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The other day I was wondering about what could have brought China an indomitable competitive advantage which has not only helped it in achieving a phenomenal GDP growth rate but also in making it resilient of the recession which gulped most of the parts of the world 2 years back. A prolonged discussion with one of my colleagues brought forth various points like labour cost, manufacturing competence etc. One thing where our discussion ultimately boiled down to was China’s pegged currency. But recently we saw China making an announcement that it will make Yuan’s exchange rate more flexible thereby breaking the currency’s 23-month-old dollar peg. This move was welcomed by most of the stock indices of the world with Sensex advancing by 1.7% and MSCI Emerging Markets Index by 2.4%. The S&P 500 was 1.2% higher, so were European stocks. The dollar peg had come under intense fire from critics as China’s export juggernaut roared back to life, while much of the rest of the global economy remained sluggish in the wake of the financial crisis. But China has ruled out any chance of a major appreciation or one-off revaluation. So the question arises whether this unpegging of currency will dampen this form of China’s competitive advantage in due course of time or it is just an intended move to placate critics of China’s currency regime. Our cover story for this month answers this question by stating the possible implications, or I should rather say repercussions, on China and rest of the world. The May issue carried an article on the much hyped SEBI-IRDA tussle that had surfaced because of the insurance product ULIP. Well… the insurance industry regulator IRDA has emerged victorious in the regulatory turf-war, with the government ruling that it and not the market watchdog SEBI would oversee the product. But what seem important for us are the steps taken by IRDA to ensure that ULIPs sold by agents are based on the financial profile of the individual being approached and not on the fees. This, if implemented on a larger scale, will definitely serve the purpose in the best interest of the investors. In the current edition, we present to you a very interesting article on BP and the oil spill from one of its rigs in the Gulf of Mexico. This focuses specifically on the financial aspects and impacts of the oil spill, which contaminated a vast area of United States marine environment and continues to have a serious impact on the ecosystem, on BP and the whole Oil industry of the world. Time indeed moves so fast. It gives me immense pleasure to inform you that we, Niveshak, are at the doorstep of our 3rd year of existence and will celebrate its second anniversary in the next issue. With this new beginning, let us revisit the world of finance with all its failures and their learning from the last century. Yes this is the theme for the next issue. We invite you to write articles on “Milestones that shaped the world of Finance” for the Anniversary edition. However, you can also send articles on any topic of your choice. For more information, please see the declaration page of this issue. We look forward to your support and wishes to continue this growth story at an exponential pace. What a journey it has been.



Bhavit Sharma (Editor-Niveshak)



Disclaimer: The views presented are the opinion/work of the individual author and The Finance Club of IIM Shillong bears no responsibility whatsoever.
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The Month That Was Ritika parasrAMPURIA



IIM Shillong



Change in Monetary policy The Reserve Bank of India (RBI) raised the short term key rates, repo and reverse repo rates by 25 basis points each on the 2ndJuly 2010. The repo rate has been changed from 5.25 to 5.5 and the reverse repo from 3.75 to 4 in an effort to contain inflation. The wholesale price index increased to 10.2% in May from 9.6% in April. Presently, the system is short of cash. The shortfall is due to individual companies paying large amounts of cash towards advance income tax and the telecom companies paying the government for the 3G license. The increase in the short term rates will however have no impact on the interest rates on corporate and home loans as the banks are going to wait for the July 27 policy review to make changes in the interest rates. The banks are keeping the base rates unchanged as of now as they expect a further rise in the repo and reverse rates while keeping the cash reserve ratio(the deposits that banks have to keep with RBI) untouched. The expected outcomes from the monetary policy change is that inflation will be contained and inflationary expectations will be anchored going forward and the recovery process will remain unhurt. ICICI Bank and Bank of Rajasthan Amalgamation The board of directors of Bank of Rajasthan announced that its shareholders have approved the amalgamation with ICICI bank. The deal is an allstock deal and was finalized at Rs 3041 crore. The share swap ratio has been fixed at 25 shares of ICICI bank for every 118 shares held of Bank of Rajasthan on the record date. The amalgamation is subject to the approval of the RBI and other such authorities. ICICI, India’s largest private sector bank, currently has 2000 branches. Post the amalgamation, it will get access to not only the 468 branches operated by Bank of Rajasthan but also will get control of 58 branches of a rural regional bank sponsored by Bank of Rajasthan. This will help ICICI bank to expand its branches in areas where it has limited presence and also to achieve its 3 year growth targets. It is believed that RBI will approve of this amalgamation inspite of strong opposition from the employees of Bank of Rajasthan as it will bring down the Tayal families stake in Bank of Rajasthan down from the 55% that SEBI claims it possesses. The bank
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has been in controversy over the last few months. In march SEBI banned 100 entities relating to the bank from all activities relating to the stock market as it was investigated that these entities were cornering shares of Bank of Rajasthan in collusion with the Tayal family and RBI had imposed a fine of Rs. 2.5 million for violating guidelines and irregularities in its lending policy and information security system. The amalgamation could turn out be a win win situation for both the company shareholders. Fortis to acquire strategic stake in Parkway Holdings, Singapore India’s second largest hospital owner, Fortis Healthcare Ltd through its arm, RHC Healthcare Pte Ltd have made an open offer to acquire all the shares that they don’t currently own of Singaporebased Parkway Holdings at a value of SGD 3.8 per share. The deal size is estimated to be around SGD 3.2 billion. The bid is in response to Malaysia’s KhazanahNasional who wants to raise his holdings to 51.5% from the current 23.8% has made an offer of SGD 3.78 per share. Run by the two brothers Malvinder and Shivinder Singh, Fortis Healthcare owns 25.3% stake in Parkway Holdings. Parkway holdings Limited, listed on the Singapore stock exchange has a network of 16 hospitals with more than 3400 beds in various Asian countries like India, China, Malaysia. Post the acquisition, the two companies together-Fortis and Parkway would create the largest healthcare provider in Asia. The health-care spending in the Asian countries is increasing by as much as 17% annually and Parkway’s hospitals attract patients from Indonesia and the Middle East, driving revenue from medical tourism, which according to Fortis will reach $1.5 billion globally in 2010. Merging with Parkway will cut costs through coordinated purchases of medical equipment and drugs across a network of 54 hospitals. However, there is a strong possibility that KhazanahNasional will make a counter offer and there will be some twists and turns before the deal finally gets closed. Industrial Output at 11.5% in May Industrial production grew at the slowest rate in seven months, down from 16.5% year-on-year increase in April to 11.5% from a year earlier in May. The main reason behind the slower manufacturing growth rate was not due to the fall in demand but
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The Month That Was due to capacity constraints. The output lag that had been there in the economy has already been filled up over the last few months and going forward the manufacturing sector is expected to witness an average growth which is favourable for the economy. Amongst the sectors, capital goods and consumer durables contributed most to the industrial growth. Capital goods sector clocked a growth of 34.3% y-o-y while the consumer goods sector rose at 23.7%. The manufacturing sector grew at 12.3% The WPI inflation moved up to 10.55% in June from 10.16% in May. Capacity constraints with the demand being robust will only lead to a further increase in prices. The Government’s decision to free petrol prices and raise other fuel prices is expected to add another percentage point increase to the headline inflation. The Indian government expects the economy to grow at 8.5% in the current fiscal year as against 7.4% in the last year with a double digit industrial growth. Inspite of the fall in the output numbers, we believe that RBI at its monetary policy review on July 27 will raise the interest rates in an effort to curb the double digit inflation. The increase in the rates will force banks to raise their deposit and lending rate and thereby control inflation. Infosys quarter results India’s second largest IT software exporter declared its first quarter results which were lower than expected and reported a 2.42% dip in profits. Infosys is an important proxy for other IT outsourcing companies in India, as it is the first to announce its results each quarter. The fall in the net profit was mainly due to continuing pressure from the weakening European region, currency volatility, pricing pulls and the burden of increased tax and wage hikes. In the first quarter the billing rates fell by 1.6% and are expected to fall by 2% by the year end march 2011. Infosys mainly concentrates its business in Europe and the United States. The business in the US improved by more than 15% but the European market which accounted for around 25% of Infosys revenue a year ago fell to only about 20% of the revenues. The overall outlook of the IT Sector looks good as the demand for outsourcing services is growing is the US. Worldwide, its spending is expected to grow at 9.3% in the current fiscal year. However, owing to the concern of weakening of the European countries and the European companies facing budget cuts, the Indian IT sector companies are likely to face uncer-



tainty on orders. Some European companies may be forced to decrease their IT spending or possibly delay or cancel some offshore projects. The sector is also facing staffing challenges and to retain talent, the big IT companies are raising salaries which will further pressurize their bottom line. Lastly, the euro has also vastly depreciated and worries that some European countries could default on their government debts may result in reduced revenue and earnings from European clients to the Indian software companies. RNRL and Reliance Power Merger On 4th July 2010, the board of directors of Reliance Natural Resources ltd (RNRL) and Reliance Power(RPower), both ADAG companies approved the merger of the two companies at a swap ratio of (1:4) which means that the shareholders will get one share of RPower for every four shares held of RNRL on the record date. The valuations were carried out by KPMG and will take around 6 months to get completed subject to approvals from the shareholders of RNRL and REL Power as well other regulatory nods. RNRL, a gas transportation company was formed for the purpose of supplying gas to Reliance Power for their electricity projects. In May 2010, the Supreme Court ordered that RNRL cannot trade in the gas that it has procured from RIL and it has to provide it to the electricity generating units at the same price at which it purchases it. The apex body also ordered that the pricing has to be as per the government pricing and not as per the earlier Mukesh- Anil Ambani agreement. This caused Reliance ADAG to merge Reliance Power and RNRL. Post the merger, RPower will become the domestic power company with the biggest coal reserves. It already possesses four billion tonnes of coal in Indonesia and India and henceforth will also own the four bed methane blocks and the 10% stake in oil and gas blocks in Mizoram allocated to RNRL. The shareholders of both the companies are likely to benefit as the merged entity will enjoy economies of scale since the gas supply and its usage will be controlled by the same company as well as the marketing margins will be reduced. Also, RNRL will move up the value chain from being a company which has little or no earnings to being a part of a bigger company. R Power, on the other hand will benefit from the oil agreement between RNRL and RIL.
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BP at Gulf of Mexico … the crisis still leaks



Ankit Nagar



AoM



Schlumberger (IIT Delhi Alumnus)



The article gives a brief overview of one of the most severe oil spill catastrophes of the world with a special focus on the financial aspects.



When the world is at the stage of ‘Peak oil’ and efforts are being made to counter the declining production of hydrocarbons, the damaged rig of BP in Gulf of Mexico has been leaking 60,000 barrels of oil per day from last 3 months. This gauges the severity of crisis in Gulf of Mexico caused due to explosion in the BP’s deepwater horizon rig on 20th April 2010. This explosion, which led to an oil spill that contaminated a vast area of United States marine environment and continues to have a serious impact on wildlife, the local fishing industry and regional tourism, has put this fourth largest company in the world, BP, in the doldrums. Let us delve into the details of the financial aspects of this crisis and its subsequent repercussions. Crisis This oil spill in the Gulf of Mexico has so far cost BP a mammoth amount of $3.12bn (£2bn) which led the oil giant to demand its partners in the well to pick up at least part of the bill. The cost of the response to date ($3.12bn) includes the cost of the spill response, containment, relief well drilling, grants to the Gulf States, claims paid, and federal costs. Although BP is trying to recoup some of its losses, it is still sceptical about the scale of the salvage and clean-up exercise. This oil is now lapping up on the shores of states in the southern US. Not only this, BP is facing huge potential liabilities as a result of the crisis. Many estimates put the eventual bill at $60bn (£39bn). When compared with the other oils spills of the past in figure given below, the gravity of this catastrophe can be felt. The battered company has lost about half its value since the explosion on the Deepwater Hori-
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zon on 20th April. The current price is around $30 (NYSE) which is almost half its value before the mishap.



There can be three main factors behind the fall in BP’s share price. a. There are concerns over the eventual cost of spill. The amount is rising day by day and no-one knows how big or how long the clean-up operation will be. Even harder to quantify is the subsequent bill for compensation to businesses and workers affected by the spill and fines that the US government has asked BP to pay. This affects the prediction of future cash outflows from the firm. Although BP is setting up a $20bn compensation fund, the eventual cost could be much higher than that. b. The company has decided to scrap its dividend for the year 2010 after coming under pressure from the white house. The effect on the share price can be justified with the famous dividend discount model. This will certainly disappoint BP shareholders, some of whom may have chosen BP because, in the past, it has been a regular dividend payer. The last time that BP deferred a dividend payment was during World War II. c. Behavioural Finance which says that the fall in share price is due to usual nervousness investors’ display when any company suffers
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stop the leak is to remove oil from the sea’s surface using a giant ship known as a skimmer. But the problems don’t seem to end for BP. Operations to skim oil from the surface of the water were suspended for nearly three days because of Hurricane Alex. In order to find solace in this difficult period, BP demanded almost $400m from Anadarko and Japan’s Mitsui Oil Exploration Company, both of whom are minority shareholders in the well. Anadarko owns 25% of the well and Mitsui has 10%. Anadarko, however, has refused to accept any blame for the disaster saying that it was a sheer negligence on BP’s part. If proved in court, which could allow Anadarko to escape its responsibilities under its joint operating agreement, it will make things more difficult for BP.



Effect on credit rating BP’s credit rating has been dropped by Fitch to just two notches above junk status, as the probable cost of the Gulf of Mexico oil spill continues to escalate. The news of Fitch cutting BP’s rating from AA to BBB came after the US politicians demanded the company to deposit $20bn (£13.58bn) in an escrow account to cover the cost of the Deepwater Horizon disaster. The reasons behind this downgrading can be many. However one important reason which comes to my mind is concern that the balance between long-term and near-term Agreement with US govt cost payments of BP would become skewed much What brought some respite in the midst of more heavily towards the near-term than previously this turbulent phase for BP was the agreement with anticipated if the escrow account was created. US government to put $20bn into a special escrow clean-up fund. Although it doesn’t limit BP’s liabiliRescue Attempts BP hasn’t left any stone unturned in bringing ties nor cover fines and penalties but does elucidate the situation back to normal since the day this ac- how BP will settle legitimate claims and clean-up cident occurred. After a series of failed attempts to costs. However, it does come at the expense of the stop leakage, BP installed 2 containment systems next 3 quarters dividend payment which has been in June first week. These two systems continue to discussed previously in this article. This agreement collect oil and gas flowing from the Deepwater Hori- augurs well for BP with its share price rising by 7% zon’s failed blow-out preventer (BOP) and transport on that day and Bank of America/Merrill Lynch cutthem to vessels on the surface. The 1st cap, installed ting their rating on the company to ‘Neutral’ from on 3 June, takes oil and gas to the Discoverer Enter- ‘Buy’.



AoM



adverse publicity or uncertainty surrounds its future. With the fall in firm’s value, BP was also dropped out of the BBC index of world’s biggest firms. Shell has again taken its place after BP overtook Shell as Europe’s largest oil company just before the Gulf oil spill.



prise where oil is collected and gas flared. The 2nd Investor’s Outlook system, which began operations on 16 June, takes Inspite of BP share price reducing by over 50% oil and gas to a vessel on the surface where both in last 3 months, investor’s outlook about it is posioil and gas are flared. The company’s latest plan to



BP is going to find it hard to access the capital markets for funding while the full cost of the oil leak remains unclear.
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tive and the confidence intact. BP shares are considered good value for bargain hunters. BP has large interests in Libya and is known to have a strong relationship with officials in the country. This is why Libya’s sovereign wealth fund is also considering investment in the beleaguered BP. Kuwaiti sovereign wealth fund has also shown interest to become the so called “strategic” investor in BP. Buyout possibility Meanwhile the collapse in the share price has led to speculation that BP may become a takeover target. This was expected to as come as its higher intrinsic value and prevailing investor’s confidence about BP. Few days back, investment bank JP Morgan recommended oil giant Exxon Mobil as a possible buyer, while Anglo-Dutch oil giant Shell has also been mentioned. The Asian players are also not out of picture from this. Some analysts also suggest a potential role for state-backed oil companies such as China’s PetroChina or Kuwait Oil in the buyout. Impact on Global oil industry and future oil supply As BP struggles to plug the leaking well in Gulf of Mexico, the white house has taken a harsh step by ordering six months moratorium on deepwater drilling till special presidential commission comes up with new safety standard after scrutinizing the causes of worst lapse of safety norms on Deepwater Horizon. Although the move was acknowledged by environmentalists but this comes at the cost of halting work on 33 drilling rigs resulting heavy losses suffered by other operating companies like Chevron, Shell and other service companies. This freeze will directly impact the world oil supply as Wood Mackinzie energy consulting estimated 80,000 BOPD of oil being deferred by 2011. Strict permit to drill in deepwaters will further hit oil supply with reduction in production by 350,000 BOPD in 2015 and 2016. As a result, the share prices of oil service companies including Schlumberger, Halliburton, and Baker Hughes have plunged in the last 2 months.



Impact on Indian oil industry With increasing demand of oil in India, Indian major operation companies like ONGC and Reliance are venturing further out and deeper down the sea for the search of hydrocarbons. After this BP oil spill incident, it didn’t take long for Indian regulators to take a deep interest in safety standards for deepwater explorations. Reliance, India’s largest private exploration and production operator, suspended drilling at a well in D3 field of KG basin citing some unresolved issues with blow out preventer of Deepwater Expedition, owned by Transocean which coincidently also owned the same rig which blew up in Gulf of Mexico. With these stringent safety norms, the increased equipment requirements and higher operating costs will result in a squeeze in margin for operating companies in short and medium terms. Conclusion The efforts to stem the leak and to settle initial claims have certainly created a cash crunch within BP and thus the group is in dire need for extra financing. Therefore the recent willingness shown by BP to access both equity and debt financing is quite justified. Cut in the dividend and capex, and the announced asset sales (as per the agreement with US government) will initiate the process of recovery for BP. But the question remains how easy or difficult would it be for them given the recent happenings. BP is going to find it hard to access the capital markets for funding while the full cost of the oil leak remains unclear. In addition to this, Fitch’s downgrade can make it more expensive for BP to borrow, especially if the other ratings agencies follow its path. The company has around $5bn of cash reserves, and has spent more than $1.6bn fighting the spill. Giving strategic stake to sovereign wealth funds would be an easy way out but will make their current shareholders suffer because of dilution of their interests. The stand taken by BP in the coming 2 months will answer our questions.



In order to find solace in this difficult period, BP demanded almost $400m from Anadarko and Japan’s Mitsui Oil Exploration Company, both of whom are minority shareholders in the well. 8
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The article seeks to explore the current precarious condition of PIIGS countries and its enormous political and economic consequences, suggesting alternative courses of actions available thereof.



This topic may seem strange as Estonia has only recently announced its intention of adopting the Euro as its currency from the 1st of January 2011, and many others are waiting in the queue. We need to understand why the European Economic & Monetary Union (EMU) member countries find themselves in this crisis now, in order to envisage and understand possible scenarios of the future. The Boom Period After decades of perseverance, the Euro was adopted on 1st January 1999 in the non-physical form and on 1st January 2002 in the Euro currency form by the member states after meeting the “Convergence Criteria” set out by the Maastricht Treaty. Everything looked great for the member states and the Euro in the initial years. The Euro-zone was already a Free Trade Area and with no restrictions on the movement of capital and limited restrictions on movement of labour. As there was no longer a need to exchange currencies, no exchange rate commissions and no need to insure against currency fluctuations the transaction costs between member states declined. Exchange rate stability assured lower interest rates as there was no need for risk premiums. Price inequalities of the same goods were reduced leading to a more efficient market. Prices and revenues became more stable leading to greater economic certainty. The loss of control over monetary policy seemed



a small price to pay in comparison for the benefits. For once the world thought that there was a currency that had the potential to challenge the US Dollar as the global reserve currency. From Boom to Bust The world economy in general did exceedingly well in the years upto 2007 and the Euro-zone was no different. This was a period in which huge global imbalances were built up leading to a structural problem. In this period of economic boom many countries ran high fiscal deficits which seemed sustainable due to the high levels of growth. Some countries like Greece fudged their debt figures in order to make their debt positions “seem” sustainable. The sub-prime crisis in the US and the contagion effect across the globe brought these unsustainable models of growth crashing down. Imbalances Leading to High Fiscal Deficits Germany, the strongest country in the EMU, has benefited since the adoption of the Euro as the wage and cost levels in other countries with weaker currencies have gone up. Simultaneously Germany has determinedly cut its own cost and wage levels in their endeavour to become more competitive. As a result, Germany has taken away the demand from other countries in the EMU such as Greece, Spain, Portugal and Italy. Thus Germany developed a surplus within Europe at the ex-



Germany developed a surplus within Europe at the expense of growing deficits in other EMU nations.
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pense of growing deficits in other EMU nations. So now we have a situation where Greece has a fiscal deficit of 13.6% of GDP. Its public debt/GDP ratio is 115%, but may hit 140% by 2014 despite austerity measures. Portugal has a fiscal deficit of 9.4% GDP and public debt/GDP ratio is 77% while the corresponding figures for Spain are 11.2% and 64% respectively. Thus Greek, Portuguese and Spanish bonds have been downgraded recently. Italy has a high public debt/GDP ratio of 116%, but is among the seven biggest economies in the world and so hopes to survive the crisis. But at the same time this also means that if Italy fails it could have effects beyond imagination.



The Bailout Package Greece being in the most precarious situation becomes the focal point in this situation. In April 2010, Greece was bailed out by the IMF and the European Union, led by Germany to the tune of $150-billion. This ensured that Greece was able to meet its debt obligations without borrowing at high rates which would have surely put Greece in a debt trap. Due to the size of the bailout package, Greece will not need to borrow again from private financial markets for three years. But this means that Greece will have to repay these loans back to the IMF, Germany and other EU countries in due course. Stringent austerity measures have been put in place in order to get Greece’s fiscal deficit back on track. This means lower government spending and higher taxes. This will also mean a compromise on growth and eventually lower tax revenues for the Greek government. The fundamental problem of having an uncompetitive industry is not resolved and exchange rate devaluation is not possible. The bailout has succeeded in avoiding the immediate crunch but in the longer term, however, the numbers are still frightening. There is already a widespread public protest in lieu of the austerity measures and this could limit the options of the government even further. Hence, it looks inevitable that recovery in Greece will require a very large write-down of Greece’s debts. If Greece defaults there will be a contagion effect with disastrous consequences. The exposure of other EU banks to Greek debt, which according to BIS totals $193 billion, is significant. If you take into account the risks of and exposures to other PIIGS



FinSight



Defects in the EMU & Inappropriate Stimulus Packages A big fundamental defect in the design of the EMU is that while there is a single currency and monetary policy, the fiscal policies of different countries are completely uncoordinated. During the growth phase this was overlooked, but this defect surfaced in the post 2008 period as different governments reacted differently in response to the recession. Another fact that these PIIGS countries have realized is that Keynesian stimulus is not the solution to all slowdowns. Keynes suggested that government spending and tax cuts helped spur demand and hence growth. In an open economy the benefits of such a stimulus can leak out to other countries which are more competitive. The relatively uncompetitive and low-productivity PIIGS economies have suffered at the expense of more competitive economies like Germany. The Greek economy depends heavily on tourism and has an uncompetitive industry. Portugal and Spain also have uncompetitive industries. Being a part of the EMU, these countries do not have the option of devaluing their currencies to increase competitiveness and boost exports, as was the case during the Asian crisis of the late nineties. A strong case for fiscal prudence can be made



with this crisis. Government policies should aim for low fiscal deficits in good times in order to have a cushion to offer a stimulus in bad times. The PIIGS countries are in trouble as they ran high fiscal deficits in good times, and went for even bigger deficits to provide a stimulus. As a result, the stimulus packages have increased government debt without really achieving their aims.



A big fundamental defect in the design of the EMU is that while there is a single currency and monetary policy, the fiscal policies of different countries are completely uncoordinated. © FINANCE CLUB, INDIAN INSTITUTE OF MANAGEMENT SHILLONG
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economies and bonds then there could be a Europewide banking crisis. Germany and France have a high exposure to European bonds and thus we can understand the willingness of Germany and other EMU states to bail out Greece. If this continues, there is only one way for the Euro to go, and that’s down. Will countries leave the EMU? Recently there has been speculation that Germany and Greece may exit the EMU and return to their respective currencies. Here we discuss the possibilities of such an eventuality. Under the current laws, it is not possible to expel a member nation. So we must mention at the outset that unless the laws are changed, any member nation leaving the EMU must be a voluntary action. If Greece exits the Euro, then it will be able to control its monetary policy. In this case they would be able to ease their financing problems substantially. The Greek central bank could print money and purchase government debt, bypassing the credit markets. Also, reintroducing its currency would allow Greece to then devalue it, which would stimulate external demand for Greek exports and spur economic growth. Besides the fact that investor confidence would be at the lowest ebb, there are other practical problems with such a solution. If Greece has to devalue its currency, first it must circulate it. Nobody would want to hold a currency which is being reintroduced to devalue it. Therefore, the only way to get the currency circulating would be by force. Any such move is likely to trigger more protests from an already agitated public. Another problem would be that Greece’s debt is Euro denominated and a devaluation will make its debt repayments that much costlier. For an already insolvent nation this could be difficult to imagine



especially as the benefits of such a move would take years to surface. At the other end of the spectrum is Germany. Germany is a capital rich and highly productive nation which might feel that the other EMU nations are dragging it down with them. Germany has for long benefitted from this arrangement of having a single currency. Other nations within the EMU are unable to undercut German exports with currency depreciation. Germany’s share of exports has increased in the Euro-zone as well as the global markets. Germany’s decision on whether to abandon the Euro or not will depend on the potential liabilities that they would be exposed to. Germany would therefore not be leaving the EMU to save its economy or extricate itself from its own debts, but rather to avoid the financial burden of supporting the other highly indebted economies. Greece is a relatively small economy and Germany bailed it out despite strong public opinion against it back home. Will Germany bail Greece out again if the need arises? What if a much larger economy like Spain defaults? The German policymakers must be wondering if this is all worth it. At some point they will feel that it’s better to cut their losses rather than putting in more money to save another economy with high degree of uncertainty about the outcome. If Germany exits the Euro then the Euro will plummet, and all the EMU member nations along with Germany would be paying for it. In this case many European banks are likely to default, and since many German banks own much of this debt they will also suffer. Unlike Greece, Germany would be replacing a weaker and deteriorating currency with a strong and stable Deutschmark. Thus Germany is less likely to face a backlash. A significant portion of the German population is already in favour of abandoning the



The Euro is as much about politics as it is about economics.
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Euro.



FIN-Q Solutions June 2010 1. Basis Swap 2. Rule 144A 3. New Zealand 4. China 5. Scalper 6. Speculative Company 7. C 8. Stagflation 9. Harry Markowitz
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So what do we think is going to happen? The Euro is as much about politics as it is about economics. It helped different countries of Europe unite despite the acrimony between some member states. But demise of the Euro could spell doom for the continent. If nations leave the Euro it would be to devalue their currency. There would be a run on the banks and this crisis could well land up in a deep recession with highly indebted nations. This would result in high levels of unemployment and social unrest for years to come. For Greece the situation looks gloomy. Leaving the Euro isn’t a realistic option unless it is a well designed and coordinated effort by the IMF, ECB and other EMU member nations. Only then will the revival of Greece be lasting and social fabric of the country will be restored. But at the same time the patience in Germany is wearing thin. If there isn’t a substantial economic recovery across Europe, getting out of this mess is going to be difficult. And the signs are not very encouraging. So we feel that Germany will make a sincere effort to revive the Euro, and probably the Greek bailout gives them time to contemplate their next course of action without sending shocks in the Euro-zone. Germany could exit the Euro or stay onboard depending on the recovery of other nations. If things get out of hand and Germany decides to abandon the Euro-zone, then it would be due to the fact that the losses that it would suffer by exiting would be pale in comparison to the economic and political costs of remaining within the Euro-zone and bailing out fiscally imprudent nations. It looks unlikely that the EMU will survive in its current form. In the future we are likely to see a smaller EMU with more stringent regulations. We have seen that self regulation of fiscal policies does not always work and some sort of central control over fiscal policies of member nations is also essential. The debt situation in the US and UK is not comforting, and in the event of their fallout the situation in the Euro-zone would look even more precarious. And in this eventuality no scenario can be ruled out. But hopefully these countries will manage to get out of the mess they are in, and we will see a more stable and sustainable Euro-zone. Hopefully.
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Exchange rate is defined as the number of units of one currency needed to acquire one unit of another currency. A fixed exchange rate system is one where a country’s government or central bank ties the official exchange rate to another country’s currency. The purpose of a fixed exchange rate system is to maintain a country’s currency value within a very narrow band. It is also known as the pegged exchange rate. A fixed rate system provides greater certainty for exporters and importers. This also helps the government maintain low inflation, which in the long run keeps the interest rates down and stimulates trade and investment. In contrast to a fixed exchange rate system is the floating rate system where a country’s currency is set by the foreign-exchange market through supply and demand for that particular currency relative to other currencies. History of Yuan The Renminbi is the official currency of the People’s Republic of China, whose principal unit is called the Yuan (the distinction between yuan and renminbi is that the yuan is the unit of account while renminbi is the actual currency). Since the beginning of the economic reform process in 1979, the yuan was devalued on many occasions until 1994 when the two-tier foreign exchange system was ended by China. From 1997 to 2005, the renminbi was pegged to the U.S. dollar by the Chinese government at about 8.3 RMB per dollar. After years of speculation and hearsay, China finally revalued the RMB by 2.1% in July 2005.However, in July 2008, the yuan was again
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pegged to the dollar at 6.83 yuan per dollar during the global financial crisis. Devaluation: Why? By keeping its currency cheap against the dollar, China has made its imports appear more attractive which has led to a massive trade surplus in China. A rebalancing of the yuan has been deemed necessary to prevent a further build-up of global imbalances. If the US is still assumed to be both the consumer and importer of last resort and thus goes back to running large current account deficits, then there’s a risk that there could be a repeat of the recent crisis. President Obama had complained loudly about Chinese currency manipulation during his 2008 presidential campaign, but has since resisted labelling Beijing a currency manipulator in the two semi-annual Treasury reports issued during the peak of the global economic crisis. As the world economy began to stabilize, U.S. complaints about China’s exchange rate policies resurfaced. The Obama administration postponed its third review of China’s currency practices, which was due April 15 to give Beijing until the G20 leaders’ meeting to act. Bowing to international pressure, China has finally decided to de-peg its currency from the US dollar for the first time in almost two years. However, there will be no one-off move; instead, there will be a gradual increase in dollar yuan daily fixings to around 10-20 basis points from the current 1-2 points. This way the exchange rate would be made more flexible by determining the yuan’s value on a daily basis with reference to a basket of currencies, allowing it to appreciate slowly and gradually
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Gradual Appreciation China needs to allow the yuan to rise to prove that it is serious in its commitment to make the currency more flexible. The strength of China’s economic recovery gave policymakers the confidence to end the peg that had helped cushion the economy from the global financial crisis, but they remain worried that external demand is still not on a solid footing, especially with European debt worries in the background. It is most likely that the central bank could use its setting of the yuan’s daily reference rate to nudge the exchange rate up by modest amounts each day, for example from 6.8260 per dollar to 6.8250 per dollar Two Way Volatility For a long time, China has wanted to introduce a two way risk into the exchange rate. In theory, traders will no longer be able to assume that the yuan can only move in one direction i.e. up. In the past, the yuan rarely fluctuated more than 0.1% in intraday trading, even though the trading band permitted a rise or fall of 0.5 % against the dollar each day. Beijing will be more determined to increase volatility this time. This implies that on days when the dollar is falling globally, Beijing may push the yuan up slightly. However, when the dollar is strong, the Chinese currency may pare these gains. Viewed abstractly, there is a strong rationale for allowing a major appreciation of the yuan right out of the starting blocks. But the government will be loath to push the yuan up too aggressively. If Chinese leaders are risk-takers, then they might gamble that words alone will be powerful enough. Keeping the yuan locked at about 6.83 to the dollar would please hard-liners at home who have accused Beijing of capitulating to foreign pressure. But continuing the peg would infuriate U.S. lawmakers and strip China of any goodwill it has earned. Implications for China Exports make up nearly 25% of China’s GDP. A big change of its exchange rate could cut down China’s growth rate to half. A revaluation of the yuan makes Chinese exports relatively more expensive and thereby decreases foreign demand for Chinese



goods. This in turn would negatively impact local production and would create a feedback loop through to domestic employment and wages. Other adverse economic impact will include decrease in corporate profitability, deflation in the agricultural sector, an increase in unemployment, and less foreign direct investment. According to the Chinese authorities, the country’s foreign reserves are largely a result of the ‘hot money’, inflows of foreign capital hoping to instantaneously capitalize on a yuan revaluation, rather than long term foreign direct investment in capital projects. As a result, some additional policies, such as an expansionary fiscal policy may need to be undertaken simultaneously to remove some of the adverse impacts of the yuan revaluation. China is still in the process of evolving and China cannot turn back years of a culture built on savers and under consumption overnight. Yuan’s appreciation against the dollar will however increase the purchasing power of the Chinese. Even though the Chinese exporters, who have benefited from strong demand in the past few years due to an artificially weak domestic currency, will now find it more difficult to sell abroad, other sectors of the country’s economy stand to benefit from the move. Chinese banks will see their yuan denominated assets appreciate in line with the rising currency, while shares in the country’s top airlines are also expected to rise in the short term, since their main operating costs are aircraft purchases overseas.



Cover Story



against the dollar. The currency’s existing 0.5% daily trading band has however been unchanged. Some of the scenarios for how Beijing will manage the exchange rate in the near future are:



Implications for USA Increased consumption in China would help the US exports. As far as the U.S. markets go, the announcement should fuel advances in equities as bulls argue that a stronger yuan should bode well for future growth for U.S. multinationals. Also, this could lead interest rates to the higher end of the recent range fuelled by future growth prospects and higher inflation expectations. Unfortunately, the benefits to U.S. multinationals from yuan appreciation, assuming China follows through and the appreciation is relatively small, will not be noticed in the short term. The fact remains that the U.S. stands on shaky ground and the probability for a slowdown appears real for the second half, as evident by the recent spate of weak economic data such as high initial jobless claims. Prospects for a shift in currency policy by China cannot make the deep-rooted problems of the developed economies suddenly disappear. As a result, U.S. stocks and bond yields could resume



© FINANCE CLUB, INDIAN INSTITUTE OF MANAGEMENT SHILLONG



15



Cover Story



its downward trend once euphoria wears off from the news from China. Implications for the rest of the world Even a gentle appreciation of the yuan is bound to be a “powerful tonic” for growth both in Asia and the rest of the world as the widespread belief among investors is that the yuan is still substantially undervalued. However given the foreign interests and investments in China, a dramatic yuan revaluation that catapults China into recession could result in a global contagion effect. Supply chains are so interconnected around the globe that an upward price movement for intermediate and finished goods coming out of China could have dire consequences for Western companies that rely on Chinese-sourced goods. Implications for India According to the Standard Chartered Bank, the Indian rupee is expected to be one of the major beneficiaries of the Chinese move to de-peg the yuan. There may be some short-term volatility due to the absence of details on how China plans to allow flexibility, however it need not be a problem if the investors have hedging tools such as currency futures. The Reserve Bank of India’s absence from the FX market may also make the INR particularly well placed to gain from the de-pegging. Appreciation of yuan will also help the Indian exporters compete better with their Chinese counterparts in the global market, especially in areas like textiles, leather and handicrafts. The European Conundrum Recent events in Greece and the Europe region have further compounded the issues surrounding the revaluation. The yuan has risen about 14.5 % against the euro during the last four months, which has increased cost pressure for Chinese exporters and has also had a negative impact on China’s exports to European countries which happen to be their largest market. Letting the renminbi rise against the dollar would mean a further increase in the renminbi’s value against the euro which would create further problems for Chinese exports to Europe. Also, Chinese exporters rely very heavily on bank letters of credit to finance their shipments. When banks have trouble borrowing money themselves as has been happening as a result of worries about European banks’ possible losses from the region’s sovereign debt crisis, they tend to cut sharply the issuance of
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letters of credit for trade finance. Without net capital inflows, trade-deficit countries in Europe such as Greece, Portugal and Spain are having difficulty financing themselves; these countries can no longer run current account shortfalls. As Europe’s current-account surplus grows; there must be a trade adjustment elsewhere. Either the current-account surplus of countries such as China and Japan must contract by the same amount or the current-account deficits of countries such as the US must grow (or some combination of both). The truth of the matter is that China is reluctant to allow for a sizeable move in the yuan since it has already seen the currency appreciate with the decline in the euro, limiting Chinese exports to the region. Further declines in the euro due to the deterioration of the European fiscal situation may alter China’s plan of allowing considerable appreciation for the yuan. Conclusion We have looked at 2 schools of thought in the article. One set of economists argue that the yuan is still undervalued by 25 to 40% which is giving the Chinese companies a huge price advantage in international trade. They believe that unless the move is rapid and significant, China’s announcement can be termed as nothing more than a cynical ploy ahead of the G20. These thoughts emanate from the fact that we have seen actions like this before from China and it is clear that China did not allow enough appreciation the last time it adopted a policy like this one, from 2005 to 2008. Also the U.S. politicians who would not want to be seen as weak on China this time around especially just before the Congress elections. However there is a second set of economists who believe that the current economic scenario is a lot different from the one that prevailed in 2005-08. They believe that although China’s decision to address the yuan-dollar peg is probably the best outcome for the global economy; a sudden rise in the value of the yuan could come with painful near-term adjustments that could derail the currently fragile global recovery compounded by the European debt crisis.
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Clash of Titans Preeti Sindhu – ‘American goods cannot replace Chinese imports’. A stronger yuan, will push up the price of goods such as cloth, furniture, electronic devices. This will force the government to impose taxes which will severely hit the wallets of poor and middle class American consumers. China believes that a strong yuan will seriously harm its growth. However this is not true. A gradual revaluation of yuan seems a good solution to cool down the sizzling Chinese economy. This will help the government to shift its policy from exports and investment to consumption which will boost consumers’ purchasing power, allowing them to buy more foreign goods. This will also furnish more autonomy in monetary policy, inflation control and reduce illegal capital inflows. Thus in contrast to common belief, it is in USA’s own interest not to urge China to revaluate; and it’s foolish for China not to revaluate just because it does not want to be seen as yielding to American demand. America must take a step back and think why is it so upset with China? Is China a mere scapegoat for its failed policies? Why is China accumulating wealth when its people lack proper public provisions of health and education? Only when America has resolved its economic problem will it be in a credible position to question China. Likewise China can-not blame America for its policies when its own economy remains unbalanced. Nevertheless, it is depressing to see two superpowers being so adamant and ironically advocating each other’s positions, causing costly and unnecessary distractions and posing a potential threat to the financial stability of the world.



The article elucidates the controversy revolving around the devaluation of yuan and the consequences that will follow. It seeks to question the rationale behind such an important economic decision that seems to be embroiled in political controversies. The power balance between the two countries has impact on real economy and needs to be dealt with delicately.
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America, for quite long, has casted China as a mercantilist country engaged in currency manipulations, illegal export subsidiaries and violation of intellectual property rights. In spite of these accusations China is dogged in amassing extensive foreign-exchange reserves, high growth, building a strong military base and “colonizing” Africa and Latin America. In recent years America has become the biggest debtor and China its biggest creditor. Interlocking of economies has put the two countries in a “necessary evil” relationship. And for the world, Sino-American diplomacy has become crucial for every global issue ranging from Climate Change to World peace. America believes that by keeping its exchange rate artificially low, China is able to generate a substantial export surplus, create jobs for the Chinese at the expense of the American and causing US to run into huge trade deficit. This belief is inherently flawed. Firstly, there is no evidence that yuan is undervalued. The trade surplus of China is a result of the economic policies of China centered on promoting low efficiency wages, low domestic demand and an export promotion. It is hard to understand how America can blame China for loss of jobs in its country? Trade with China might alter the job composition in America but it will not have much effect on the overall employment. Surrounded by these fallacies, the argument that revaluation of the yuan will help USA to reduce its trade deficit is fallacious and exaggerated. The real reason for this deficit is – ‘Americans are spending beyond their means’. If stronger yuan does not encourage Americans to save more it will do little to reduce the deficit. Another reason is
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Frontier markets are the new avenues of investment for the investors and a subset of the emerging market. They have many advantages like fewer correlations with the other markets, high return opportunities etc. Accessibility in these markets is also now a days not a big problem, it’s just that how can investor cash in on the opportunity at the right time.



What if someone tells you not to invest in stock markets of India, China, USA or Japan but instead in countries like Sri Lanka, Vietnam or even Nigeria? What will be your reaction? You may feel that the person is the biggest fool you have ever met in your life. Why you think so is be¬cause you are still living in the old notion that BRIC countries or some developing economies only can give you good returns. But did you ever think that what is the correlation between all these economies, how if one market falls others also ac¬company them? Although the effect of recession was not that much in India as it was in US and a few other countries but still how can we forget Sensex slipping down from 21000 to below 8000 levels and investors losing their life savings in one go. Is there any solution for this? Is there any place in the world which is not correlated highly to such developing or developed economies? Well, answer is not just yes but the ample opportunities actually available. We just need to open our eyes, and results are in front of us in form of Frontier Markets. Frontier Markets Frontier markets are the subset of the emerging markets. Although they have lower market capitalization and lower liquidity but investors are pursuing these markets for high and long term returns, as these markets have lower correlations with other markets. For example, on a 90-day rolling basis, the correla-



tion be¬tween MSCI (Morgan Stanley Capital International) and Hong Kong stocks was 0.9. In comparison correlation between MSCI and some frontier markets like Sri Lanka or Nigeria was as low as 0.05. Currently MSCI has classified 25 countries like Bahrain, Bangladesh, Kenya etc. as Frontier markets. Argentina and Pakistan were dropped from the list of emerging markets last year. The difference between emerging and frontier markets is in terms of the size and how their regulatory system works because these are also some of the major concerns for the investor. Investment Rationale Talking about the rationale of investing in frontier market, it is based on the modern portfolio theory which says that investors can decrease the risk in their portfolio and increase their reward-to-risk trade-off through diversification. The benefits of diversification have played a large part in the increased investments in emerging markets. However, problem is that even if we take the emerging economies into consideration, we find that they have also become correlated to other economies and result of which we saw at the time of recession when all emerging markets also fell. This is where frontier economies are still protected a bit, if not fully, because correlation is still very low with other economies. Workers have already started to work out better working hours, benefits etc. Hence in future
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liquidity. There are eleven markets for which local listings are eligible for inclusion in the S&P New Frontiers Index - Bahrain, Bulgaria, Colombia, Croatia, Jordan, Oman, Pakistan, Romania, Sri Lanka, the U.A.E. and Vietnam. These markets tend to have few hurdles for foreign investors. All these countries except Vietnam have relatively easy entry. Risks and Returns Now think of you as an investor- what do you see when analyzing a fund? Risks and returns. Now take a look at this, the MSCI Barra Frontier Markets index which tracks equities of 25 countries, including six from the Middle East(accounting for 55% of the index’s total market capitalization),yearto-date as of June 21, the Frontier Markets index was up 13.89% compared with a 4.19% gain by the BRIC countries (Brazil, India, China, and Russia) in aggregate and a 5.17% increase for the emerging markets overall.While most of the world indices are still recovering from recession and are trading below 2007 levels, a handful has bucked the trend, six in number, to be precise.To everyone’s surprise Tunisia has been the best per forming stock market since 2007. Reason is simple- low correlation with world markets.The Tunindex, a 12-year-old index of 45 stocks, is trading 80% above its high for that year, and is up 16% for 2010. Sri Lanka is up 52% since 2007 and 38% this year. So is there any match for these returns? The major reason for the growth in the frontier market is due to the GDP growth forecasts which are around 3.5% in frontier market stocks compared to 1.5% in more developed emerging economies. Further in terms of valuation frontier markets are trading at 10 times the projected income for 2010 in MSCI frontier market index compared to emerging market, which is trading at 16 times the expected earnings for 2010. Seeing the rally of gains spread by emerging markets in 2009, it is quite possible that
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there is more than a mere chance that production house will be shifting to subsets of emerging economy, i.e. frontier markets, for low cost. The second investment rationale for frontier markets is based on the strong returns enjoyed by these markets over recent years. Frontier markets have consistently outperformed both emerging and developed markets since 1995. In particular, returns have been extremely strong over the past four years, coinciding with the strong growth in size and liquidity of these markets over that time. Another reason to consider investing in frontier market is that China has been the growth engine of the world for approximately past two decades, and hence wealth is also growing. Due to increased access to money and monetary lobbying clout Chinese government will not be able to crack down on people against government practices and hence wages will rise. Already workers have started to work out better working hours, benefits etc. Hence in future there is more than a mere chance that production house will be shifting to subsets of emerging economy, frontier markets for low cost. Secondly, in frontier markets sensitivity to liquidity issues is far less. In developed and emerging economies debt explosion was felt which caused havoc. But frontier markets are far more secured due to the fact that leveraging and lending either does not exist or is very much restricted due to the economic reality. Next point to ponder upon is accessibility. Investing in frontier markets has become increasingly feasible for the foreign investors and hence lump sum amount of money can be invested now. There are several factors that determine if a market is accessible, including if it has low foreign investment restrictions, allows for easy capital entry and exit, does not have pernicious tax levels and has ample



Frontier markets are far more secured due to the fact that leveraging and lending either does not exist or is very much restricted due to the economic reality. © FINANCE CLUB, INDIAN INSTITUTE OF MANAGEMENT SHILLONG
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frontier markets which are still cheap compared to developed cousins will be benefited as the liquidity spreads. Of all the indices that make up MSCI frontier index Africa lead the way with year to date as of 21st June with gains of 24.9% compared to Latin America with gains around 10.3%, 8% for central Europe while nearly 5.9% for Asian index. Currently Nigeria is the most attractive frontier market. Nigerian index is already up by around 34% this year. Oil rich Nigeria is projected to have growth rate of nearly 6.5%, it’s stocks are trading at 9 times the expected earnings of 2010. Further as soon as we here middle east , the first thing to strike us is oil but the funds concerning frontier markets are rather investing in companies related to infrastructure , telecom and other such sectors other than oil and gold. Argentina is another hope for the frontier market investors which itself is growing fast and may again get back status of emerging economy which was taken back from it last year, so the time is ripe to invest. One of the pointers where an investor needs to be careful when investing is to see that he/she does not go heavy on oil or gold; secondly, sensitivity of the fund to oil fluctuation; thirdly the country’s break down of the ETF and finally non-diversified fund status. Drawbacks While there are many arguments which are compelling enough to force you into investing in frontier markets but still some drawbacks are there. Firstly, more than emerging markets, frontier markets are more exposed to the political and macroeconomic risks. Secondly, investing in the frontier markets fall in the domain of thematic investing, so



once the investor sentiments changes, investment themes are subjected to very high risk of sharp corrections. Further, economic growth may take long term to reflect in the returns so it is necessary for the investors to invest only that money for which they want return in the long run. It would be naive for someone now to say that these funds won’t succeed over the long term. For example ING Russia’s 10-year annualized return of 20.4% (through June 24), which trounces the MSCI EAFE Index’s 0.5% return over that period and the diversified emerging-markets category average of 9.9%, indicates that investing in a costly fund that targets a once-obscure market wracked with political risk could, in fact, pay off. However, whether an investor should take the plunge into a frontier-markets fund, rather than simply relying on a well-constructed portfolio of proven, lower-cost funds with long-tenured managers, is another question. Needless to say, it takes not only hope, and in many cases a blind eye to expenses, to believe in the prospects for these funds, but to benefit you’d also need the fortitude to hang on during some scary headlines and nasty declines. Conclusion To conclude, broaden your horizon because it won’t be long before India and similar emerging economies will also start giving returns like that of USA and other developed nations, so try and cash onto the opportunities available in other markets, before it is too late or returns get dried up.



One of the pointers where an investor needs to be careful when investing is to see that he/she does not go heavy on oil or gold; secondly, sensitivity of the fund to oil fluctuation; thirdly the country’s break down of the ETF and finally non-diversified fund status.
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GOVERNANCE CHALLENGES IN INDIAN BUSINESS ENTERPRISES



Ankit Gupta the cost of capital for the company. Good disclosure practices lead to a more liquid market for the company. This lowers cost of debt for the company. Thus for CEOs of today, it has become quite essential to comply with principles of good corporate governance.



Liberalisation, competition, corruption, bankruptcies & corporate scams like those of Enron, WorldCom, Satyam, etc have brought Corporate Governance into limelight. In India, the concept is not new and has been there since Ram Rajya. Some of the latest developments include KM Birla Committee 1999, N Murthy Committee 2003, Amendments in Clause 49 Dec2005, & Voluntary Guidelines issued by Ministry of Corporate Affairs 2009.



One of the major problems with respect to applicability of regulations & recommendations are that they are restricted to listed entities only. This makes small & mid size companies to perform those activities which may be legal but are not ethical.



MAJOR CHALLENGES



Unlisted Corporate Not Covered



SIBM Pune



This article gives a detailed analysis of all the factors that need to be taken care of so that the corporate world can be made more ethical and responsible for its stakeholders. The government should take these new challenges into consideration and frame its policies accordingly.



Perspective



Governance concept is applicable to all entities not limited to business enterprises. Corporate Governance is defined by many in different ways. The essential pillars include disclosures; fair, equitable and transparent to stakeholders; commitment to values and ethical business framework, etc. In short it is the key for economic and social transformation.



Disclosure of Off Balance Sheet Transactions



There are many transactions which cannot be disclosed in the balance sheet or even if they can All these events have made be, then they cannot be put down in stakeholders realize the importance monetary terms. and urgency of good corporate govFor instance by creating Special ernance. People are concerned how companies are being managed; after Purpose Entities, companies transfer all it is the public money which is at financial assets involving transactions that have off Balance Sheet imstake in most of these companies. plications. Keeping certain financial Good corporate governance assets off the balance sheet firms makes for good business sense. It can increase their liquidity and also increases the confidence of sharecan obtain low-cost funding. As the holders in the company. This leads Accounting Standards AS-30, AS-31 to better stock prices. Research by A and AS-32, relating to measurement Hasan, (2009) has shown that good and disclosures of financial instrucorporate governance brings down ments, are waiting to be mandatory,



There are many transactions which cannot be disclosed in the balance sheet or even if they can be, then they cannot be put down in monetary terms. © FINANCE CLUB, INDIAN INSTITUTE OF MANAGEMENT SHILLONG
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firms can easily structure transactions using Special Purpose Entities.



tory regulation, but the ethical aspects of activity; which is difficult to report.



Also some information like exposure to subprime securities’ exact value cannot be ascertained. It can just be indicated, but then again then it is just indicative & not exact information.



For example, a cigarette manufacturing company like ITC may carry out its social tasks through e-Choupal but it is nothing if compared to the harm caused by its core product, cigarette.



Family Owned Enterprises



Commitment At All Levels



In India, majority of business enterprises are family owned. Though it has advantages for family members, it also has some limitations with respect to minority shareholders.



In a recent Supreme Court order, in case of the bounce on cheque, Managing Director of a company has to be held responsible. To a certain extent it is justified but it should not be limited to Managing Director. Each and every employee must be made aware of his duties & held responsible for the said task. After all it is not a one man army.



Perspective



First of all, there is minimum or no dilution of power. Ranging from Director to employees, one can notice the presence of family members in all significant positions. Secondly, quite often, especially during the early, start-up stages of the family business, the company and family relationships are not clearly distinguished. This is particularly true with respect to financial relations and accounts — the company’s and family’s assets are not legally separated. This causes problems in distinguishing company-owned assets, and how company owned assets can be used by the family as a shareholder.



Multiplicity of Regulations In India, there are many regulatory bodies like Company’s Act 1956, Securities Exchange Board of India (SEBI), Reserve Bank of India (RBI), Insurance Regulatory Development Authority (IRDA), etc. The main problem with all of them is that there is lack of co-ordination or there is over regulation (E.g. SEBI & IRDA dispute). Many a times there are two or more treatments for a similar event/transaction. This duplicity gives companies opportunity to run away from their mistakes & responsibilities.



Subjectivity It is critical for any company that the people they recruit believe in the company’s values and imbibe those values. Ideally, the interview process should be used to judge the cand i date’s emphasis on values, integrity, sincerity and transparency. But unfortunately in Asian countries, nepotism plays crucial role in recruitment. In majority cases the selection of a candidate for a job is on the basis of reference instead of his past performance & values.



Challenge of Existing Practices Some existing practices of corporate governance are faulty in themselves. Some of the common loopholes in the existing practices include: a. Failure by Board of Directors to understand the risk their firm is taking. b. Conflict of interest and lack of ‘independent’ (independently minded) Board members or senior executives. c. Corporate culture which does not encourage to



Corporate Social Responsibility & Sustainability raise questions Reporting Triple Bottom Line is gaining importance but still because of its Voluntary status, companies are not adopting it. Many companies especially small & mid sized ones cannot afford to do CSR from their minute profits. But the main problem is not manda-
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d. Problems in Whistle blowing – Whistleblowers may often be wrong in their accusations and their motives are not always pure. Their actions can disrupt a workplace, and may cause serious harm to individuals wrongly accused.
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come the challenges of governance in business enThis can be explained with an example of pub- terprises are: 1) Compliance costs which in the initial phase lic sector, in which many countries are underperforming (Especially airlines-Air India, British Airlines, seem to be huge, can prove to be investment in long China Air, etc). Of course it’s due to poor governance, run if appropriated at right time & suitable place. For example online AGM voting. some of which include:



Impediments Due to Sectoral Nature



2) Corporate Governance extends beyond cora. Political interference in the working manporate laws. Its objective is not mere fulfillment of agement & many a times in Board. b. Government as a shareholder have different legal requirements but ensuring commitment on risk, return appetite which are not same as retail or managing transparency for maximizing shareholder values. institutional investors. c. Last mentioned but most felt reason is corruption (Red Tapism).



Dependence on Independent Directors



This has much to do with the choice of directors and the skills that they bring to the board; the quality and quantity of financial, operational and strategic information sup4) Many a time proplied by the management to moters play with investors’ the board; management’s apmoney, gain from market & petite for independent evaluadisappear from country. Regtion and criticism of strategies ulators’ vigilance should be and performance. It depends made stricter and if anyone is on the extent to which promoters and management truly want healthy debate found guilty, he/she must be punished. and independent oversight and of course, how much Quality of governance depends upon compea company is willing to pay for the experience and tence and integrity of Directors, who have to diliskill sets of professional independent directors. gently oversee the management while adhering to Independent directors should maintain objec- impeachable ethical standards. Strengthened systivity and stand firm on some issues, although it is tems and enhanced transparency can only further a difficult task. They should also have the will and the ability. Implementing Corporate Governance courage to say no when things are not moving in the structures are Important but instilling the right culture – work culture is the Most Essential. After all, interest of the company and its stakeholders. well defined governance is just ‘Artificial Legal EnCONCLUSION tity’. There is no doubt that Corporate Governance, if implemented properly, has immense benefits for all stakeholders, majorly shareholders, management, employees, customers, and community at large.



Perspective



3) Directors should have integrity and independence of thought; the courage to express their independent thought; a grasp of the realities of business operations; an understanding of the changes taking place regionally, nationally and internationally; and an understanding of business and financial language.



Some of the ways which might help to over-



There is no doubt that Corporate Governance, if implemented properly, has immense benefits for all stakeholders.
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FINQ 1. Identify this famous personality (Hint: Turf war over ULIPs)



2. What does ARM stand for in financial parlance? 3. Established on May 15, 1878, it is the second largest stock exchange in the world by aggregate market capitalization of its listed companies, second only to the NYSE. Name it.



FinLounge



4. Aditya Birla Minacs recently acquired a UK based financial services provider in March in order to reach its target turnover of $1 billion. Name the company. 5. What is the deadline set by the Union Finance Ministry for the implementation of GST? 6. Both Sharpe Ratio and Treynor Ratio give a measure of risk-adjusted return. What is the difference between them? 7. An investor had originally purchased shares of XYZ for $27. Subsequently, she writes a call for a premium of 1.50. If, during the expiry date, XYZ shares are trading at $32 and the investor still manages to break even on her strategy, what must have been the exercise price on the calls involved? 8. Which was the last company to be added to the Dow Jones Industrial Average? 9. Two growing firms are identical except that firm A capitalizes whereas Firm B expenses costs for long-lived resources over time. For these two firms, how is firm A’s CFO and CFI affected as compared to firm B? All entries should be mailed at [email protected] by 10th August 2010 23:59 hours One lucky winner will receive cash prize of Rs. 500/--
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ANNOUNCEMENTS



ARTICLE OF THE MONTH The article of the month winner for July 2010 is Ankit Nagar of Schlumberger He receives a cash prize of Rs.1000/-



FinQ Winner



The FinQ Winner for the month June 2010 is Akshay Suhag of IIM Indore He receives a cash prize of Rs.500/CONGRATULATIONS!!
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