
to have direct implications for the future growth
of their listed affiliates.

Table - 18, Iastratbve List of THNCs having Listed
Affiliates which Obtained Approval for Setting Up
Wirollyv-owmed Subaidiaries

Equily Range Taotal Foreign
{®s r.) Fguity Fquity
(1 [ .}
Lces chan Ms 5 Cr 0o 235
Lo 1 er 112 17
1o 25 <1 i B
15 o 50 e, 9 6
S0y, & pawe 15 2
All Coses 248 2068

§ Only msues with [oreign finanecial coflabsoration ame sralysad
here Eocludes i4 cases Tor which foreign equity details are
nad available, The smounts mvebved in theis issees were
smatl,

Table 17, Forelgn Share-wise Tistribution of [POs

Foreign Share in Bguity MW o Perceniige
{per pent Hange) Tisuy in Tonsl
i1 [l 3
Legs tham 1 3 112
w5 i IT.15
53000 [ IR
16 b 2% 53 Ja o
iwan 1 1343
440 8 50 1 41t
5 & ahove 4 159
AR Camed 168 100 0

TYSTEITEE. I

From the foregoing it appears that FCCs are
not prominent in the pnmary market in  the
post-liberalisation  period. Slow pace of
implementation  of collaboration projects does
nob seem o be responsible for thas phenomenon
15 the trends at setling up parallel - often whally-
owmed - subsidiaries by large TNCs (Table 18),
and tncreasing share of foreign majority  cases
mndicate a general tendency 1o avoid the stock

AHE
Antwridan Uyimamid
Asira

OASF

Hayer

Candbury Schweppes
Crig-Cingy

Coats Viyella
Ferodo

CEnupe Danote
Hioechst

Hoffmesn LasRoehe
Fonaall

Morck

Monsanio

PE

Phatlip Morris
Sandoo

Bandvik

Srrwth Kline Beechem
Timex

Uralewer

Warrsr Lamberi
Xernox Conp

- meearre

As of now indications are that most of the
major new  veéntures in the automobile sector do
notl have plans to offer shares o the Indian
public.” An illustrative list of FOCs which have
el up operations in the post-liberalization period
and which have not come (o the public is given
in Table 19 Indecd, the trend iz in  the reverse
direction. An important case is that of Fuller
Intemational which has got delisted afier the
foreign  sharcholder acquired 100 per cemt
ownership of what was initially started  as joint
venture.In case of Tekironix India, the earlier atlempt



o delist is reported to have failed and the
company  was keen to buyback the public
greholding [ Fingncial  Express, 1997,
ine=sy Standard, 19%8].  In Dacwoo Molors
pcal  shareholders have  already  been
margmalised. In Naleo Chemicals the forcign
polding has reached 80 per cent [Fimancial
Express, 1998)." Similar is the case with Carrier
aireon . which  the [oreign
collaborator's stake  reached 88

financial
per cent
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[Economic Times, 1998]. Ricoh was reporied to
be planning to buy the entire sharcholding of
financial institutions and the public in Ricoh
India. It already holds 76 per cent of the latter's
equity [Financial Express, 1998]." The share
buyback provision introduced in the Companies
Act recently and the proposed buy out facility in
the Companies Bill may enable larger number of
FCCs to opt for delisting.

Tahle 19, Hlusirative List of TNCs which have set up Operations in India
Duiering the Past-liberalisatlon Perlod and had not Enfered the Stock Market

Product Larp
i)

Tremsnatseal Corpeesiion

]

Aulomrasles & Allied Producs
Poind & Beverages

White Goods, Corsumer Elecironscs and
Doemeitic Applunces

Peninnal Care Prodiscis

Sxmem =i mm——

Revion, L'Oreal, Cuseons, Unilever

Cengrsl Maotors, Ford, Mertedea Tiene, Honda, Hyandas, Fial,
Toyota, Valva, Yamaha, Cummins, Goodyear

Coga-Cols, Cadbury Selwoppes, Keliogs, Feing, Seapram,  Hirsen
Walker, Unsicd Desiillers, Perfem, Weoigglor, KEC, MeDonabd

Maewoa, Samsumg, Secay, (enerl Eecine, LG Eleciromics, Black &
Decker, Bimberley Clerk

FIN iz side-stepping stock market i yet
another manner. Some of the FCCs in the
pharmaceutical industry  have attempled o zell-
off the existing units and promote new Whaolly
Dwned  Subsidianies  (WOS) or 0 iransfer
certain  divisions/producizs to wholly owned
subsidiaries of  (he parent  company. For
example, Pluser Lid, 15 reported o be planning
o sell 51 per cent of ils stake in Duchem, a 1M
per cent subsidiary, to its parent Pfizer Inc.”* This
15 expected to help the foreign parent to gamer a
larger portion of the profits from the sales of
Becosules vitamin  pills, Pfizer Ltd.'s top brand,
Becosules is reported to be among the highest-
selling brands in the Indian pharmaceutical
industry. Some of the wholly-owned subsidiarics
(WOS) specify conducting R&D as one of their
objectives. This implies that the local listed
subsidiary may not come to ‘own' the outcome
of the research.

Technival Collaboraiion:

The official policy emphasiz during che
nineties  has been on  attracting large amount of
foreign investment, It 15, therefore, not surprising
that while the number of forcign invesiment
approvals increased from 1355 in 1995 1o
1,559 in 1996, and further to 1,665 n 1997, the
number of approved technical collaborations
(TCs) gradually declined from 982 in 1995
o 660 in 1997 which 15 almost egual o the
figure for 1991 (Table 1). The reported
technical collaboration agreements are an
underestimate because, a number of financial
collaboration agreements are accompanied by
payments for tlechnology in  the form of
lump sum and’ or royalty payments, Such
approvals can be classified as financial- cum-
technical. On the other hand, filing of a
formal collaboration agreemeni  becomes
necessary only when payments have to  be made
abroad. An examination of the technical collaboration
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approvals reveals that a significant number of
these were in fact entered into by the very joint
venture companics that were approved  in the
qew  policy period. A few others could also be
raced 1o the older/carlier JVa, It was also noticed
that some of the foreign companies that imtially
entered  into only  technology  licensing
agrecments have later on acquired equity shares
n such collaboration projects. In other words,
g purely technology transfer arrangement was
Jater converted mio a fmancial collabaration.

If these factors are taken inlo account, the
sctual number of  independent techmical
collaboration agreements in the new palicy
regime may tum oul to be fewer than during the
‘sightics. These observations tend to indicate
the decreasing importance of arms-length transfer
of technology which iz giving way to technology
transfer among affiliates. Technology may then
remain closely held by foreign companies with
little chance of further local development.

Some of the techmical  collaborations
approved in the casc of large TNCs shed doubts
about the real purpose of the agreement as also
the  possible behaviour of TNC subsidiaries.
Some of these collaborations involve companics
which have been operating in the country for
many years, For instance, there is a collaboration
involving Nestle India and Nesiee {a subsidiary
of Nestle) for the manufacture of infant weaning
food. What is noteworthy here is not that Nestle
India is manufaciuring infant food == it has been
doing that for a  long time == bul the Indian
subsidiary has been allowed 1o pay rovally (3.5
per cent on domestic sales, and 5 per cent on
exiermal sales) [Gowval et al, 1994], Another
interesting ¢age is that of Colgate. The list of
collaboration approvals shows five TCs and
one FC against Colgate Palmolive USA. The
financial collaboration was in  respect of
ncreasing the forcign equity from 40 to 51 per
cent in Colgate Palmolive India. One of the
TCs was to  impart technology for the
manufaciure of woidet soaps o the Indian
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subgidiary. Out of the remaining four TCs
invelving royalty payments (o the US company,
gt least three were for toothpaste. Incadentally,
Colgate Palmolive (India) markets the toothpaste
manufaciured by at least three of the four Indian
parties  secking fechnology from Colgate
Palmolive USA [Goyal et al,, 1994],

Thus, technology and brand names arc so
closely controlled by the  foreign parent
companies that the local subsidiaries in spite of
producing the items for years cannot pass on the
technology horizontally, The fact that companies
with substantial foreign holdings are likely to
continue to look towards their foreign parent
companies and follow in their  footsteps is
evident from the following observations of
Glaxo India Chairman:

The parent company, Glaxo Holdings, had

divested its milk based products more than a

decade ago to concentrate on pharmaccuticals

and had achieved great success. Therefore,
there was no support for Family Products

Division (FPD} either in producis or in

marketing from the parent. For  any

subsidiary it (s very risky fo go ouf on a

fimb o ity own. {emphasizs added) [Glaxo

(India) Lid., 1996].

Payment of royalizes in case of fully owned
subsidianes was another point of debate. In
certain  cases the government allowed such
payments with the hope of encouraging RE&D by
THCs But it leaves the question as to who would
benefit from such R&D.

Technology import has  significant direct
costs associated  with it The main forms
which payments are made for imporied
technology are  through pre-determined lump
sum payments  and rovalties  on sales. That
the  approved collaborations imply an
increasing and  large foreign  exchunge
outgo is reflected in the figures given in
Table 20. The lump sum paymenis for purchase
of technology increased more than seven mes



guring the period 1991 1w 1995, far wo rapidly
compared to the increass in the number of
collaborations, From Rs 980 crore in 1991, the
approved  paymcnt increased to Rs 7,198 crore
by 1995, To get a more realistic picture, one has
1o add the outgoings on account of rovaltics but
this cannod be given here, a5 royalties are
dependent on actual sales -- both domestic and
exports.

Table 20, Approved Lumsp Sam Paymens (1981 -195%8)

Yoar Approved Lurmp Sum
Payments (R {r.)

i @

1981 &5

1482 142

1983 15

1064 MKl

1084 421

19ER SES

1987 418

1988 554

10849 L]

11HK] T4

1991 80

1992 ot 11

19413 L0

1904 2300

1995 T.198

Summing Up

In the new era when the emphasis is on
attracting a large  amount  of forcign
investment, approvals for foreign  direct
investment marked a significant nse compared to
the immediately preceding phase. The approval
data reveals that while infrastructure sectors
altracted maximum investment, consumer goods
sectors also had an important place in the
approvials. The  broad category of services
accounted for almost one-thicd of the total. The
main factors behind the large approved amount
appear to be the dereservation of public sector
reserved areas, de-licensing, allowing larger
share for forcign investors, and the general boom
in global investment flows. The actual  inflows
while considerably small compared to approvals,
many a time did not go into creatton of
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immediate additional  production capabilities. A
gond part of the new nvestment resulied in
either consolidation of control by TNCs in their
affiliates or in acquiring conirol over Indian
companies or their operations,

The steep increase i the approved amount
since 1995, especially  during 1997, is a
reflection of further relaxation in the official
policy towands forcign investmicnt. The logic and
rationale behind FIPB approvals is not clear.
How the terms were negotiated with the foreign
collaherators  is not  public knowledge.” The
larger amount seems to have been obtained by
conceding control -- often absolute -- to foreign
investors. In contrast, the experience on  the
technology imporl front indicates that the scope
for independent transfer of technology has
reduced drastically. One main implication is
that purchasing technology on market terms
may become increasingly difficult. In the liberal
policy cnvironment, the foreign investors are
opting for sole or joint ventures to one time  sale
of lechnology. A corollary is that once foreign
companies acguire control, their local affiliates
may neither have the freedom nor the incentive
to invest in R&D. They will continue to ook
towards their parent companics for technology
improvements. Even if they conduct any RED,
it is difficult to wisualise that the local
subsidiaries will be given the night over their
innovations. This will entail continuous cutflow
on account of  rovalties and lump  sum
payments. The trends on the technology
acquisition  fromt, thercfore, warmant a careful
TEVICW,

Size and sector-wise distnibubion of the
approvals suggests that relatively small number
of proposals falling under power, fuel and
elecommunicalions sectors account for almeost
half of the approved investment. However, in
view of the large mvestments and importance of
the infrastructure scctor, pricing would remain
8 crectal factor. Considerable sums can be
siphoned-off both at the implementation stage
and after the projects go onstream. Downward
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estimales by  power sector

jects, in response to severe public criticism,
suggests the need for a cautious and transparent
gpproach i case of large projects. Besides
dividends, in case of infrastrugiure  projects
forctpm companies would {ocus on  eguipment
impotts, (echnology payments and long  term
fuel supply. Since the mfrastructure veniures
are gencrally majority/'wholly foreign owned,
dividends  would  have  lesser significance
compared 1o the long term  assured flows o
parcnts and affiliates on other heads. Hence, an
approach that foreign investors should be best
left 1o themselves since they bear the entire risk,
may il be prudent.

revision of cost

Further, the high share of infrastruciure and
service  scctors  in approvals  implies  huge
servicing burden as these (except a few like
software) cannol  generate  direct  foreign
exchange camings on their own. Indications are
that the scope for substantial exporl eamings
through new FDI is rather limited. I is, therefore,
imperative that if only certain sectors are poing to
contribute fo export carnings, such seciors can be
dealt with on a different footing for altracting
FIM. A point afso anses whether it is essential to
relax the FDI policy with regard to consumer
goods industnies il the purpose of inviting FIDI s
to develop core and infrastructure  sectors.
Infrastructure and service sectors are such that
the foreign investors have to  physically set up
their operations in the country il they wish to
extend their operations to the country. MNational
policy may seek o exploit this compulsion o 11ls
advaniage,

The fact is that FDI approvals in the post-
liberalisation period are increasingly for setting
up of subsidiarics. It may, therefore, be not
surprising  that very few companies with
substantial foreign equity cntered  the stock
market during the post-liberalisation period. This
1% in contrast to the post-FERA experience when
many large and well-known FCOCs came to be
listed. Recent experience indicates thal no major
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FCOC is going to be listed on the Indian stock
exchanges. FCCs may, therefore, remam outside
the listing
requirements impose  on the companies; local
investors will be  avorded from  sharing the
benechits which they miught if large THCs' shares
are listed. The development of siock market may
get affected  adverscly with large and  well-
known FOCs staying away from it and limiting
the [ure growih prospecis of listed affiliaies,

regulatory  framework  which

The sector-wise distribution of approvals
enabled the government 10 claim that FDI is
coming info  infrastruciure sectors ina big way
and o underplay its role im  consumer goods
sectors. Pattern  of inflows, however, give a
different picture with infrastructure not figuring
prominently. Increasing dominance of foreign
COmpanies in consumer goods seclors s a
reality. Take-over of Indian companies has been
gomi on in a subtle and gradual manner. Take-
over need not always reflect the weakness of
Indian companies and brands.™ The MRTP
Act was rendered ineffective in the  initial
days of liberalisation and the need for selting
up a walchdog for overseemg compelition in
the domestic industry has been ignored Gl
recently.

The High Level Commtiee on Balance of
Payments, in the mitial stages of liberalisation,
felt that:

(i) Our prowth process 5 substantially
determined by domestic  savings and
invextment; foreipn invesiment  plavs

gquantitatively wvery small but qualitatively
a significant part (in terms of foreign trade,
technology, competition inducements). The
strategy, policy and procedures should
reinforce the qualitative aspects;

(ii) Government policy towards direct foreign
investments has to be discriminating. An
open door policy 18 not  likely 1o produce
optimum results unless supported by checks
and balances;



(i) Government should maximise the benefits
from the technology brought in by foreign
imvestors. This can be done by identifying
the thrust  arcas'sectors for  foreign
imvesiments, and working out the linkages =0
that technology geis absorbed at the carliest;
and

{iv)A National Investment Law should be

seriously considered codifying the existing

policy and practices relating to dividend
repatriation, disimvestment, non-
discrimination  subject to  conditions that
may be specified, employment of foreign
nationals, non-cxpropristion, and sanction
and servicing of external commercial
borrowings [RBI, Bulletin, 1993b, August,
Pp. 1,139-80].

It 15 debatable if the experience of the past
eight years matches these expectations of the
Committee,

NOTES

1. Only five aress remain reserved for the public sechor,
There 12 nothle revision regardimg:  pemeratis oo
distribution of eleciricity; mining of neetalic ores, gypsum,
sulphur ard  diamonds; irens and  stecl; ship  building;
aircrafis @nd air transport, and lelephones amd telephone
cables,

2. Imdlustrial licensing 15 now confined 1o indusiries
with “security  and srategic  conoorns,  social | reasons,
problems refated 1o safety and oversriding environmental
issucs, manufoctare of products of hazardoas  nature and
Eticles of elitist comumpdion’,

1 For imstance, againsi the raling masket price of
Rs 700 Colgate allotted shares bo @5 parent compamy at Bs
Gl The total amound gained by ihe parent company in ihe
process was abowut BEs 72 crore E‘imilu.rt'_l,l, i Ehe case af
Castral, the corresponding fgures were Rs 1030, 110
andl Bz 34 erore respectively.

4, Far the sake of convenience, here after we shall refer
o thege as GOR iswes

3, UNCTADR defines foreign direct  invesiment as on
investment  invelving & long-tesm melationship  anad
teflectimg a lasting intercst and control of aresident entity
in ane econamy ... in oA eplerprise reswlemt  inoam
economy other than that of ihe loreign direct investor
Fareign direct investment implies that ihe investor cxetsa
significamt degree of influence on the management of the
enterprise resident in the other econopny.
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6. 11 is not possible fo classify each FC approval as
parifoli investment or otheraise.

1. The mumber of Indian subsidisnies of foreign
compankes came down from 202 i 1973 0 66 by Masch
1988, The namber of forcign branches had seduced 1o
nearly M0 by 1951 compared 10 541 in 1972

B, These companies could, however, retan full contred
over their [ndiam affiliotes through restrictive clauses in the
Articles of Assoctation of the affiliates,

9, These results hald geod even i one excludes cases
involving equaty hike.

10, Industry classification  for individaal approvals
was nol  available, This restricts the possibility of cross-
tabulations,

11, Alse  wcliuded are:  Sugar (058 por cenllk
Fermentation  Indwstrics (LG5 per centl;  Vegolnble Oils
amd Wanaspati (0.0 ] per cent); Horticubtare (0.07 per cent);
Agroculiure (00T per cent); and Florsculiare (0. 16 per cent).

12, The |a.r!5: GDE assees include: VSNL (Rs 125
crore) and SBI (Rs 1,750 crore].

13, Similarly, in the sdvertising sector, the approvals
do ot indicate any significam amounts - we  could irace
approvals for less than |3 crares - but it s well known that
the sector i now dominated by foreign  adwertising
APETICICS.

14, At the time of independence 1hree quarncrs of the
forcipn capital was owned by  the Briish.  For
understanding the role of colonkal male by the Britigh in
this process, (sce Kidron, 1965),

1%, Indeed, even Singopore and Hopg Kong are used
for fax saving purposes. This might explain why some  of
the LIS THCs ond NRIs sought approvals  through 1hese
cntries,

16, [t is reporied that the govemment was planning
to associabe an American consuliant  with the  forcign
invesiment  approval machinery w0 help Improve the
situmson!

I7. Bosed on & reply in the Parliament it was
estimated that consumer Goods accounted for 28.5 per cend
of the inflows Gl March 1990 In sddinon, aslomaobiles
accounted for eaother 7.1 per cenl of the Bs [0 crare
ieflows recorded 16l that vime.

18 Past exporience  also mdicates that factoss other
than  burcascratic delays  could  semously  affect
implementation of  forcign colloboration approvals, For
instance, durng 97781 infructuous  collaboraion
prq:u:ﬂh formed 43 per oint of the effcclive agreements
Inability of the partics 1o agree on the ferms of
colluboration, failure of the collaborators to  Tulfil thear
commitments and emergence of  unfovosrable condifions
swch as  imposition of emorgency, financial grangency and
raw material difficullics were the main reasons cited in this
regunl
10 Even thowgh, Seny has st up its operntions in
ihe couniry, % H:mnl.ing DHrector said im an mierview that
"It will make sense o manwfactane in India only if we nuake
nol besy than half a million sets in ledia, which will take
temee! [Indhian Express, 1997],
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M The points of contention were: (i) demand  for

pigher sharc by Himslujas, (i) tying  op crude  purchoses

wilh pEvake promalers’ group companics,  amd (i) using

he joimt vertuare for marketing the products of private
£rs

21. De Beers, which wus imitinlly tipped to get ibe
gsignmend, is  known io market ol the prodece  wnder
gheir conirol  through their  London-based Ceniral Selling
grganisation for  which they ¢am a  comamission, The
camgny condrals over T per cent of world rough diamond
supply. They regulsie supply of roughs and in the progess
gre known 1o delay development of new mings amd 0o cut
back production, Russia has been having 2 tough tims: in
arriving o an agreement with the group and  has decided
ol open tenders for some of ils munes

22 Caparo group was unhappy  with DM for  nol
agreeing b the higher debl-equity ratio (3:0) suggested by
ikemm for financing the project.

23, Press reports (1993} on  the propect  reflect the
hollowness of the clakms of the promoters,

34 For a few instances of unfavoursble e of
collaborations  invalving MRls, see (Goval, o al, 1994),
Indeed, one tends o be circuimspest about  the production
buyback agreements and caporl Ccommilmeenis  reparied
in issue prospeciases invalving NR s,

24, This, bowever, does not mean that the aken over
companies would nol get new technology and produciion
capabilities in the future.

26, The problems o dealing with barge THCs  ane
kighlighted by a  mecent case. Dabur leadia entcred imo a
pnt venture agreerment with Owem of [sracl. Osem agreed
to take up a ménonity stake of 0 per cent beaving the
remaining o Dabar and alse o allow the join venlure 1o
make all the products manufactared by iself. Ino the
meantime Ckerm was  faken over by Mestle. Nestic was
reparted o be nsisting  for a rjedity  stake in the ot
venlure (Excelsia Foods) (s Econonnic Times, 1997)

27, Al one diars Pepsi's emiry  into Sbigfia marketimg
was een as  sepping on the iraditional Indian fermin, But
whien Mestle entered pickles and sweets (advertised heavily
during the current  festive season  as Mithad  wurgic) no
adverse reaction  was  moticed probably  because  Mestle
refmined  from  usimg Bandar Michai or Hemgali Sweets
umlike Pepsi which called it produet Sikaveeri Bhufir alter a
place in Rajasthan famous for (he lem,

28, Higher levels of foreign shares were o be allowed
depending upom  the area of  operation  amd  export
oriendation, Foreign aslines and shipping companles wene
ireated an a reciprocity basis,

29, Prime Anmacl Reporis which are compiled by
Praxks Consulting and [nformation Services Ml Lid,, ase
amajor source of detailed daz on the primary market.

30, Thig i based on  an exchanpe rate of Bs 32 which
prevaited for mosl part of the pereod undes study.
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31. Even though some of them have boen set ug as gene
yverdures of listed companies (which gives an aphon for the
local imvestors 1o indirectly take advantage of the benslit),
the Heted companics have been gradually |osing control
over the JTWe

3 On  being asked by the sharcholders, ihe
chairman of the company clarified that °“(Tihere = no
proposal al present to delist our securities’.

13 Thes report was, however, comtradicted by the
company management later on,

34, It was expecoe]  that the approval for a 100 per
cem! sabsidiary by Peer would hit the share price of Plizer
Imdin [Firanciol Express, 1999 and | 9%b]

35, Mor are the reporiing syslems sircambined.

M. A case which seems b have  importast
ramilicaiions i tke reported move of Movanis 1o 1ake over
Althrocin, the main brand of Alembic Chemiczls and also
the seeond-highess selling brand imdbe country. This case,
coupled wilh Cocaecala’s  failure to kil Thums-Lip,
indicaies that it is mof the weakness of the producibrand
per 52 i the Indidan cnlreprenueir’s fear that he may D
aurvive in the new ervironment and the lure of large msoney

which are  responsible  for  handing  over  their

eompaniesbrands o forcign companies,
ARBREVIATIONS

FOC Fareign Collaboration Compary

FCs Financial Collaborations

i Fareign Direct Investmend

FERA, Fareign Exchange Regulation Act, 1971

FIFp Fareign Irvestment Promation Board

GOR Global/Armenican Depesitory Receipts

T0aEsk Induistrial Development Bank of [ndia

1DRA Imdduasirics i Dewelopement ared
Regulationy Act, 1951,

1P Initiad Mablie Odifer

BMRTEA Monapolies  and  Restrictive  Trade
Practices Act, 1969

MRI Mon-resident Indiam

FMr Phosed Manufsciuring Programme

A H Reserve Bank of Indsa

SAP Structural Adjustment Programme

SIA Secretarian for Indisstrial Assistones

TC Technical Caollabarationsg

THC Trananatsonal Corporation

UNCTAD United Mations Conferense on Trade and
Dievelopment

UNETC Unied Madens Centre on Tramssaiions]
Corporaticons

wos Whaolly Drened Subsidisry
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Chapter 9

Indian Company Law and
Protection of Shareholders’ Interest

Resource mobilisation and liquidity aspects of the stock market in India have
been analysed in Chapter 8. This chapter focuses on the other important aspect
namely, of monitoring of company managements.  Along with extensive
dercgulation of the cconomy initiated in 1991, the process of revamping the
Companies Act, 1956 (CA) that governs the formation, management, regulation and
winding-up of companies was also taken-up. The government sought to replace the
existing Act with a new one instead of merely amending certain provisions. The
overall thrust was to lessen governmental intervention over corporate affairs and place
greater reliance on Board procedures, internal control mechanisms and shareholder
participation in decision-making. The initial attempt, in the form of the Companies Bill,
1993, however, turned abortive. A new Companies Bill was introduced in the
Parliament in August 1997. The Bill was preceded by a Working Group report' and a
working draft, which were circulated for public debate. The report was severely
criticised for being biased in favour of the managements.2 Further, the coming into
open of the CRB affair and activities of other non-banking financial and plantation
companies® and to an extent the Chhabria group's revelations and the “vanishing’ of
promoters after raising resources from the primary market seem to have led to the
incorporation of certain stricter provisions in the Bill.4 With the dissolution of the Lok

Sabha and holding of fresh elections in early 1998, the process got stuck once again,

I See: India, Department of Company Affaits, Report of the Working Group on the Companies Act, 1956,
February 1997.

2 For instance, postal ballot which could have enabled larger shareholder parlicipation in decision-
making was nol supported by the Group ostensibly due to the shortcomings of the postal system, The
suggestion of prolessional bodies and financial institutions for making Audit Committees compulsory,
did not find favour with the Group. It was argued that "in the present milicu, legislating in favour of
Audit Conumnittees would be counter-productive, and lead to such situation where such Committees
would be often constituled to meet the letter - and not the spirit - of the [aw". For a critique of the
Working Group’s recommendations sce for instance, L.C. Gupta, " Vorking Group lo protect
promoters”, Economic Times, May 12, 1997, the series of articles by Shripad R. Llalbe in the Business
Staidurd during August-September 1997; “Companies Act Report fails to protect inlevest of small
investors: GVR”, Proneer, March 17, 1997; “Small Investors get a raw deal”, Evonomic Times (Editorial),
March 22, 1997; and K5, Chalapati Rao, “Corporate Sector and Fmerging Company Law” in
Alternative Survey Group, Alfernative Economic Survey: 1996-97, Delhi Science Forun, Delhi, 1997,

3 See for instance, "The BT Special Report on NBFCs", Business Today, August 7-21, 1997, pp. 73-101.

4 See: “DCA, Sebi to set up joint panel to tame errant promoters™, Econoniic Times, February 28, 1998.
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While the recodifying excrcise was going on, the government introduced a
number of changes in the CA as interim measures. Important among these include
relaxation of the limits on managerial remuneration, simplifying the procedure for
altering the Memorandum of Assaciation and tightening the provisions relating to
acceptance of deposits, ctc. The most recent one having major implications is the
issue of an Ordinance followed by passing of an amendment Bill in March 1999 to
allow buy-back of sharcs, frec inter-corporate investments and loans from
government control, permit issuc of ‘sweat equity’,’ set up Investor Education and
Protection Fund, ctc.

Managements of many large Indian companies are known to rely on the
support of public financial institutions for controlling the companies.é In the new
regime, having been threatened by take-overs the private managements are under
compulsion ta increase their stakes. This, one expects, would lead to major changes
in the shareholding pattein of the large corporate sector. In the smaller companies,
however, one would expect larger stakes by the controlling interests. Review of the
literature in Chapter 2 suggested that for better monitoring, the shareholding pattern
should not be concentrated and that there should be large sharcholders who would
have the resources, expertise and the need to monitor managements. If, however, the
large sharcholders also happen to be the controlling interests, this expectation may not
be met. It is, therefore, relevant to study whether the emerging shareholding pattern
promotes monitoring by the investors and whether the changes in company law

effected in the post-liberalisation period improve such a possibility.

Section I
Shareholding Pattern of the Listed Corporate Sector

With official intention to transfer decision-making powers to sharcholders,
sharcholder mecting acquires greater importance. The expectations with regard to
effective shareholder participation depend upon the sharcholding pattcrn. If the

shares are widely dispersed among large number of shareholders and

§  The expression ‘sweat equity' would mean equity shares allotted either on discount or for
consicleration other than cash for providing knowhow, making available Lhe inteilectual rights or
value addilion.

& See for mstance: S K. Goyal, “Private Managements and Takeovers of Public Owned Companies”, in
Ayub Syed {ed.), The Swraj Paw! Factor, Palakmati Printers, n.d. and S.K. Goyal, "Nature and Growth
of the Indian Corporate Sector”, Brij Narain Memorial Lecture, delivered at Panjabi University,
Chandigarh, january 12-14, 1987.
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geographically, in the absence of postal ballot and other forms of indirect
participation controlling interests with less than majority stake will have little
difficulty in pursuing their objectives. If they own majority equity, there can be little
doubt about this possibility. To give empirical dimension to this issue we analysed
the shareholding pattern of listed companies. The analysis is based on the
shareholding particulars of companies listed at the Bombay Stock Exchange.” The
data set offers the number of shares held by different types of shareholders namely,
foreign, government, coxrporate bodies, directors and their relatives, top 50 individual
shareholders and other individual shareholders.® Since the holding of controlling
interests are not given separately, it is assumed that the shareholdings of controlling
interests will be in the form of shares held by directors and their relatives and inter-
corporate investments®. It is also assumed that at the present juncture, substantial
stake by government and government-controlled financial institutions® may be
desirable as it can be used to monitor managements through nominating directors to
the compardes’ Boards and participation in shareholder meetings. In case a
substantial portion of the shares is held by i;ldividual shareholders, the controlling
interests will have little difficulty in having their way especially if there is no
significant government shareholding,

Out of about 5,600 companies listed on the Bombay Stock Exchange (BSE)
during 1998, we could get the shareholding pattern for 3,894 companies. After
excluding public sector companies and companies promoted by them and the
companies for which the latest information!! was not available, we were left with
3,388 companies2.  Out of the 3,388 companies, in as many as 1,611 companies
government shareholding was less than 1 per cent. (See Table-9.1) This implies that

in a little less than half of the companies, the government does not have any direct

7 The data was downloaded towards the end of February 1999,

8 Shareholdings of NRIs, OChs controlled by them, foreign nationals, foreign portfolio invesliments
and financial institutions are aggregated uncler the head ‘foreign’. The head ‘governmenl’ covers the
shareholding of term lending institutiens, insurance companies, government and goverrment
companies, mutual funds, etc.

9. It is possible that some of the individuals among the top 50 shareholders could also form part of the
controlling group and not all the infer-corporate investments can be credited to the controlling
interests. Given the non-availability of direct information on the extent of shareholding of
confrolling interests, the above assumption seems to be unavoidable and reasonable.

0 Hereinafter referred to as governuent shareholding for the sake of convenience.

11 Information prior to 1995 is not considered for purposes of this excreise.

12 The fact that so many companies do not file the share distribution schedules with the stock
exchanges, a requirement under the stock exchange listing agreement, may be reflective of the poor
state of monitoring of listed companies in India.
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Table - 9.1
Shareholding Pattern of the Non-Government Listed Companies*
Equity range (Rs. Government Shareholding# Less Than Individual Shareholding@ > 40% |
r)
1% J10%  J25%  Ja0% [Total of which Total

Share of Government

Corporate Shareholding#

bodies** + >25%

Directors &

Relatives >25%
1) 2) (3) @ 05 (6) % (8) %)
Less than 5 628 859 954 990 999 383 G 523
5-10 716 1,075 12471 1,300 1306 486 8 723
10 - 25 204 459 626| 685 703 184 8 271
25 - 580 35 97 161 200 21 36 8 72
50 - 100 19 43 64 89 96 10 3 26
100 & above ) 31 56 72 73 8 4 26
All Companies 1,611 2564{ 3,108) 3,366 3,388 1,107 40 1641

* The shareholding data refers topost-1995 period.

** Excluding the holdings categorised under foreign and government categories.

# Includes Government companies, public financial institutons, mutual funds, etc.

@ Includes top 50 and other individual shareholdings but excludes shareholdings of directers and
relatives,

say. If for effective participation a minimum of 10 per cent of the shareholding is
necded, then the government cannot do much in case of three-fourth of the cases.??
This may be because in the post-liberalisation period many companies relied on
raising resources directly from the public instead of depending upon public financial
institutions.

Very low or negligible government shareholding is prevalent in relatively
smaller companies i.e., those having less than Rs. 10 crores equity capital. In nearly
84 per cent of the companies having less than Rs. 10 crores equity, government
shareholding was less than 10 per cent. Many smaller companies were also
characterised by high level of individual shareholding. More than half of the
companies with less than Rs. 10 crore equity have 40 per cent or more of individual
shareholding. It is reasonable to expect that the controlling interests will then have a
considerable hold over the companies and shareholder approval in general meetings
may actually be a formality. The data also suggests that in the case of companies,

with more than Rs, 10 crore equity, fewer companies have low government shares,
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Changes in the Shareholding Pattern of Large Companies

It is possible that the transformation of the policy environment might have
influenced changes in the sharcholding pattern. It was, therefore, attempted to
identify the direction of change it the large private sector companies in the post-
liberalisation period. Since the necessary shareholding distribution data was not
available from a single source, we had to rely on the Official Directory of the Bombay
Stock Exchange, shareholding distribution data obtained from the Bombay Stock
Exchange Website, and a corporate database. In spite of this, we had to assume that
shareholding data earlier to mid-1992 represents the position prevailing prior to
liberalisation and that for any time after 1995 the post-liberalisation situation. By
excluding companies for which shareholding data was not available for both the
periods, companies which have got merged, the unlisted ones, public sector
companies and those which underwent extensive restructuring, we arrived at a list of
top 200 companies based on their ranking in 1989-90.14

It can be seen from Table-9.2 that in nearly two-thirds of the cases,
shareholding of the government companies declined. In about one-third of the cases
the decline was more than 5 per cent. On the other hand, increases of 5 per cent or
more occurred only in 13 per cent of the cases. Foreign sharcholding had an opposite
experience. In 138 cases its share increased while the declines were recorded in 55
cases. Even within these, in a good number of cases, the decline was quite small i.e.,
up to 1 per cent. While increases of 5 per cent or more were recorded in almost half
of the companies, a decline to a similar extent happened in only 20 cases. This
gencral increase in the level of foreign equity could be due to the foreign companies
increasing their shareholding to majority, entry of foreign institutional investors, and
the increased scope for NRI investment. Corporate bodies, directors and their
relatives also, in general, improved their position. Significantly, the sharcholding of
individuals declined in about three-fourths of the cases. This could be due to apart
from the increase in the level of foreign equity to the Indian managements” attempt

at consolidating control to cvade take-over threats.

13 Under Section 169 of the Commpanies Act, 1956 The minimum voting strength required for convening
an extraordinary general meeting is 10 per cent of the paid-up capital of the company. See: Guide to
the Companics Act, A Ramaiah, Fleventh Edition, Wadhwa & Co., Nagpur, 1991.

13 The companies were selected from out of the top 300 and top 1000 companies compiled by the
Business Standard on the basis of their sales in 1989-90 and 1996-97 respectively. The lists are given in
the publications: (1) 300 Corporate Giants: A Business Standurd Study, January 1991 and (ii) BS 1000
India’s Corporate Giants, November 1997
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Change in the Shareholding Pattern of Large Private Sector Companies

(Number of Companies}

Change in Share Government- Foreign Corporate Individual
(Percentage points) Controlled Holding$ Bodics**, Share-
Share- Directors & holders@
holding# Relatives
M @) G) @ )
Decline
1 Less than or equal to =10 27 11 25 51
(2 10to 5 43 9 16 38
3 -5 to -2 22 G 25 33
4 -2lo-1 22 4 11 8
5 -1 14 22 14 13
Total Declines {1 to 5} 128 55 95 143
6 No Change - 8 - -
Increase
7 Qio1l 12 28 16 9
8 Tto2 13 10 8 9
| 9 2t05 21 20 16 1
10 More than 5 26 79 65 28
Total Increases (7 to 10) 72 138 105 57

** # and @ See Table-9.1.
$ Includes equity of forcign collaborators, NRIs, Flls, etc.

Government shareholding is substantial (25 per cent or more) in a little less
than half of the 200 large companies in the post-liberalisation period. On the other
hand, in about two-thirds of the cases corporate bodies together with directors and
their relatives hold 25 per cent or more of the equity. The number of companics with
40 per cent or more of foreign equity did increase from 40 to 47 but more important
changes took place within this range. There are now lesser number of companies
with 40-50 per cent foreign equity and more in the 50 per cent and above category.
(See Table 9.3} The 47 companies with 40 per cent or more of foreign equity are
characterised by low involvement of other corporate bodies, but high shares of
government and individuals.!5

' The foregoing results suggest that in the smaller companies managements are
in a strong position. The government which could play a balancing role does not
have much direct stakes in these companies. On the other hand, in the larger

companies, the trends suggest the ongoing attempts by the managements to

5 A number of ex-FERA companies are known to have incorporated certain restrictive clauses in their
Articles of Association at the Hme of implementation of FERA to give their parent companies
disproportionate control over the Indian operations. It is not known whether these clauses have
since been removed. For a detailed account of the restrictive clauses see: S.K. Goyal, “The New
International Economic Order and Transnational Corpoerations”, in 1 The New [nternufional Economnic
Order: Problems and Perspectives, Indian Council of Social Science Research, New Delhi, 1983.
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consclidate their control. Foreignh parents have already acquired majority equity in
their erstwhile affiliates. The government appears to be in a position to play the
monitoring role in a good number of large companies, In the over all, sharcholding

pattern suggests the need for legislative support for better protection of investors’

interest.
Table-9.3
Pattern of Shareholding of Large Non-Government Companies
Petcentage Government# Foreign$ Corporate Bodies®, Directors .
Range and Relatives

Pre- Post- Pre- Post- Pre- Post-

Liberalisation | Liberalisation |l iberalisation | Liberalisation |l .iberalisation|l.iberalisation
M ®) ) @ ©) ©) "
Less than 5% 14 15 103 71 32 31
Sto 10 17 18 15 19 14 13
10to 25 67 76 18 39 57 36
25 to 40 72 76 24 24 56 67
40 to 50 21 11 27 13 23 30
50 and above 9 4 13 34 18 24
Total 200 200 200 200 200 200

?_# and $ See Table 9.1.

Section 11
Provisions for Investor Protection in the Companies Act

Protecting investor interest, an essential element of corporate governance,
cannot be limited to monitoring of whether the capital raised at a particular point of
time is deployed for the stated purpose or deposits are repaid regularly along with
interest or board mectings arc conducted as per the provisions of the Act, etc. An
important issue is how to deal with managements' proncness to take decisions
benefiting their personal interests and to enrich themselves at the cost of ordinary
shareholders. This is truer in case of companies with large public shareholding.
There are a number of ways in which managements can enrich themselves at the cost
of non-managerial sharcholders. Some of the better-known ones are:

* Siphoning off funds in sale and purchase transactions and provision of
services;

s Investing in companies in which the managements are interested not caring
for their worthwhileness;

» Fixation of prices at the time of mergers, take-overs and unit/share transfers
to suit their interest;
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¢ Paying themselves, their close relatives and associates high salaries and perks
(who could also be allies in perpetrating frauds);

¢ Booking personal expenses to company's account; and

s Insider trading in company shares.
In India attempts were made over time to cover these aspects (following major
corporate misdeeds or to address to certain prevailing practices).'s The regulations
devised, however, appear to suffer from a number of weaknesses. These are
illustrated in the following taking the provisions relating to inter-corporate
investments and loans, transactions with companies in which the directors are
interested and the effectiveness of the institution of auditors on the one hand and the
number of prosecutions for non-compliance of certain provisions on the other.

The number of joint stock companies in India stood at nearly 4.85 lakhs at the
end of 1997-98. From Tables-9.4&9.5 it appears that relative to the size of the sector, the
number of applications for under select provisions and the number of prosecutions
for non-compliance are only a few. It might mean that (a) the constituents of the
corporate sector are not unduly constrained by the requirements of the CA, (b} the
provisions are inadequate to meet the requirements of the spirit of the law, or (c) the
official monitoring system is so weak that the companies are not worried about
complying with it or a combination of these. The following description tends to

suggest such a possibility.

Companies under the Same Management

[n order to avoid siphoning off funds to related companies and excessive
investments which could be at the cost of the main entity itself, the CA provided
safeguards under Section 370 of the Act. Section 370 1(B) defines companies under
the same management of a company. Loans to and investments in such companies
have to be made under government approvals. However, criteria for identifying
companies under the same management are so weak that well-known large house
companies could claim that there were no companies under the same management in

spite of the fact that they were registered under the MRTP Act as inter- connected

¥ The most important one is the affairs of Dalmia-Jain house which resulted in the appointment of
Vivian Bose Commission. See: India, Ministry of Commerce and Industry, Report of the Conmiission of
Enguiry: Inguiry on the Administration of Dalmia Jain Companies, 1963. (Chairman: Vivian Bose).
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Number of Applications Received by the Central Government

Under Select Provisions of the Companies Act

196

Purpose 1995-96 1996-57 1997-98
() @ ) @
Sole Selling/ Buying Agents? 64 13 40
Loans to directors and relativesl? 56 67 91
Contracts in which directors are interested !9 409 445 468
[nier-corporate lcans?® 65 42 42
Inter-carporate investments?! 632 518 | 622

Based on India, Department of Company Affairs, Anniual Reports on the Working and Administration of the
Companies Act, 1956 and of the Department for the respective years.

Table-9.5
Number of Prosecutions for Select Defaults under the Companies Act
Section | Nature of Default Cases filed in | Cases filed in
1995-96 1996-97
(1) ) @) (4)
63 Mis-statement in Prospectus 4 0
146 Non-maintenance of the Registered Office of the 3 1
Company
147 Publication of name by Company 2 2
159/162 | Non-filing of Annual Returns with Registrars 1442 1604
166/168 | Non-holding of Annual General Meeting 58 50
22003} Non-filing of Balance Sheets with ROCs 1503 1507
295 Loans to Directors, etc. without approval of the 2 1
Central Government
297 Board’s sanction not taken [or certain contracts in 12 2
| _which particular director is interested
370 Loans, etc. to ¢companies under same management 3 0
without approval of the Central Government
371 Penalty for contravention of Section 369, 370 and 378 1 1]

Source: India, Department of Company Affairs, Annual Report on the Working and Administration of the
Campanfes Act, 1936 for 1995-96 and 1996-97,

24

2

Sub-sections (2} and {3) of Section 294AA of the Companies Act require companies to cbtain
approval of the Central Government for appointment of sole selling/buying agent in cerfain
products. Subsection (2) applies to those companies in which sole selling/buying agents through
themselves or through their relatives hold paid-up capital of Rs, 50 lakhs or 5 per cent of the paid-up
capital of the company whichever is less. Sub-section (3) of Section 294AA of the CA applies to those
companies whose paid-up capital is Rs. 50 lakhs or more,

Under Section 295(1) of the CA public limited companies and private limited companies which are
subsidiaries of public [imited companies, are obliged to obtain prior approval of the central
government before giving any loan or guarantee in connection with the loans to directors, relatives
of the directors or to a private limited company or a firm in which directors of the company are
interested.

Section 297(1) of the CA makes it obligatory for companies having paid-up capital of Rs. 1 crore or
more, to seek prior approval of the Central Government in respect of any contract to be entered into
for sale, purchase or supply of any goods, materials or services or for underwriting subscription of
any shares or debentures of the company with a director of the company or his relatives, is a partner,
or a private company of which a director is a member of director.

Section 370{1) of CA provides that all public limited companies and subsidiaries of private limited
companies have o obtain prior approval of the central government for making any loan to other
bodies corporate in excess of the prescribed limits. Before the Companies Act was amended in
March 1999, companies were being allowed to give loans and make investments up to 30 per cent of
their net worth.

Section 372 of CA regulates inter-corporate investments in excess of the prescribed limits.
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undertakings.2 It, therefore, follows that the safeguards on misuse of loans and
investments in group companies could not have been effective. Indeed, the provisions
covered smaller groups better than the large ones. It needs to be underlined that
“satellite' companies, “promoter associates', ‘family companies? and similar
companies of large houses were not registered under the MRTP Act, thereby implying
that even the supposedly stringent criteria under the MRTP Act for identifying inter-
connection failed to take the corporate realities fully into account.* In this background,
the weak criteria for same management would obviously be inadequate to serve its

intended purpose.?

Inter-corporate Investments and Loans

It is, therefore, not surprising that the number of applications for inter-
corporate investment are very few. The rate of rejection of such applications is even
lower for the provisions to be restrictive. Business houses circumvented the
restriction through floating multiple subsidiaries and investment companies. There
are many instances where such companies with nominal paid-up capital were
advanced large amount of funds for engaging in take-overs or strengthening the
groups’ control? Such investment companies were often mere file companies.
Moreover, how some houses used the mechanism of inter-corporate investments
through circular and cross-holdings is well recorded.?” Cross and circular holdings
help in minimising risk and giving disproportionate control over enterprises and also
to present healthy debt-equity ratios.?®  Surprisingly, cross-investments were

sometimes even officially allowed. For instance, some of the Kirloskar house

2 Such companies include Tata Sons, TISCO, TELCO, Grasim, Birla Cotton, Century Textiles, Ballarpur
Industries, [.K. Industries and a host of foreign-controfled companies like BASF, Glaxo, ITC, Nestle
and Philips. For a description of the criteria and their drawbacks and more cases see: K.5. Chalapati
Rac and Alok Puranik, “Protection of Investors’ Interest -- Intention and Implementation: A Case
Study of the Concept of Companies under the Same Management”, Company News & Notes, March
1996, pp. 3- 12.

B Such terms were used by official committees, in prospectuses and press reports to describe the
companies associated with the houses and promoters.

% See S.K. Goyal, Monopoly Capital and Public Policy, Allied, 1979.

% The comment that “In many cases the lest applied by this sub-section will prove illusory” in
Ramaiah Guide fo the Companies Act, op. cit. is quile relevant here.

2% Greaves Cottan, Ceat, ] K, Synthetics and Reliance Industeies provide telling examples in this regard.
For a commentary on the misuse of subsidiaries see: Vipin Agarwal, "Of subsidiaries and
subterfuge”, Econemic Times', April 23, 1997.

7 See for instance, RK, Hazari, The Struchure of the Corporate Private Sector, Asia, 1966 and V.IC
Singhania, Econaniic Concentralion through trnker-corporate fiestnents, Himalaya, 1980,

% For different varieties of inter-corporale linkages prevailing in the Indian corporale sector, see: 5.K,
Goyal, supra note 6.
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companies were allowed to acquire each other’s shares, all in a single month.?® In a
classic example, each of three foreign tea companies issued shares to the other two as
part of FERA dilution strategy.3 The efforts of Tata House at strengthening their
position through inter-corporate investments are further evidence to the fact that even
large companies would not hesitate to take advantage of this instrument. 3 Being
concerned with strengthening their positions, business houses cannot be expected to

exercise restraint and are likely to resort to such mechanisms in a significant manner.

Contracts in which Directors are Interested and the Role of Auditors

As per the Manufacturing and Other Companies (Auditor's Report) Order,
1988, (MAOCARQ) auditors have to comment upon the reasonableness of the amounts
received in pursuance to contracts maintained in the register under section 301 of the
CA.  The register refers to contracts entered into by the company with
compandes/firms in which the directors of the company and their relatives are
interested. The scope of interpretation of the guidelines under MAOCARQO is,
however, so wide that transactions where directors are interested can escape strict
scrutiny by auditors. The guidelines state:

In determining the reasonableness of the prices, the auditor should take into
account all the factors surrounding the transactions of purchase or sale such as
delivery  period/schedule of implementation, the quality of the
product/service, the quantity, the credit terms, the previous record of the
supplier/buyer/client, etc,

Moreover, while the MAOCARO covers the sale of services, purchase of services by
the reporting company are not covered. Such loopholes can obviously facilitate
siphoning off funds for personal gains.

Auditors are also required to qualify their report in case the practices
followed by the companies are not in accordance with the norms set by the Institute

of Chartered Accountants of India. The managements in their turn, are duty-bound

Each of the companies were to invest in shares of the other company whose value was almost equal to
the shate it would be taking in the former. For instance, Kirioskar Brothers Ltd was to purchase shares
of Kirloskar Oil Engines Ltd worth Rs. 21.48 crores and Kirloskar Qil Engines Ltd was to take up shares
of Kirloskar Brothers Ltd costing an equal amount.

¥ These were Mcleod Roussel, Namdang Tea and Moran Tea.

3 TISCO’s lending money to its subsidiary, Kalimati Investments, and the subsidiary in turn investing
in the shares of Tata Sons constituted a roundlabout way of TISCO financing the acquisition of its
own shares by lata Sans through the mediuar of its own investment subsidiary. Opinion in legal
circles pointed to the paossibility that the company miglt have violated the spiril, if not the letier, of
the law relating to financing acquisition of shares. See: “Investments by Subsidiary: Tisco Denies
Law Violation”, Hindu Business Line, July 25, 1996.
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to explain the deviations and discrepancies. In practice, however, auditors’
qualifications, many a time, were neglected by the managements. This fact was
acknowledged even by the Secretary, Department of Company Affairs, when he
admitted that “the time had come for the Government to take serious note of the
auditors' qualifications in the annual reports’.32

Certain cases of close association of auditors with controlling interests, which
camc to our notice, suggest that the auditors are more likely to take a view favourable
to the management given the wide scope for interpretation noted above, When a
person sits on the Board of one company and audits the accounts of another company
belonging to the same group,® or a father sits on a company's board and the son audits
the same company's or group companies’ accounts® or some group companies'
registered offices are given as care of the auditors of other companies within the
group, a question arises whether an arms-length relationship between the
company/group and the Auditors can exist in practice. The experience of the
networks of companies which came to the public in the stock market boom of the mid-
‘eighties provide multiple instances where the distinction between brokers, auditors,
signatories to the Memorandum of Association and company directors could hardly be

made,

32 See; “Need for better corporate governance stressed”, Hindu Business Line, May 13, 1998.

3 Shri Y.H. Malegamn is the Director of Tata Tea and its subsidiary Consolidated Coffee. Earlier he was
director of TOMCO. He signs the accounts of TISCO, TELCO and Tata Power being a partner of 5.B.
Billimoria & Co., who are auditors for a large number of other Tata companies.

3 The following extract {rom Reliance [ndustries’ prospectus is self-explanatory.

Shri J.R. Shah, Director of the Company is deemed to be interested to the extent of the fees paid
and/or payable by the Company to Rajendra & Co., Auditors of the Company for services rendered
and/or to be rendered in their capacity as the Company's Auditors and/ or other professional services
by virtue of his son being the Proprietor of Rajendra & Co, Shri ).R. Shah is also deemed Lo be
intercsted to the extent of the fees paid or payable by the Company for services rendered and/or to be
renclered in his capacity as the Company's Tax Consultants. '

See: Prospectus of Reliance Industries Ltd issued in connection with the Public Issue of 19,20,000

Debentures in June 1981, p. 20.

% Vidyacthi & Sons were the Auditors of Indore Exporting & Importing Co, Ltd and some of its
subsidiaries; Punjab Produce & Trading Co. Ltd. Addresses of some of the Birla companies in
Gwalior were given as "C/o Vidyarthi & Sons, Chartered Accountants 3-L Gandhi Nagar, Gwalior",
These were: Central India General Agents Ltd., Central India Industries Ltd., Gwalior Commercial
Co. Ltd,, Gwalior Finance Corp. Ltd., and Ujjain General Trading Scciety Ltd, The firm was also
auditing the accounts of Grasim. Anolher interesting case is that of C.C. Choksi & Co. C.C. Choksi&
Co., have been the auditors for a number of Mafatlal companies including Mafallal Industries,
NOCIL and Standard Industries. We noticed that about 40 trading/investment companies were
registered at Mafatlal Centre, Nariman Point, Bombay with the registered office addresses given as
C/o C.C. Choksi & Co.

% The case of CRB group provides a relevant example here. For instance, Mr, CR. Bhansali audited the
accounts of Likhami Holdings Ltd. (1985-86), Sidh Exports Ltd. (1981-82). While his father was on the
board of these companies. There are a number of other companies in which there were Bhansalis and
located at the addresses known ta be associated with the CRB group (D-33 Mansarovar Garden, Delhi
and F-133 Canning St Calcutta) on the Board which were audited by My, Bhansali, Incidentally, the
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Non-filing of Statutory Documents

Another important facet of poor monitoring of the Indian corporate sector is
that even the status (where they are and what they do} of more than half of the
nearly 5 lakh companies is not known as they do not file their annual reports with
the Registrar of Companies. Given the nature of growth of the sector with high
concentration in major cities, company registration in clusters,3” one can only expect
that non-reporting was either wilful or the companies were made to be defunct after
they had served out their purpose. For instance, out of a little more than 2 lakh entries
in the Directory of Joint Steck Companies in India, 1390 for as many as 74,000 ne financial
data was reported, presumably due to non-receipt of annual reports. Nearly two-thirds
of the non-responding companies were registered during the ‘eighties. The non-
reporters include both large and small and public and private limited companies. It is,
therefore, not possible that all of these were defunct and hence did not report any
financial data. Non-response could even be attributed to management strategy.
Particularly it cannot be said that large companies and the small companies floated by
persons managing large companies are not aware of the statutory provisions 8

In spite of large number of companies not filing annual reports, the number
of prosecutions launched during 1995-96 and 1996-97 werc only about 1,500. (Sce
Table-3.5) Newspaper reports indicate that the government becomes active and
launches prosecutions against companies not filing annual reports only when a

group gets involved in some major scandal.?

other auditors associated with the group at that time later appeared as auditors to CRB Capital Markets
Ltd., a merchant banking company, also engaged in leasing and other financial services and which
came to the public twice in the early ‘nineties.

¥ See K.§, Chalapati Rao, “Growth of the Indian Private Corporate Sector: Some Characleristics and
Trends”, Company News & Notes, August 1997. This aspect was further highlighted in India, Central
Statistical Organisation, Report of the Working Group No. § (Commerce, Industry and Corporafe Sector
Statistics), November/December 1998. The Working Group noted that “Besides serious data gaps on
the sector, there is uncertainty even about the size of the sector itself. Due to exlensive non-tiling of
annual reports, even the number of companies in operation is not known with any reasonable
degree of accuracy” and recommended a cone-time Census to identify the existing ones and
deregister the bogus ones.

# Gee K.5, Chalapati Rac and K.V K, Ranganathan, “Directory of Joint Stock Companies in India 1990:
A Review”, Institute for Studies in Industrial Development, August 1992. The report was presented
to the Department of Company Affairs.

¥ For instance, the issue of ‘vanishing companies” had to be brought to the notice of the Department of
Company Affairs (DCA) by SEBI and the stock exchanges. The non-committal and evasive response
of the DCA to this matter is reflected in its recent release. The DCA noted:

The Capital market had witnessed a boom period during 1993-94 & 1994-95 when many new
a companies have tapped capital market and collected funds from the public through issue of
shares/debentures and fixed deposits. Of late, it has been noticed that many of these companies
have defaulted in their commitments made to the public while mobilising funds. Some of these
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Section 111
Companies (Amendment} Act, 1999

Buy-back

Following persistent demands of the private sector for freeing inter-corporate
investments and for allowing share buy-back, the government acceded to the
demand through an emergency measure: first by issuing an Ordinance and following
it up with an Amendment Act in 1999. The Amendment provided for buy-back of
shares, freeing inter-corporate investments and loans from government control,
permit issue of ‘sweat equity’, set up Investor Education and Protection Fund, etc.
None of these, however, cover the shortcomings described above. Buy-back means
that a part of the share capital of the company will be purchased by the company
itself from individual shareholders who are willing to sell their shares.® The
consequent reduction in capital will help listed companies to increase their share
prices although neither the physical performance nor the profitability of operations
may have improved. Profits generated are compared against a smaller amount of
owners’ capital and hence the possibility of increase in share prices. Ostensibly, buy-
back helps companies by relieving them of idle surplus funds, as companies, instead
of investing in unrelated and high-risk expansions, can use the funds to increase
shareholder value. It is argued that buy-back provides liquidity to listed companies,
which are not well traded, and brings a degree of momentum to their share prices. It

is also said that both the seliers and those who hold on to their shares will benefit

companies are not even traceable. ... Though, it is for the concerned stock exchanges where the
shares or debentures of these companies are listed to ensure that the companies comply with
requirements under the listing agreements and the primary responsibility to monitor the working
of such listed companies vests in SEBI/Stock Exchanges, instruclions were issued by the
Department to its field organisations with a view to take timely action for vielation, if any, of the
provisions of the Companies Act, 1956 and to enlist assistance of police authorities and general
public to ascertain the whereabouts of such companies, ... Further measures are also being taken
by the Department for making laws more stringent against the defaulting companies. For this
necessary amendments and additions to Companies Act are being studied,

[ronically, in nearly two-thirds of the cases the DCA launched prosecution/issued default notices to

the companies for not filing Annual Returns and/or Balance Sheets. See:

http:/ / www.nic.in/ dca/vanishcos.hitml.

4 The main provisions of the buy-back formulated by SEBI are: i) a special resolution has to be passed
in general meeting of the shareholders; (ii) buy-back should not exceed 25 per cent of the total paid-
up capital and free reserves of the company; (iii) the post-buy-back debt equity ratio should not be
more than 2:1; (iv) a declaration of solvency has to be filed with SEBI and ROC; {v) the shares bought
back should be extinguished and physically destroyed; (vi) the company should not make any
further issue of securities within 2 years {except bonus, conversion of warrants, etc.); and (vii) the
buy-back should follow SEBl guidelines.
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from buy-backs. Because of these expectations, on its part, the Government could
have hoped that buy-back will revive the stock market that had been languishing.

Limiting management's shareholding may be necessary because if the
managements have unassailable control over the companies under their charge, they
are less likely to bother about minority shareholders. #1 It is easier for them to get
through whatever they wish at the shareholder meetings. Any move, which inhibits
the expected role of AGMs may not be desirable. Only then the qualification of
‘widely-held' for listed companies will be appropriated and the objective of resource
mobilisation through stock exchanges meaningful. In addition, in the new policy
regime, foreign investors are keen to increase their holdings in their Indian affiliates
and subsidiaries. Transnational corporations may increase their alrcady high shares
without bringing in additional capital by taking advantage of the buy-back
provision,

Since the immediate use of buy-back will be as a shield against hostile take-
overs, it goes against the very logic of stock market discipline. Take-over threat is
one major characteristic of the stock market which forces managements to act in the
overall interest of shareholders instead of taking decisions purely on personal profit
motives. Since buy-back will blunt that disciplining characteristic of the stock market
it may be undesirable from the point of developing a healthy stock market in India at
the present juncture.

SEBI, while allowing different modes of buy-back, placed a restriction that
promoters should not participate in buy-back through the stock exchange mode.
This restriction of SEBI does not appear to have much relevance. In the context of
buy-back being used to strengthen managements' control over the companies by
using company resources, the managements cannot be expected to reduce their
holdings by selling their shares to the company. Secondly, SEBI has an elaborate
definition of a promoter and places obligations on listed companies to continually
disclose promoter shareholding. For instance, every company whose shares are
listed on a stock exchange, has to make yearly disclosures to exchange, the changes,
if any, in respect of the holdings of the persons owning more than 10 per cent of the
shares of the company and also holdings of promoters or person(s) having control

over the company. It should be illuminating to know how many companies file

# See: L.C. Gupta, “What Ails the Indian Capital Market?”, Economic and Political Weekly, Vol. 33 Nos.
29.30 pp. 1961-66.
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these particulars with the respective stock exchanges. This is particularly relevant in
the context of a significant number of companies not filing even the share
distribution schedules. Given the tendency of corporates to conceal information for
obvious reasons, the existence of multiple companies within each group, one can
judge the extent of information filing and its quality only if it is available publicly. It
is also relevant to find how this information is monitored and by whom because this

has implications for curbing insider trading.

Inter-corporate Investments and Loans

Removal of the restrictions on inter-corporate investments and loans, is
another demand of the managements. Prior to the amendment, companies were
authorised to invest up to 30 per cent of their paid-up capital and free reserves.
Salient features of the Amendment are:

i} companies can give loans, guarantees or invest up to 60 per cent of the
paid-up share capital and free reserves or 100 per cent of its free reserves,
whichever is more;

ii) for exceeding the limits the company should get the authorisation of the
general meeting through a special resolution;

iit) loans cannot be made to other companies at lower than the prevailing
bank rate of interest;

iv) all loans, investments and guarantees should be approved unanimously by
the members of the company's board present in the meeting; and

v) if any term loan is subsisting, prior approval of public financial institutions
is essential.

By implication, the provisions suggest that non-investment companies after
getting necessary approvals can invest all owned funds in other ventures keeping no
owners funds with themselves. In such a situation, one wonders whether the
purpose of such companies will be to invest in other companies or to do business of
their own. Even the revised limit of 60 per cent of paid-up capital and free reserves
is so high that unscrupulous managements can easily siphon-off funds. Once the
money is invested, the investing company's board can have no control over the
manner in which the amount is put to use. The requirement of unanimous agreement

of the directors present can probably be circumvented by selective absence of

42 In this contexl, it may be noted that the Bombay Stock Exchange (BSE) placed the shareholding
patiern of only about 3,900 companies on its website out of more than 5,800 companies listed with it.
For more than 1,200 of these companies, the information was dated and refers to 1996 or earlier. This
is in spite of the fact that listed companies are obliged to file share distribution schedules with the
stock exchanges.
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directors who do not wish to be a party to such a decision. Given the shareholding
pattern noticed earlier there is no possibility of finding ‘outside” directors in a vast
majority of listed companies’ Boards. This renders the expectation of selective
absence of Directors even more hypothetical. The stipulation that companies should
seek approval of public financial institutions in case of subsisting term loans is ,
however, welcome.

The measures contained in the Companies (Amendment) Act, 1999 namely, buy-
back, inter-corporate investments and sweat equity on the one hand and enhancing
the limits for creeping and substantial acquisitions under the SEBI take-over code on
the other, enable managements to consolidate their control. The other measures
contained in the Amendment Act, namely, nomination facility and setting up of
Investor Education and Protection Fund do not serve the purpose of increasing
managements’ accountability. The crucial nature of safeguarding control for the
managements is further evident from the manner in which buy-back was permitted

even in the midst of a hostile take-over attempt.

Further Amendments to the Companies Act
The Companies (Amendment) Act, 1999 did not cover many of the restrictive

provisions of the 1997 Bill namely# appointment of a Chief Financial Officer by
listed companies having paid-up capital of Rs. 3 crores; need to obtain a Compliance
Certificate from a Company Secretary; vastly enlarging the scope of Officer-in-
Default (especially to include the auditor); mandatory constitution of Audit
Committee by every public company with a paid-up capital of not less than Rs. 5
crores; compulsory retirement of auditors every five years; allowing proxies to vote
in a show of hands and to speak at shareholder meetings; prescribing minimum
paid-up capital for companies; empowering the Central Government to appoint a
Director General of Inspection and Investigation; and postal ballot.«

On its part, the Companies Bill, 997 itself needs improvement in a number of
important respects. It has, instead of improving the provisions, liberalised some of
them to such an extent that managements will have greater freedom to achieve their

objective if the associated mechanism is not strengthened. For instance, the Bill seeks

#2 The provisions of the 1997 Bill relating to non-voting shares, group rescurce companies, share buy-
outs and decrease in the number of relatives for purposes of Company Law which are in favour of
the managements did not form part of the Amendment.

4 SEBI is reported to have supported the incorporation of postal ballot in the Companics (Amendment) Act, 1999.
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to reduce the number of relatives thereby increasing the scope for transactions in
which the directors could have an interest. The Bill expects that it will be enough if
the shareholders are aware of the existence of certain information. Filing of
information with the registrars does not serve much purpose unless systematic and
easy access is possible. Listed companies’ performance and managements’ role in it
should become public knowledge. With regard to many provisions aiming at
investor protection, SEBI has only a limited role to play. The company law and
accounting standards, therefore, have to be strengthened. It should be noted that
even the Confederation of Indian Industry (CII), a leading industry association,
admitted that about 70 per cent of companies are still not committed to the corporate
governance principles.#

The Bill leaves the scope of postal ballot (which improves sharehelder
participation) to be defined by the Government. The least that could have been done
is to clearly specify certain situations like mergers, asset sales, buy-back, etc. where
postal ballot has to be followed and give the government powers to further enlarge
its scope. Even the ecarlier little-used provision which enables companies to follow
proportional representation for election to the Board of Directors has been left as
such without making it mandatory, Similarly, the weak criteria for the ‘companies
under the same management’ has been left untouched. Further, given the nature of
large number of private limited companies that have been registered during the past
one and a half decades and the undeniable existence of multiple unlisted companies
owned and controlled by persons managing public limited companies, the proposed
relaxation on private limited companies may not be justified.

Besides the erstwhile minority-owned companies, and partially owned
subsidiaries, foreign companies are being allowed to set up wholly owned
subsidiaries, Such wholly owned subsidiaries generally take the form of private
limited companies. The proposed changes may for many practical purposes close
access to imformation on such companies. Unless minimum disclosures are made
obligatory, it may be difficult even for the government to effectively monitor the

operations of foreign companies in India. In case of transnational corporations (TNCs)

45 The Director General of Cll is reported to have described such companies as “corporate cowboys”
and that those are characterised by “too much debt, too Jittle equity, too much fund diversien, too
little corperate governance, too much insider trading, too little attention to shareholder value, too
much cross-holding, too Jittle focus, too many projects and too much nexus with government and
political parlies”. See: “Corporate Governance? Umm.. come again”, Economic Times, November 9,
1999.



206

the concept of director's interest appears to be quite ineffective. Indian company law
does not have the reach to cover transactions of TNC affiliates in India with their
worldwide associates. For instance, there is a remote possibility for Indians who are
on the Boards of TNC affiliates in India, to be directors or significant sharehelders of
the parent company. Even expatriate directors would be on the Boards of a limited
number of foreign affiliates; particularly those located within a specified region. If
India is covered by a regional head, based say in Singapore, Indian affiliates'
transactions with the TNC head quarter, say in USA, or affiliates in other regions, are
unlikely to be attracted by the existing provisions because none of the directors of the
[ndian affiliate would be on the board of the parent company nor the “parent’ has any
direct investment in the Indian affiliate. The directors can favour the parent company
through transfer pricing without attracting company law provisions. In the case of
TNC subsidiaries shareholder interest need not necessarily coincide with that of the

host economy.

Section IV
Summing Up

Effective safeguards should have been put in place before granting the
private sector freedom. Freedom to managements without making the general
meetings meaningful, directors accountable, decision-making broad-based and
minority shareholders' rights strengthened, may prove to be harmful. The experience
of the past few years when companies raised money from the public and ‘'vanished’
afterwards, increased promoters’ stake at below the market prices, managements
consolidated their control through cross-holdings, adapted blatantly biased pricing
norms while de-subsidiarising, etc. clearly demonstrate that managements of
companies small or large or TNCs, do not hesitate to pursue their own interest at the
cost of other shareholders disregarding ethics or public criticism.

The phenomenon of contested take-overs of listed companies, an essential
element of the disciplining aspect of stock markets, has not yet manifested itself in
any meaningful manner in India. The introduction of new provisions for share buy-
backs, the liberalisation of the norms on inter-corporate investments in India’s
Company law and the sanction that allows managements to increase their shares
substantially without making public offer have further reduced the take-over threat.

Thus, in a good number of cases the stock market does not provide a market for
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corporate control. Given the shareholding pattern of the listed companies, one
cannot expect monitoring and disciplining by the shareholders to effective. Other
institutional mechanism in the form of amendments to the Companies Act to allow
greater participation of shareholders, unambiguous and effective rules and

guidelines, better disclosures and dissemination, etc. need to be given priority.



Chapter 10

Summary and Conclusions

The foregoing studies have examined a number of aspects relating to capital
flows and stock market development relevant for policy makers and academics in
bath developing and developed countries. It has been shown that one of the big
threats to the financial stability of developing countries is the stock of short-term
debt to foreign banks. While much has been said about the dangers of short-term
global capital flows of a speculative nature, the main danger of capital flows appears
to emanate from foreign bank credit. In lending to the private sector international
banks must be satisfied that in the period under consideration the country can
generate a sufficiently large surplus on the balance of payments to provide the
borrowing companies the foreign exchange necessary to repay the loans. If each bank
were to stop lending on the basis of any uncertainty in this regard, the expectation
would become self-fulfilling, The banks might anticipate an exchange rate correction
that would lead them to stop rolling over their loans. The ensuing “bank panic”
would make the exchange rate correction unavoidable.

Although very moderate in comparison to the Mexican and Korean crises, the
Indian crisis of 1991 is an example of a “bank panic”. It is probably a better example
than the other two cases because of the small amounts involved and because of the
relative unimportance of the external sector to the Indian economy. The principal
account responsible for the decline in capital inflows in 1991 was the decline in bank
loans to the monetary authorities, the government and the domestic banks. The
Indian crisis of 1991 clearly highlights, even more than in the two other cases, the
vulnerability of a developing country to the vagaries of the international financial
system. Developing countries should, therefore,-carefully monitor both state and
private indebtedness in relation to foreign exchange reserves. Secondly, since the
danger does not appear to come from the speculation of small portfolio investors it
appears reasonable to relax the regulations on portfolio and direct investment in
order to attain the same or increased capital inflows. This could be accompanied by

a smaller exposure to international banks. Implied in this is the suggestion that
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capital flows through stock markets may be preferred to bank lending as the
problems get resolved faster in the former than in the latter in a crisis.

The IMF’s role as mediator between the developing countries and the banks
needs to be reviewed because the concerns of the IMF have boosted the negotiating
capacity of banks and have prevented them from negotiating the value of their
claims. Devising a debt-equity conversion mechanism that does away with the
‘seniority” of the banks is another recommendation that needs serious consideration.
Such a mechanism would lead to prompt restructuring of firms in trouble as a result
of their own actions as well as those that may encounter financial difficulties because
of economy-wide changes such as modification of the exchange rate.

Empirical estimation revealed that in some instances the standard, efficient
market hypothesis, capital flow model could be rejected in favour of the technical
trade capital flow model. This result suggests that there may be a positive feedback
mechanism that may drive the economy away from equilibrium. Thus, the freedom
of global capital flows together with a technical trading strategy may cause capital
inflows to be greater than they should. This in turn may lead to an overvaluation of
the currency, induce an unsustainable balance of payments deficit and set in motion
the eventual financial and economic crisis.

Another question of theoretical and practical importance in emerging market
economies is whether investment in the stock market will serve as a hedge against
devaluation. The empirical results show that the CAPM beta does not seem to
incorporate the information given by the ratio of exports to sales, the relation
between foreign debt and assets, the percentage of bank debt, the growth of sales, the
comunerce and the construction variables. The latter are important characteristics
that determine the valuation of a stock after a devaluation. Thus, investors who pay
attention to the characteristics mentioned above may protect themselves against the
adverse effects of a devaluation. The increased interest of investors in companies
having these characteristics implies that additional resources would flow to
companies that do well in international markets and those not relying heavily on
debt.

The studies on the Indian stock market revealed that in spite of its known
shortcomings, the stock market was promoted alongside liberalisation without
putting the necessary regulatory framework in place. While the initial steps to free

stock market entry were taken in quick succession as a part of SAP, the essential legal
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and institutional mechanism was slow to evolve. The new regulatory body, SEBI,
was too inexperienced to meet the challenge of market regulation and failed to
prevent private promoters from misusing the new freedom and avoid the series of
scams of varying magnitudes and types that followed. Sudden deregulation thus
seems to have created chaotic conditions with every one trying to. take advantage of
the situation. The official response was unfortunately characterised by long drawn
investigations, procedural delays and a slow acting judiciary. While no one was
penalised for the ‘primary market scam’, it took almost seven years for the courts to
sentence the alleged kingpin of the 1991-92 stock scam. Even then the indicted one
promptly obtained a stay from the higher court. The process understandably brought
a lot of discredit to the stock market. On its part, the government was slow to
delegate powers to SEBI and there were even disputes about its jurisdiction.

The abrupt change to a market-based system denied the general investor the
time to adjust to the new situation where the public financial institutions, the
industrial licensing system and finally, the capital issue control mechanism could no
longer be relied on to assure the viability of investment projects. The typical
investors were neither in a position to understand the nuances of investing in new
issues having no long term track record nor ready to appreciate the risk factors. Asa
matter of fact, even SEBI observed that the investors ignored the risk factors
revealed in the issue prospectuses of the so-called “vanishing companies’.

After experiencing a boom in the early years of liberalisation, the primary
market almost dried up as investors lost confidence and households shifted away
from investing in shares and debentures. Companies had to opt for loans from banks
and financial institutions denying the stock market its resource allocation role. SEBI
had to tighten issue norms to prevent further damage thus hampering the primary
market once again. The non-responsive primary market also affected public sector
divestment targets and the plans had to be deferred repeatedly.

Since the investor confidence in the market has been shaken, the response to
the repetitive attempts by the government at reviving the market proved to be short-
lived. For liquidity reasons investors progressively limited themselves to select
scrips. Trading got irlcreasingly concentrated and trading volumes were increased
mainly through greater speculation. The government, instead of taking a firm stand
and enforcing the measures designed to curb unhealthy speculation, the hallmark of

stock exchange trading in India, diluted these measures following pressure from the
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stock-broking community. In the face of increasing turnover, the concentration in
trading manifested itself in a number of ways: (i} nil or very infrequent trading in an
overwhelming number of companies; (if}) concentration of trading in only a few
centres; (iii) increasing concentration both in value and number of trades terms; and
{iv) dominance of a few sectors in trading. The heavy emphasis on a few companies
has its reflection in the lack of liquidity of the remaining ones. The investors’ reliance
on a limited number of scrips has implications for the market’s volatility. Since in an
overwhelming number of companies there was either no or very little trading with
very low volumes, investors hardly had a chance to learn the real value of their
shares. Moreover, the sale of these shares proved to be very difficult and the
situation may indeed be growing worse.

While the National Stock Exchange, which was to specialise in medium-sized
companies, counts on a number of large companies which are also listed on the BSE,
the Over the Counter Exchange of India, meant for smaller companies, has become
virtually defunct, hurting the interests of small companies. This is contrary to the
expectation that medium and small-sized companies would gain better access to
capital market.

The studies indicate that foreign institutional investors focus on a few large
companies. Their investments were narrowed to an even smaller number of liquid
stocks ones over the period of ime in question. Thus, permitting FIIs to invest
directly on the Indian stock exchanges and enabling wider investor base did not
seem to have helped to improve the liquidity of the stock market as a whole as their
investments were restricted to a few scrips. The common approach of the FlIs and
the India-registered mutual funds managed by them, coupled with the influencc they
came to exert on local investors’ trading and investment patterns seem to have
further contributed to the concentration in trading and excessive focus on certain
sectors to the neglect of others. The local investors, not being well versed in stock
market investing, perceived Flls to be investing on well-researched strategies and
followed them like a herd and contributed to periodic upswings and downfalls of the
market. Moreover, since there are only a few active Flls, if at any time there were
flight of capital there would be a crash and financial crisis. Given the extent of ups
and downs in share prices caused by Flls, it is reasonable to expect that the volatility

would have been far more severe if there were no major local institutional investors.
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The size of the holdings and internal resources with these institutions will be an
important factor in containing the volatility induced by Flls.

At the aggregate level there is evidence of a direct relationship of FII
operations and share price movements in Indian stock exchanges. Net investments
by Flls started their decline in the third quarter in each of the years to reach the
minimum in the last quarter. Correspondingly the BSE sensitive index also feil in the
last quarter. The compulsion on FIIs to book profits in the last quarter introduced an
additional dimension to stock market trading unrelated to the fundamentals of the
economy.

By 1998, trading on Indian stock exchanges came to be centred on consumer
non-durables, pharmaceutical and computer software sectors on which the Flls
started focussing after 1996. Since the first two sectors are dominated by FDI
companies the rise in share prices and consequential higher price-earning ratios in
these sectors may not be relevant in terms of resource mobilisation by these sectors.
The only sector that seems to have benefited from this phenomenon is the computer
software segment. Apart from this sector, if the price-earning ratios do not rise for
the smaller companies due to the above mentioned regulatory problems it is the few
larger ones which benefit from Flls trading. In conclusion, it is difficult to visualise
how the entry of portfolio investors could contribute to reducing the cost of capital
for the small and medium companies.

Foreign portfolio investors operate in multiple forms. It appears that in India
these inter-linkages have not been taken into account while determining individual
ceilings. If developing countries wish to monitor investments by foreign portfolio
investors from the point of cornering of shares, destabilising the market, the take-
over of local companies, inter-branch transactions by the foreign portfolio investors
to manipulate prices and tax liability, they need to develop a much broader
information network than what India has been able to set up so far.

The studies designed to construct industry-level share price indices revealed
that consumer non-durables, pharmaceuticals and computer software - favourites of
Flls -- emerged as high performers at the stock exchange. The extent of price
declines in the case of important basic and capital goods sectors unfortunately has
never got reflected in the price indices referred to as barometers of the market mood.

The wide differences in price movements of different sectors indicate the need for
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policy makers to pay better attention to sectoral level indices instead of focusing on
day-to-day movements in share price sensitive indices.

The heavy emphasis on trading in high-profit and quick-yielding sectors may
indicate that for financing infrastructure, and long gestation projects, India may not
be able to rely on the stock market. In this context, the role of development financial
institutions should not be undermined. In the post-liberalisation period, these
institutions also came to be listed on the stock exchanges thereby making them
subject to market pressures. It needs to be studied if this has influenced their
approach at funding basic industries and infrastructure sectors.

In the context of stock market development being advocated as a means of
attracting capital flows, the fact that Global Depository Receipts contributed amounts
comparable to that of FII investments on the Indian stock market raises some
important issues. First, Flls did not contribute directly to the new investments in a
substantial manner. In contrast, GDR issues are a net addition to the resources
available to the companies. Second, capital flows in the form of GDR issues are not
known to introduce the type of distortions attributed to FII investments. GDRs may
thus be seen as a viable and preferable alternative to FII investments in the local
stock market.

In the post-liberalisation period many foreign direct investors opted to set up
local subsidiaries bypassing their own listed subsidiaries and affiliates. This was also
reflected in the declining importance of companies with substantial foreign equity in
the new issues. The possibility of the unlisted affiliates and subsidiaries being shown
preference over the listed ones by the foreign investors has been worrying the
investors and they have started expressing their unhappiness over this development.
It has been also brought out that most new FDI projects, especially the larger ones,
are unlikely to seek listing on local stock markets and hence certain sectors especially
automobiles, telecommunications, power, etc. may progressively get under
represented on the stock market.

The ownership structure of listed companies that emerged leaves little scope
for monitoring by the shareholders in a vast majority of companies. Government-
controlled shareholding in a large number of small companies is too small to be able
to influence managements’ decisions in shareholder meetings. The efforts at
revamping the Companies Act, 1956 that would have helped in strengthening the

monitoring mechanism, however, got severely bogged down. The phenomenon of
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contested take-overs of listed companies, an essential element of the disciplining
aspect of stock markets, has not yet manifested itself in any meaningful manner in
India. Moreover, the introduction of new provisions for share buybacks, the
liberalisation of the norms on inter-corporate investments in India’s Company law
and the sanction that allows managements to increase their shares substantially
without making public offer have further reduced the take-over threat. Thus, in a
good number of cases the stock market does not provide a market for corporate
control. Since the shareholding pattern does not support stock market discipline,
and investor activism is yet to take an organised form, other institutional mechanism
in the form of amendments to the Companies Act to allow greater participation of
shareholders through postal ballot, etc. need to be given serious thought. In cases
where managements have a majority or high stakes, the effectiveness of ordinary
shareholders even with introduction of a postal ballot will be limited. In such a case,
mere disclosures would not serve the purpose and more direct measures would be
required to protect shareholders’ interest. It is worth considering if and how the
controlling interests use their voting right in special situations like the transfer of
business to affiliates and transactions with affiliates. A number of provisions of the
Companies Bill, 1997 such as setting up of Audit Committees and expanding the
scope of ‘officer-in-default’ aim at better governance by company managements.
While it is inexplicable why these were not made statutory along with share buy-
back and relaxation of the limits on inter-corporate investments, these should be
incorporated into the Companies Act at the earliest.

The deadwood on the stock exchanges has to be weeded out and regulation
of entry, disclosures, frading and monitoring of intermediates should be given
emphasis. Given the comparatively ill-informed nature of the domestic small
investors, the stock exchanges and SEBI should provide for shareholder education on
reading and interpreting company documents and also strive to make the relevant
information ea'sily available. In view of the poor liquidity in an overwhelming
number of stocks, efforts should be directed at providing the investors an exit route
through mechanisms like market makers. Experience shows that there is a conflict
between liberal FDI policy and stock market development. Policy makers have a
difficult choice to make in this regard. In any case better monitoring needs to be
introduced when transactions take place between a listed affiliate and an unlisted

one of the same TNC. Also, allowing higher stakes for managements may serve the
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purpose of protecting the managements but does not promotc disciplining by
shareholders nor does it allow take-over threat to work.

The studies on India demonstrated that the promotion of stock markets in a
weak regulatory environment might not produce the anticipated financial and
economic development. They confirmed the existence and continuation in India of
the weaknesses identificd with developing country stock markets. Evidence suggests
that portfolio capital flows instead of helping the market overcome these limitations
might, on the contrary, introducce certain distortions. Stock markets will have to be
developed as a part of domestic corporate financing options and attracting foreign
portfolio investors cannot be a substitute for domestic policy formulation and
institutional development. India’s case suggests that unplanned liberalisation can
prove counter-productive if, as is often the case, bringing in the necessary

institutional structure takes longer than initially expected.



