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Foreword

It gives me an immense pleasure to note that The Institute of Cost
Accountants of India in association with National Institute of Securities
Markets (NISM), an educational initiative of SEBI, has published the
collaborative issue of Research Bulletin, Vol. 41, No. I, April, 2015 on the
theme “The Capital Markets”. | believe that a glance through the pages of
this volume will definitely enrich the knowledge base of the readers.

The Indian capital market has undergone noteworthy changesin the last two
decades. It has become efficient through use of modern techniques and
proactive legislation. It has atftracted major global interest and has
managed fo set up confidence of both global and local investors. India
needs to set forth good Corporate Governance and infrasfructure tfo
provide the necessary boost to the corporate debt market and infroduce
innovative financial products, while ensuring the best interests of the
investorsin mind.

In this globalised world, organizations require professionals such as CMAs
who have specialized knowledge on business strategy and value creation.
The CMAs with their professional experfise can identify frends and
opportunities for improvement, analyze and manage market risks and
suggest suitable strategies for arrangement of funds to finance the
operations, further they can monitor and enforce compliances.

This research publication contains well researched arficles on a variety of
relevant issues of Capital Markefts like Financial Derivatives, Volatility Index,
Arbitrage, Stock Market, Commodity Market, etc. for researchers, acade-
micians and professionals.

| hope that the readers will be irrefutably contented reading this volume.

CMA (Dr.) A.S. Durga Prasad
President
The Institute of Cost Accountants of India






Message from the Director - NISM

The NISM academic team strives constantly towards addressing various
research questions in the domain of securities markets. Topics of research
are carefully chosen, especially those that are  contemporary in nature and
contextually relevant.

The efficiency of markets is a question of empirical testing. Akhlaque Ahmad
has performed several empirical tests on market prices based on NSE datain
the pre- and post-subprime crisis period. Latha Chari has conducted
research on valuation methods with respect to the pharmaceutical industry.
Pooja Rani's research is on the nascent developments in the Indian SME
sector. Sunder Ram Korivi's work on tax havens provides useful pointers
tfowards international capital flows. A second paper by him is on the
changing role of gold and how it is being increasingly viewed as an enabler
of financial inclusion rather than as an item of consumpftion or hoarding. The
highlight of all these papersis that, although they have been carried out over
the past one year, their findings bear a close relevance to recent policy
announcements.

NISM prides itself for policy oriented research as a part of its nation building
activities.

| am pleased that this special addition of the ICAI Research Bulletfin is an
outcome of a collaborative endeavour between national institutes. It is
hoped that this marks the beginning of longstanding cooperation between
ICAland NISM.

Sandip Ghose
Director

April 6, 2015






Editor’'s Note

Greetings!

Itis our pleasure to launch the current volume of the Research Bulletin, Vol.41,
No. I, April, 2015 issue, on the theme “The Capital Markets” which is a
collaborative publicatfion in association with National Institute of Securities
Markets (NISM), an educational initiative of SEBI. We have published articles
on the blazing issues of Capital Market like Financial Derivatives, Volatility
Index, Arbitrage, Stock Market, Commodity Market, etc. Capital market
enhances production and productivity in the national economy. Thus our
aim is fo uphold constructive role of the Capital market in the overall socio-
economic development of the Nation.

The 'Research Bulletin' will now be a quarterly publication, to match with the
infernational standard. We look forward to constructive feedback from our
readers on the articles and overall development of the Research Bulletin.
Please send your mails at research.bulletin@icmai.in. We thank all the
conftributors andreviewers of thisimportantissue and hope ourreaders enjoy
the arficles.

CMA (Dr.) Debaprosanna Nandy

Director (Research & Journal)

The Institute of Cost Accountants of India
rnj.dpnandy@icmai.in






Editorial Board

Prof. Amit Kr. Mallick
Ex- Vice Chancellor, Burdwan University

Dr. Asish K. Bhattacharyya
Adpvisor, Advanced Studies, The Institute of Cost Accountants of India

Dr. Ashoke Ranjan Thakur
Vice Chancellor, Techno India University, West Bengall

Dr. Bappaditya Mukherjee
Managing Editor, Journal of Emerging Market Finance, Delhi

Dr. Dilip Kr. Datta
Director, Sayantan Consultants Pvt. Ltd., Kolkata

Dr. Malavika Deo
Professor, Department of Commerce, Pondicherry Central University,
Puducherry

Dr. Nagaraju Gotla
Associate Professor, National Institute of Bank Management, Pune

Dr. P.K.Jain
Professor, Department of Management Studies, IIT Delhi

Dr. Sankarshan Basu
Associate Professor, IM-Bangalore

Dr. Sreehari Chava
Director, Santiniketan Business School, Nagpur

Shri v.S8.Datey
Expert on Corporate Laws & Taxation, Nashik

Editor : CMA(Dr.)Debaprosanna Nandy
Director (Research & Journal)

Joint Editor : CMA(Dr.)Sumita Chakraborty
Jt. Director (Research)






Our Contributors in this Issue

Mr. Akhlaque Ahmad

Lecturer, National Institute of Securities of Markets (NISM),NISM Bhavan, New
Mumbai

akhlaque.ahmad®@nism.ac.in

Ms. Amita Bhardwaj
Research Associate, [TM Institute for Financial Markets, Navi Mumbai.

Shri Ankit Goyal

Intern, Natfional Commodity & Derivatives Exchange Limited (NCDEX),
Mumbai

pgp 14070.ankit@iimraipur.ac.in

Prof. Chanchal Chatterjee
Assistant Professor of Finance, International Management Institute, Kolkata
cchatterjee.finance@gmail.com

Dr.D. B. Bharati

Director, Rajgad Institute of Management Research and Development,
Pune

drdbbharati@gmail.com

Prof. Debdas Rakshit
Professor, Department of Commerce, Burdwan University, Burdwan
debdas_rakshit@yahoo.co.in

ShriDebojyotiDas
DoctoralResearch Scholar, Indian Institute of Management, Raipur
debojyoti.fom2014@iimraipur.ac.in

Prof. Gholam Syedain Khan

Assistant Professor, Department of Commerce, St. Xavier's College
(Autonomous) Kolkata

syedainll@gmail.com

Ms. Hema Prakash Gwalani

Associate Member, ICAI, Presently pursuing Ph. D., Savitribai Phule Pune
University, Pune

hemapgwalani@gmail.com



Our Contributors in this Issue

Shri H Phani Raju
IRS
hphani@gmail.com

Prof. Imlak Shaikh

Assistant Professor, Department of Management, Birla Institute of
Technology & Science, BITS Pilani, Rajasthan

imlak786@gmail.com

Dr. Kajal Gandhi

Assistant Professor& H.O.D., Department of Commerce, Shri Shikshayatan
College, Kolkata

gandhikajal@yahoo.com

Dr. Latha S Chari
Professor, National Institute of Securities Market, New Mumbai
latha.chari@nism.ac.in

Dr. Parimal Kr. Sen

Associate Professor (WBES), Goenka College of Commerce and Business
Administration, Kolkata

parimalsen123@gmail.com

Prof. Paromita Dutta

Assistant Professor, Department of Commerce (Evening), St. Xavier's College
(Autonomous) Kolkata

paromitasxc@yahoo.in

Ms. Pooja Rani
PG student, NISM (National Institute of Securities Markets)
pooja-pgpsm-2014@nism.ac.in

Ms. Sadaf Anwar

Research Scholar, Department of Management Studies, Indian Institute of
Technology, New Delhi, India

sadafanwar25@gmail.com

Dr. Sankarshan Basu

Professor (Finance and Control), Indian Institute of Management, Bangalore,
Bannerghatta Road, Bangalore

sankarshanb@iimb.ernet.in



Our Contributors in this Issue

Dr. Shveta Singh

Associate Professor, Department of Management Studies, Indian Institute of
Technology, New Delhi

shvetasingh@dms.iitd.ac.in

Ms. Sharmistha Ghosh

Assistant Professor, Department Of Commerce, Shri Shikshayatan College,
Kolkata

sghosh.2008@yahoo.in

CMA Dr. Shilpa Parkhi
Associate Professor, Symbiosis Institute of Operations Management, Nashik
dr.shilpa.parkhi@gmail.com

Prof. Sunder Ram Korivi
Professor and Dean, National Institute of Securities Markets, Navi Mumbai
sunder.korivi@niosm.ac.in

CMA Dr. Swapan Sarkar
Assistant Professor, Harimohan Ghose College, Garden Reach, Kolkata
swapansarkar22@gmail.com

Ms. Trupti Bhosale
PhD scholar, Symbiosis International University, Pune
frupti.bhosale @ssbf.edu.in

Prof. Vrishali N. Bhat
Assistant Professor, T. A. Pai Management Institute, Manipal
vrishali@tapmi.edu.in






Contents

An Analysis of the Performance of Sectoral Indices
with Relation to BSE SENSEX
Sharmistha Ghosh

An Empirical Study on Impact of Political Events on
Stock Market: Evidence From Recent Trends In India
Parimal Kr. Sen, Debojyoti Das, Ankit Goyal

Ascertaining the Best Multiple to Value Pharmaceutical
Company Stocks — An empirical study
Latha S Chari, Amita Bhardwaj

Cash Dividend Announcements in India:
Evidence from Finance Managers
Sadaf Anwar, Shveta Singh

Effectiveness of Derivatives Regulation in India
H Phani Raju, Sankarshan Basu

Effect of Return and Voldatility Calculation on Option
Pricing: An Analysis Using BANKNIFTY
Akhlague Ahmad

Emerging frends in Capital Market - Resource Mobilization
from Initial Public Offerings to Corporate Bonds
Shilpa Parkhi, Hema Prakash Gwalani, D. B. Bharafi

Evolving Role of Gold in the Indian Financial System:
Recent Evidence
Trupti Bhosale, Sunder Ram Korivi

Good Havens! Tax-Arbitrage and the Indian Experience
Sunder Ram Korivi

Market Response to Share Buyback Announcements
in the Bombay Stock Exchange
Chanchal Chatterjee, Debdas Rakshit, Paromita Dutta

17

29

43

67

83

103

111

127

155

167



Contents

Modeling Risk and Return across Indian Stock Market -
An Empirical Study on Bombay Stock Exchange and
National Stock Exchange

Swapan Sarkar

On the relationship between Implied Volatility Index
and Realized Return Volatility
Imlak Shaikh

Private Placements in the Indian Capital Market -
with reference to the Companies Act, 2013
Gholam Syedain Khan

Regulation and Corporate Finance - Case of FCCB
issuances by Indian Firms
Vrishali N. Bhat

Retail Investors Participation in Indian Stock Market-
A Survey of Selected Cities in India
Kajal Gandhi

Strengthening the Backbone of Indian Economy:
SME Exchange in India, a Global Comparative Study
Pooja Rani

207

225

237

247

263

279



ESEARCH BULLETIN

An Analysis of the Performance of Sectoral
Indices with Relation to BSE SENSEX

Abstract:

A country's capital market has a
great significance with respect to its
economic growth. Investing in the
equity market has always been a
matter of concern for the individual
investors. SENSEX, better known as
the barometer of the country's
economy fluctuates with every
change in the situations around the
country and the globe. The
changes in different sectoralindices
also have animpact on the change
in overall market index as well. In this
respect the present paper aims at
finding the relation between the
sectoral indices with respect to BSE
Sensex during the bearish period
(2008-2009) and the bullish period
(2010-2014). Correlation analysis
and Regression analysis of the
sectoral indices with the BSE Sensex
have been attempted to assess the
relative significance of each sector
with respect to overallmarket index.
Finally, it is observed that the IT, PSU
and Realty sectors showed a
negative correlation with the BSE
Sensex both during the Bearish
phase and the Bullish phase.

Key Words:

BSE Sensex, Correlation, Regression,
Small Cap, Mid Cap.

Sharmistha Ghosh

Infroduction

i Stock market of every country is a
i significant indicator of economic
i growth. With liberalisation and opening
i up of the stock markets, a great amount
: of effort have been put in to organise
i and sftrengthen the securities market in
i order to make it more appealing for the
tinvestors. Understanding the mechao-
i nism and dynamics of the stock market
has always been a matter of great
i importance for the traders especially
i the investors. The sector-based index is
i designed to provide a single value for
i the aggregate performance of a
i number of companies representing a
i group of related industries or within a
i sector of the economy. The index is
i based on a statistical compilation of the
share prices of a number of representa-
i five stocks.

During the recessionary phase of 2008
i the stock markets all over the world
Ehoppened fo get more or less some
i effect on their performance. The
i different industrial sectors were affected
:in some way or the other by the eco-
i nomic crisis. As per different eminent
i economists, the Indian stock market was
: not much hit by the crisis.
i indices acted as convenient measures
i fo guage the relation and direction of
i the different sectoral indices with the
i overall market index. This in turn may
have happened to be of help to the

The market

Volume 41, No. I, April 2015
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layman investors. With this aim, a brief
review of literature has been attempted
inthe next section.

Literature Review

The study related to the sectoral return
have been an area of interest for most
of the researchers although not much
work have been done during the period
under study. Demirer and Lien (2005)
worked on the understanding of the
correlation between the different
sectors related with market movement
in either direction. The study finds that
the sectoral correlation is higher in the
upside movement market. Only the
finance sector had the strong correlo-
fion in the downside market in the
context of China market. Meric, Ratner,
& Meric (2008) found that the global
diversification in the bull market of same
sector is better than diversification in an
individual market with different sectors.
Especially in the bear market all sectors
in the local market are correlated and
hence global diversification would
provide a befterreturns. Wang, Kutan, &
Yang (2005) authors have worked with

markets. The authors found that there is
higher dependence of sftock
exchanges on each other for the

been found that there was constant

main stock indexes:

Volume 41, No. I, April 2015

i Athens Stock Exchange" by Patra &
i Poshakwale (2008), it was found that
i there has been lower relation in the
i sectoral returns in the long run. However
i there was significant impact of the
i banking sector on the other sector
i indices return and variance. Kallberg &
Pasquariello (2008) authors have done
i analysis on the 81 sectoral indices of the
: US market and had found there has
i been large correlation between the
i excess movements
i indices. That is there is significant impact
i between each other in the movement.
i However there is weak asymmetric that
iis all indices were significant in move-
i ment in a single direction. US monetary
i and
i correlation where as short term interest
‘rates
i correlation for the sectoral
i square correlations.
i (2011) explained the liquidity of the
i sectoralindices and marketindexon the
Ebosis of price returns by calculafing
i market efficiency coefficient. The paper
i find that the sensex retumns can be
i explained with the help of selected
: sectoralindexreturns.

the information of the Chinese stock

i Taking all these factors intfo consider-
ation, the present study aims to fulfill the
i following vacuum.

information. At the same time it has also

: Objectives

reflection on the prices of one sector
depending on the information of the
other sector. Industry sector is found to
be most integrated with the impact on
each other due to the information flow
and the finance sector could stay alone
or indifferent to the other sectors !
information. In a study fitled "Long run
and Short run relationship between the
Evidence from

in the sectoral

real situations had a positive
had generated a negative
excess
Kumar & Singh

e To assess the correlation between
the different sectoral indices with the
BSE Sensex over the bearish phase
(2008-2009) and the bullish phase
(2010-2014).

e To predict how far the sectoral
indices reflect change in the Sensex
during the bear (2008-2009) and bull



(2010-2014) phase.

e To assess the correlation between
the Midcap and the Small Cap
stocks with the marketindex.

e To analyse which sectoral indices
affect the Sensex significantly from
the regression analysis of different
sectoralindices.

Hypothesis

e All the BSE sectoral indices have
strong influence on market return or
BSE Sensex during both the Bullish
(2008-2009) and Bearish (2010-2014)
phases.

Methodology

Type and Source of data

Secondary data on monthly sectoral
indices and market index have been
collected from the official website of
BSE.

Period of study

The study is conducted for a period of 6
years from Jan 1, 2008 to Dec 31, 2014.
The period 2008-2009 is considered as
the bear phase when the stock market
was hit by the global meltdown. The
period 2010-2014 is considered as the
the state ofrecovery.

Tools used

Correlation Coefficient and Regression

above mentioned objectives using SPSS
Software.

i Table 1
i calculated values of correlation
i coefficient during the bear phase (2008-
£ 2009) for all the indices are positive. This
i suggests that during the bear phase all
i the sectoral stocks moved in tandem
i with Sensex and all the sectoral indices
i also showed a positive correlation with
each other during this period.

ESEARCH BULLETIN

: Analysis And Findings

clearly indicates that the

i Table 2 shows the correlation between
i the Sensex and Midcap and Small Cap
iindices which suggests there was
i significant  relationship  among them
: during the bearish phase.

i Table 3 shows the correlation between
i the sectoral indices and BSE Sensex
i during the bullish market (2010-2014). It
i shows all the sectoral indices have a
i positive relationship with the Sensex
i except Metal,
Eolfhough not very significantly but fo
i some extent obviously. The Auto sectoris
i positively correlated with every other
i sector except Metal, Power, PSU and
i Realty. There is an inverse relationship of
i the Bankex sector with Metal, Power and
Realty whereas the capital goods sector
i is inversely related with only the FMCG
i sector. Metal, Power, PSU and Reallty are
i again negatively correlated with the
: FMCG sector. Metal stocks are mostly
negatively correlated with the other
bull phase when the economy was in i sectoralindices apart from a few sectors
i like Capital goods, Oil & Gas, Power,
i PSU, and Realty. On the other hand the
i Realty sector although inversely related
ito Sensex but significantly correlated
: with the Power and PSU sector.

Analysis was done in order to fulfill the

: Table 4 shows the correlation between
i the midcap stocks and the small cap

Power and Realty,

Volume 41, No. I, April 2015
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Table: 2 .
Correlations
MID CAP | SMALL CAP| SENSEX
MID CAP Pearson Correlation 1 .995*% .976*
Sig. (2-tailed) .000 .000
N 24 24 24
SMALL CAP Pearson Correlation .995* 1 .956*
Sig. (2-tailed) .000 .000
N 24 24 24
SENSEX Pearson Correlation .976*" .956* 1
Sig. (2-tailed) .000 .000
N 24 24 24

**. Correlation is significant at the 0.01 level (2-tailed).

stocks wherefrom it is clear that the

greater extent than the small cap stocks
with the Sensex during the bullish phase.

Table 5 provides the information of the
regression model and the explained
ability. An R2 of 1 indicates that the
regression line perfectly fits the data
and coefficients of the independent
variable in the regression equation can
be considered for further analysis.
Durbin watson value of 2.717 shows
negative serial correlation and no auto
correlation in the data. Table é below
provides the coefficients of the each
sectoral indices return and their signifi-
cance of impact upon the market
return. It can be observed that Con-
sumer Durables, Healthcare, IT, PSU and

which can be interpreted as the reverse
earners fo the Sensex returns. Bank
Index, Capital Goods, FMCG, Oil & gas
and Teck provides a major conftribution
to Sensexreturns during the period 2008-
2009. This also becomes clearer with the
coefficient of beta values and the p-
value of these sectors which reflects the

i same information.

midcap stocks are correlated to a i

i Table 7 shows the information of the
i regression model and the explained
: ability during the bullish phase (2010~
: 2014). An R2 of .999 indicates that the
model explains almost all the variability
i of the response data around its mean.
i The Durbin Watson value (1.653) shows
positive serial correlation between the
i sectoral return and the market return
i during this period. Table 8 shows IT, PSU
i and Realty have a negative coefficient
i and may be interpreted as the reverse
i earners to Sensex returns. Auto, Bank
Index,
i Healthcare (fo some extent), Metal, Oil
& gas and Teck are major contributors to
i the market (Sensex) return as reflected
i by the p-valuesin the analysis.

Realty have a negative coefficient i

i Hence, it is seen that the Null Hypothesis
i getfsrejected and all the sectoralindices
i do not influence Sensex in the same
i manner during both the Bull and Bear
i phases of the market. IT, PSU and Realty
stocks have negligible influence on the
i market refurn in both the periods under
: studly.

Capital Goods, FMCG,

Volume 41, No. I, April 2015
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Table: 6

Coefficient Of Regression Analysis Of Stock Market Return With Bse Sensex As
Dependent Variable And 13 Sectoral Indices As Independent Variables (2008-
2009)

Unstandardized | Standardized
Coefficients Coefficients
Std.
Model B Error Beta t Sig.
1 (Constant) -

187.584 | 494.643 -0.379 0.712
Auto 0.129 0.114 0.062| 1.132 0.284
Bankex 0.325 0.062 0.215| 5.262 0
Capital
Goods 0.135 0.055 0.143 | 2.463 0.034
CONSUMER
DURABLES

-0.059 0.181 -0.02 | -0.329 0.749
FMCG 0.667 0.215 0.065| 3.105 0.011
Health
Care -0.082 0.163 -0.018 | -0.502 0.627
IT -0.11 0.308 -0.032 | -0.356 0.729
Metal 0.056 0.037 0.08| 1.522 0.159
Ol & Gos 038| 0059 0222 | 6.446 0
Power 0.442 0.47 0.093 0.94 0.369
PSU -0.044 0.137 -0.022 | -0.323 0.753
Realty -0.023 0.067 -0.018 -0.34 0.741
Teck 1.548 0.406 0.288| 3.814 0.003
Conclusion i and Smalll cap stocks showed significant

The study aftempted to understand the
movement of sectoral returns with
relation fo Sensex during the two phases
of the market and to find out if any
common relation existed during these
two bearish and bullish period. From the
correlation analysis it may be con-

cluded that during the period of global
 relationship with the market. Among the
i Midcap and small cap stocks, Midcap
stocks showed a greater degree of
i correlation with the market rather than
the Small Cap stocks.

meltdown all the sectoral stocks
reflected a positive correlation with the
Sensex interpreting that it was difficult to
diversify across sectors during the period
of 2008-2009. Similarly, both the Midcap

Volume 41, No. I, April 2015

i positive relation with the market index
i making it difficult for investors to take
i investment decisions. During the bullish
i phase, after the market recovered,
i there was a reverse scenario. Although
i most of the sectoral indices reflected
i positive relation with the Sensex but
i some of the important sectors like Metal,

Power and Realty showed an inverse
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i From the Regression analysis of stock

2 i market return with BSE Sensex as
¢ 5|8 dependent variable and 13 sectoral
€2 i indices as independent variables in the
as i bearish period, it may be concluded

i that Consumer Durables, Healthcare, IT,
S|s PSU and Realty were reverse earners to
E e : Sensex while rest of the sectors espe-
o : cially the Bank Index and Oil & Gas
= i sector had been good predictors of the
2] i market. During the bullish period IT, PSU
© i and Realty continued to act as reverse
~ i earners to Sensex while most of the other
g| ® i sectors showed a positive correlation

2 : with the marketindex.

= » :

g sl i The study shows that during the same
gl ° i period there may be significant differ-
S i ence between the different sectors'
52 : contribution towards final Sensex returns.
o s § It also depicts that the contribution of IT,
S ol : PSU and Reallty stocks fo Sensex return is
£ i not significant during any phase of the
@ £e § : market. The different phases of the study
3 5 i has pointed out that IT, PSU and Realty
s 25 stocks may be given priority for invest-

i ment when the overall Sensex return is
i showing a down frend and caution
i should be exercised before investing in
i the stocks of these sectors. Hence, for
: the layman investors, this may be a good
i indicator to primarily take decision and

Iy

Std. Error of
the Estimate

a. Predictors: (Constant), TECK, PSU, CONSUMER DURABLES, REALTY, OIL & GAS, METAL, BANKEX, CAPITAL GOODS, HEALTH CARE, FMCG,

Regression Analysis Of Stock Market Returns With Bse Sensex As Dependent Variable And 13 Sectoral Indices As

T O |D : . . .

T 233 t also to take risk as per their capacity

§ 23 i based on correlation coefficients of the

S <o < i sectoral returns with the market (Sensex)

o o o w : returns.

S s3le 2

«»n = | . u P o

o A " : Limitations

2 “| |5=%

kS B i § i e The time period of the study is limited

> S % = to 7 yearsonly.

€ “l7ls= 3 .

[T ;< : . .

'g g § i e Other estimators of statfistics may
™ 9 3 <o have provided with a more detailed
2 0 S - view of the situation.

o 2
........ B o 4
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Table :8

Coefficient Of Regression Analysis Of Stock Market Return With Bse Sensex As
Dependent Variable And 13 Sectoral Indices As Independent Variables (2010 -

2014)
Unstandardized Standardized
Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant)
86.516 | 426916 0.203 0.84

Auto 0.15 0.036 0.138 4.141 0
Bankex 0.284 0.03 0.238 9.555 0
Capital
Goods 0.094 0.028 0.076 3.361 0.002
Consumer
Durables 0.05 0.039 0.021 1.283 0.206
FMCG 0.554 0.068 0.273 8.195 0
Health Care

0.091 0.045 0.075 2.027 0.048
IT -0.103 0.136 -0.056 -0.752 0.456
Metal 0.129 0.021 0.122 6.037 0
Oil & Gas

0.458 0.046 0.149 9.882 0
Power 0.212 0.273 0.036 0.777 0.441
PSU -0.118 0.102 -0.049 -1.156 0.254
Realty -0.076 0.077 -0.017 -0.992 0.326
Teck 1.182 0.271 0.319 4.365 0
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An Empirical Study on Impact of Political
Events on Stock Market: Evidence from

Recent Trends in India

Abstract:

The present study attempts to
examine and validate the impact
on stock markets due to political
events such as change in govern-
ment and/or socio-economic
policies. The study has been done
by bifurcating data (CNX Nifty
Index) info two phases (i.e., Pre and
Post Election Phases) and compar-
ing it on Year-on-Year (YOY) basis.
The various statfistical techniques
are applied to analyze the dataset
and fo refine data to information.
The results show that the investors
have more reacted out of rational
expectation of anticipated
economic drive. The indices show
that market has reacted fo almost
every new piece of information;
however some seasonal anomalies
remain the exception. It is evident
from the results obtained that the
market behaves fo some extent in
compliance with semi-strong form
efficient arguments.

Key Words:

Efficient Market Hypothesis,
Rational Expectation, Stock Indices,
CNX Nifty.

Parimal Kr. Sen
Debojyoti Das

Ankit Goyal

Infroduction

i The impact of information dissemination
on asset prices is one of the extensively
i researched areas in the domain of
i economics and finance. The earlier
i studies had concluded thatin general, a
inew piece of information
i Macroeconomic,
i specific) has legible impact on prices of
i financial securities in the stock market.
{ The majority of the studies have been
i conducted in this respect in the devel-
i oped economies however the status of
i the emerging economies is yet to be
i recognized and validated. Recently in
i India there has been a change in
Egovemment with due expectation of
i opening up of various prospective
i avenues for overall economic growth.
i Favorable policies for industrial and
i export operations which in turn would
i result in higher profitability of individual
i economic units leading to all round
i development was anticipated. Thus the
i Indian equity market based on theories
Eond previous empirical tests was also
i supposed to soar. Thus this study is
i undertaken to document the changes

(Political,
Industry or Firm-

Volume 41, No. I, April 2015
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in stock price movements due to
change in Government and check
whether the rational expectation has |
been reflected on the asset prices in
i Where,

stock market.

An efficient equity market is sine qua
non for capital formation with acceler-
ated velocity, or else the pace of

abundant literature of economics and
finance market efficiency hasbeen one
of the pondered domains. The Efficient
Market Hypothesis (EMH) is a prime
theory of neoclassical school of finance.
EMH advocates that markets are
informational efficient.
efficient market the current prices of

able information instantly (Fama 1970).
Such markets will not yield abnormal
returns for a longer period. Market will

reach equilibrium.

Theoretical Underpinnings

The efficient market argument is |
grounded on rational expectation
theory which emphasizes that "expec-
tations are an optimal forecast that uses
all available information, and they do
not differ systematically from the market
equilibrium results". The theory further
assumes that the agent's prediction
about the future value of economically
germane variable is not wrongin that all :
errors occurred are at random. It says
that the forecasts would deviate from
the expected outcomes only when
there is an 'information shock' caused
by informational myopia at the time i
when fhe expeeifogi?ewshseforrreqji. I;’; % Semi-Strong Form Efficiency: This form
predicted to equal its rafional expecta-

other words,

fion:

Volume 41, No. I, April 2015

RER* e, (Eq.1)
EIRT =R v, (Eq.2)

{ R* is the rational expectation and O is
i random error term, expected value of
: whichis 0 andindependent of R*.
growth would be sluggish. Hence, in the

The ratfional expectation theory was the
i result of perceived shortcomings of the
: adaptive expectations theory, which
propose that expectation of the future
i value of an economic variable is based
i onits past values.

In information !

i Forms of Market Efficiency

securities reflect the all forms of avail-

i The form of efficiency is bifurcated in
i three broad categories based on the
: information availability. They are:

adapt to the new information and will

i & Weak Form Efficiency: This form of

efficiency is believed to have the
information restricted to historical
data of economic variables or
sequence of returns. Thus the
information set represented by §,,
reflects the past information alone. It
is mathematically expressed as:

V(). RoR) =00, (Eq.3)

Where R, is stock returns for time t, =,
represents excess or abnormal
component and vy is the equilibrium
returns. The information if immedi-
ately captivated in current returns,
the abnormalreturns will be deterred
out.

of efficiency includes all publicly
available information in addition to



the sequence of past returns. The
publicly available information is
referred to the macroeconomic
determinants, company perfor-
mance, favorable government
policy and other intrinsic factors. Let
A be the publicly available informa-

rewritten as:

W (T e, Rig Ry A ) = O (Eq. 4)

o,

% Strong Form Efficiency: In the present

available information some private
or monopolistic information is also
available in the information set. If the

then the equation becomes as:

v (m].... R R A E1) =0, (Eq. 5)

listic information would fail to estimate
the market with high accuracy. On the
other hand there are legal restrictions to
make use or frade on private informa-

stfrong-form efficiency is practically
impossible.

Review of Literature

As stated earlier that EMH is one of the
rigorously researched areas. In the
developed economies scholars have
taken care of manifold aspects in the
stock market. However studies concern-

handful.
previous studies relevant to the present
study isrepresented as follows:

Mahmood, Irfan, Igbal, Kamran and ljaz
(2014) examined Karachi Stock

ESEARCH BULLETIN

i Exchange 100 (KSE-100 index) over a
i fime horizon of five years and con-
i cluded that negative abnormal returns
i were associated with political events.
i Also, it was found that taking different
i ime frames produced different abnor-
i malreturns due to accumulation effect.
tion set. Then the equation can be

: Gul, Khan, Saif, Rehman and Roohullah
i (2013) studied the impact on stock
Eprices due to various events such as
i political, natural calamities and terror-
i ism. They employed paired sample t-test
case along with past and publicly  statfistics on some randomly selected
i companies from banking and insurance
isectors and found that their prices
: behaved negatively with the outbreak
private information is denoted as & : of some national orinternationalevent.
EPosTor and Veronesi (2012) explained
i that government shapes the sentiments
: of the businessman in an economy. The
i change in policies by the government
The theory assumes that eéven monopo- i affects domestic stock prices volatility.
: On average, stock market return are
i positive at the announcements of policy
decisions without the certainty of policy
fion. Thus, if the insider tfrading laws exists ﬁgggﬁ\?ebu(’;;rhfhs;o%knnr?glzii’ferem’r;;r}ss o;ef
i policy changes. The study was done with
: reference to United States.

i Khalid and Rajaguru (2010) used Markov
: Switching process to show the impact of
i domestic andinternational events/news
on the domestic financial market. They
i also found through the study that weak
i short-term linkages were observed in the
: market but no long-term causal relation-

ing the emerging economies are : ship was noticed.

Thus a brief review of the :

i Dangol(2008) explained the effect of
i political good-news on the domestic
i stock market in Nepal. The study
Ereveoled that good-news (bad-news)
i announcements lead to the generation

Volume 41, No. I, April 2015
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of positive (negative) abnormalreturns.

Vuchelen (2003) analyzed Brussels Stock
Exchange, Belgium and explained that
efficient stock markets react to news.

spread of news about future economic
decision by aninvestor.

Zach (2003) presented data with the
conclusion that political events/news
do affect the share price volatility. It was

stocks that were cross-listed (same stock
listed in domestic and foreign
exchange) had shown similar behavior
(more volatile)
listed in foreign exchange exhibited a
different behavior (less volatile) afterthe
outbreak of particular domestic
polificalnews.

Kim and Mei (2001) employed GARCH-

political announcements on the market
return and volatility in Hong Kong stock
markets. It explained that unexpected
return jumps are a function of political
news and that the impact is largely
asymmetric in that bad news is
observed leading to greater volatility
than good news.

Rationale of the Present Study

Many studies have been done on
verifying the EMH in developed or
emerging markets but very fewer
studies are being conducted fto
capture the effect of government
change in stock price movement. While
most of these concluded with the
existence of weak-form of efficiency in
these markets, particularly developed
one butf some of these pointed fowards

Volume 41, No. I, April 2015

i the existence of inefficiencies in the
i emerging markets. In addition to that
inot many studies on government
i change effect on stock prices are
i undertakeninIndia.

Political events like elections led to the i

: Premise and Objective of the Study
policies which led to the more informed

i Based on opinion polls and manifestos it
i was anficipated that the change in
i Government in the General Election
i 2014 will open up business opportunities
i followed by an economic boost up.

also established through the study that

:* This led to a rational expectation of
Eoccelerofed growth momentum. Thus
i the study is conducted with a view to:
but domestic stocks

i - Analyze and understand whether there
i have been significant variations in the
i stock market in India after the change of
: Government.

: Data and Methodology

jump process to examine the effects of :

i The study is based upon the daily
: historicalindices data of CNX Nifty Index.
i The study is of comparatfive nature
i which separately studies two phases in
Year-on-Year (YOY) basis i.e. from 16th
i May 2013 to 28th February 2014 (Pre-
! Election Phase) and 16th May 2014 to
i 28th February 2015
i Phase). [The result of General Election
: 2015 was declared on 16th May 2014].
i The datais collected from the website of
{ Natfional Stock Exchange (NSE) and
i analyzed using statistical techniques
i such as movement of stock price indices
i for diagrammatic representation and to
fvisually compare the movements.
i Logarithmic returns were chosen to
calculate stock returns over simple
i returns to spread out the values of the
i fime series. To facilitate comparability
Esmoofhing techniques such as EWMA

(Post-Election



and WMA were used. Descripfive
statistics to understand the nature and
normality of data were used. Further to
variance (ANOVA) has been used. All
MS-Excel application.

Hypothesis of the Study

The following s the Null Hypothesis:

Figure 1 (Pre-Election Phase)

ESEARCH BULLETIN

i Hy: There is no significant variation in the
: market close index of CNX Nifty in the Pre
i and Post-Election Phase.

validate the hypothesis analysis of

: Analysis and Interpretation of Results
stafistical operations are carried out in

: Movement of Indices

The daily movement of stock indices has
been captured as presented below:
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Figure 2 (Post-Election Phase)
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The above figures exhibit an obvious
frend of market which complies with the
market expectation. Inthe pre-election
phase the stock indices were hovering
around 6,000 to 6,500 range. Further it
also has some downturn fluctuations
during August-September2013.

In the post-election phase markets
exhibited bullish frend. It was nearly
tfouching the 9,000 range. Various
initiatives taken to
business segment and push of flagship

expected to have rapid growth impact
on industry could be the underlying
reasons. Further the announcement of
corporate rate tax cut by 5% in the
Union Budget 2015 on 28th February was

Figure 3 (Pre-Election Phase)

ione of the key reasons for the high
i closing index of 8901.85 points. Thus from
the elementary technical analysis it can
i be inferred that there have been some
{ improvementsin the Indian stock market
in this phase which is further subjected to
i empirical testing. However the fraces of
i seasonal anomalies such as January
{ Effect has been witnessed but then
i there was no major fluctuations or dip in
i the market.

incentivize the :

i Stock Returns
programmes like 'Make in India’ which is
i To calculate the stock returns logarith-
Emic returns were chosen over simple
i returns to spread out the values of the
i time series as the simple return by
i definition cannot be lower than minus 1.

% Returns
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Data Source: NSE and Author's Calculation and Compilation of Data
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Figure 4 (Post-Election Phase)
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Table 1 Normal Distribution VAR:

Pre-Election

Post-Election

Phase Phase
Mean Returns 0.008687658 0.109720992
SD of Returns 1.191612534 0.838368483
VAR VAR
Bottom 10% -1.51842525 -0.964691451
Bottom 5% -1.95134054 -1.269272449
Historical VAR
n 198 193
Bottom 10% 19.8th Return 19.3th Return
Bottom 20" Return -1.375056086 -1.009804464
Bottom 19" Return -1.395215102 -1.060610029
Bottom 19.8" Return -1.379087889 -1.045368359
Bottom 5% 9.9th Return 9.65th Return
Bottom 10" Return -2.043471714 -1.419191803
Bottom 9™ Return -2.056055321 -1.43940039
Bottom 9.9" Return -2.044730075 -1.426264808

Source: Author's Calculation
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The figure 3 and 4 can be interpreted
fromtable 1.

It shows that the mean return has
improved by a remarkable margin i.e.
from 0.86% to 10.97% which is a great
leap coupled up with a fall in standard

Figure 5 (Pre-Election Phase)

i deviations of return from 1.19 to 0.83.
i Furthermore the historical variances
i have also somewhat declined. Hence
i the volatility of returns is insulated to
isome margin. Thus the post election
i phase can be considered to be a
i relatively favorable market condition.

250

200

150
100

50
0

I

5087

—EWMA

|

3
%

-150

-200

Data Source: NSE and Author's Calculation and Compilation of Data

Figure 6 (Post-Election Phase)
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Data Source: NSE and Author's Calculation and Compilation of Data

In figure 5 and 6 above weekly
Weighted Moving Average (WMA) and
Exponential Weighted Moving Average

i moves slowly (unlike returns), but it is
more sensitive to negative returns than it
i isto apositive return market.

(EWMA) is plofted to demonstrate the

variation of mean and volatility over
fime. The volatility (proxy by EMWA)

Volume 41, No. I, April 2015

i Here, in this case it is clearly visible that in
the pre-election period the EWMA is
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i subjected to more variance as com-
i pared to the post-election phase. Thus it
i can be inferred that the returns in the
i post-election phase were comparo-
: fively stable.

SIG?
0.011378 | FALSE

FALSE

TRUE

0.000209
0.031414

i The first part of the table shows the
i descriptive statistics, the second part
i shows the test of significance for mean,
i skewness and excess kurtosis. The level of
 significance is 0.05 or 5% as highlighted:;
i the third part shows the significance test
i for white-noise, normality and ARCH
: effect.

p-value

{In the pre-election phase the signifi-
cance tests for mean interpreted by p-
i value suggest that mean is not statisti-
: cally different from zero. The skewness
fest suggests that the data is not signifi-
cantly skewed. Excess-Kurtosis test found
to be frue in this case which means the
return distribution has fafter or thinner
tails than the tails of normal distribution.

White-noise
ARCH Effect2

0.05 | Test

SIG?
0 | 0.459197 | FALSE | Normal Distributed?

TRUE

0.21915 | FALSE

The white-noise fest says the individual
observations are not serially correlated.
Here the p-value is less than 5% level
which means the sample data is serially
correlated. Then we look at the normal-
ity test, we perform Jarque-Bera Test and
compute p-value in thismodel. Here, the
p-value is lower than the significant level
thus the sample data is not normally
distributed. Next take a look at ARCH
test, we performed a white-noise test for
the squared series and computed p-
values. In this model p-value is smaller
than the significant level. Thus the
squared observation does not have
ARCH effect.

P-Value

Significance Test
0
0| 4.53E-05

Target

0.008688
1.191613
-0.13699
1.474439
-0.00835
-4.16855

3.73797
-0.67887
0.619696

Descriptive Statistics
AVERAGE:

STD DEV:

SKEW:
EXCESS-KURTOSIS:
MEDIAN:

MIN:

MAX:

Q1
Q 3:
Data Source: NSE and Author's Calculation and Compilation of Data

The distribution curve of the frequency is
represented as below:

Table 2 (Pre-Election Phase)

37 Volume 41, No. I, April 2015
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The descriptive result is similar fo the pre-

than 5% level which means the sample
data is not serially correlated. In this
model p-value is more than the signifi-
cant level. Thus the squared observa-
fiondoeshave ARCH effect.

Test of Hypothesis

H,: There is no significant variation in the

market close index of CNX Nifty in the
i investors are better-off in both aspects.
i The normality test was failed in both
i phases. However, the skewness in the
! post-period is comparatively less. The
t analysis of variance has shown that
i there has been a significant change in
i the stock market after the change in
government as represented by p-value
i isless than the level of significancei.e. 5%
and the F-Ratio is more than its critical
(H) s :
accepted at the cost of rejection of null
:Thus all the evidences support our
i assumptions that the expectation of
i economic growth is reflected in the
expectation and available information i sfockmarket and the Indian markets are

regarding economic spur is reflected in : "Semi-Strong Form” efficient.

Pre and Post-Election Phase.

To check and validate the null hypothe-
sis Analysis of Variance (ANOVA) has
been used the results are as follows:

The above result shows that the p-value
is less than the level of significance i.e.
5% and the F-Ratfio is more than its
critical value and thus it can be said that
the alternative hypothesis

hypothesis (H,). Thus there have been
significant variations after the new
government took over. Thus the rational

the stock market.
Key Observations of the Study

The present study highlights the follow-
ingimportant points:

The plotted daily indices have shown
that after the change in the govern-
ment there has been a steep rise in the
stock market. More investments were
infended in the securities in expectation
of greater future cash flows. The
historical variance has marginally
reduced after new government came
info action. Thus, confidence boosted

Volume 41, No. I, April 2015

i up in the minds of the investors. As a
election phase. Here the p-value ismore
i more stable. The WMA and EWMA have
indicated the similar results that the
i volatility in the market was relatively low
and tending fowards stability. The
i descriptive statistics has shown that the
i meanreturn hasincreased from 0.86% to
£ 10.97% in the post period. Further the
i standard deviation was also low in the
! later period. Hence returns increased

whole the market was viewed to be

substantially at a lower risk. Hence the

value.

Concluding Thoughts

i The Indian stock market has exhibited
: the high expectations of investors due to
i the emphatic pro-growth proposals and
achievable targets. An upwardly mobile
i frend has been captured in the move-
i ment of stock indices, seasonal anoma-
lies are the exception. The major reforms
i in socio-economic sector of the country
are being worked upon. As conse-
i quence of various announcements such
t as deferring General Anti-Avoidance
i Rules (GAAR), concessions to MSMEs
i and 'Make in India' initiatives stimulating



foreign investments the stock market is
expected to escalate furtherin the near
future. If that happens probably that
would be further addition of evidence

ESEARCH BULLETIN

4. Hiremath, G., (2013) 'Indian stock
Market: An Empirical Analysis of
Informational Efficiency', Springer
Briefsin Economics, Pp. 1-7

advocating the semi-strong form i

efficiencyinthe Indian markets.

Scopes for Further Study

The present study suffers from certain
limitations which offer a room for further

5. Mahmood, S., Iffan, M., Igbal, S.,
Kamran, M., and ljaz, A. (2014),
'Impact of Political Events on Stock
Market: Evidence from Pakistan’,
Journal of Asian Business Strategy 4,
Pp.163-174

researches in the concerned domain. :

The data series is not large enough to
make generalized conclusions. To
estimate whether the available informa-
fion is reflected in the indices more :
focused study on accounting for

6. Pastor, L. and Veronesi, P. (2012),
‘Uncertainty about Government
Policy and Stock Prices', Journal of
Finance, American Finance
Association 67,Pp. 1219-1264

occurrence of every event is to be !

captivated which demands for a more
rigorous cause-effect relationship. !
Further, the present study is restricted :
only fo CNX Nifty index, more indicesand
stocks can be taken care of o minimize
sampling error. This would reduce therrisk

of biases expected to creepin.
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Ascertaining the Best Multiple to Value
Pharmacevutical Company Stocks -
An Empirical Study

Abstract:

Valuation of shares is done using
different models and methods.
Predominantly used methods
include Discounted Cash Flow
valuation (DCF) and Relative
valuation method. DCF method
uses the projected cash flow,
growth and risk characteristics of
firm to arrive at the Equity value.
Relative valuation method uses the
current prices of equity of similar
firms to arrive at the equity value of
the firm.

In practice, different analysts use
different multiples to value stocks of
the same company. The objective
of this paper is to use empirical
data of companies and arrive at a
set of multiples that are capable of
explaining share value better than
the others. Financial data of
Pharmaceutical sector companies
for the period 2005-2010 is used for
this analysis. Only pharmaceutical
secfor companies are considered
based on the assumption that the
primary value drivers like growth,
margins and risk characteristics of
companies operating in the same
sector are likely to be similar.
Significant factors that detfermine
the mulfiples are ascertained using
regression. On the basis of regres-
sion results, the sample companies

Latha S Chari

Amita Bhardwaj

are segmented into two sefs of
peer comparable groups. Valua-
tion and percent is done pricing
errors are calculated. The results
indicate that selecting compara-
ble companies based on ROE and
nef profit margins gives less pricing
errors. PE multiple, PBV multiple and
EVEBITDA multiple outperform
othersin valuation of pharmaceuti-
calcompany stocks.

Key Words:

Relative Valuation, Comparable
Company Valuation, Empirical
Study, Pharmaceutical Sector,
Equity Valuation.

Infroduction

i Value may be defined as the worth of
i the product or service. Value depends
on the benefits expected by the
i customers and quality of the product or
i service. In finance, valuation is the
i process of estimating the value or worth
i of an asset orliability. Valuation of equity
fis an important area of research that
tinferests both academics and profes-
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sionals alike. The popular methods used
for valuation of equity can be classified
info 2 types viz. discounted cash flow
method andrelative valuation method.
Discounted cash flow (DCF) uses
characteristics of firm to arrive at equity
value of the firm. It is based on the
concept that value of equity is deter-
mined by the present value of future
expected benefits. DCF method of
valuation is expected to provide more
accurate fair value of equity. However,
the method suffers from the following
practical limitations. It involves projec-
fion of cash flows fill perpetuity, which is
generally done with simplistic assump-
fions that may result in inaccurate cash
flows. Terminal value, that affects
significantly the valuation, is deter-
mined using constant growth rates or
relative earnings multiples. There are
multiple concerns with respect to
discount rate used for valuations which
are yet to be addressed. Given these
limitations, multiple or relative valuation
method is found to be more popular
and used more often in day to day
valuation. Relative valuation is based
on the concept that similar assets should
command similar prices in the market. In
other words, companies that have a
similar size, growth, risk and return
characteristics should have similar value
in the markets. A Relative valuation
multiple is the ratio of equity price or
enterprise value to a key value driver
that may be earnings (EBIT, EBITDA, EPS)
or book values (book value of equity or
book value of assets) or revenue(Sales).
Relative valuation method uses the
current prices of equity of similar firms to
arrive at the equity value of the firm. It
involves conversion of the current prices

Volume 41, No. I, April 2015

i of similar assets of firms intfo standard
i multiples using value drivers. These
i multiples are adjusted fo reflect the
¢ financial position of the firm to be valued
i and then used to arrive at the value of
i shares of the firm.

projected cash flows, growth and risk

i Choice of the right multiple for valuation
tis an important decision taken by the
i analyst for valuation. Different research
: firms
i multiples  for valuation.
i UBS Warburg uses Enterprise value (EV)
i upon Free cash flow (FCF) multiple for
i valuation of felecom companies while
i the others prefer to use Enterprise value
(EV) upon Earnings before interest, faxes
i depreciation and amortization (EBITDA).
i The most popular multiples used by
Morgan Stanley Dean Witter2s analysts
i are price earnings multiple followed by
{EV/EBITDA and
: (Fernandez, 2003). Most Indian analysts
ior firms use PE multiple with forward
earnings to value the equity and arrive
i at the target prices of stocks. A review of
i academic
t important area of valuation shows that
i the studies that have dealt with valua-
i fion accuracy of the methods are
comparatively fewer and most studies
i are of recent origin. While majority of the
papers deal with data of US listed
i companies, there are a few that deal
{ with European listed companies and
much less papers that cover Japanese
i sfocks and BRICK countries is found.
i Further, the conclusions of the different
Estudies are not similar. They vary from
i country o country and across time. This
! paper focuses on valuation accuracy of
multiples used for equity valuation using
i data of Indian pharmaceutical compa-
i nies. Itis felt that the findings of this study
will be of use to equity analysts who use

use different
For instance,

and  analysts

residual income

literature covering this



multiples for valuation.

follows. Section 2 presents a brief review
of literature and the objectives of this
study; section 3 details the relative
valuation models, the definition of
multiples used for analysis and its
determinants, the research design is
described in section 4. The results of the
analysis and its implications are dis-
cussed in section 5. The final section 6
gives the summary conclusions and
scope for further study.

Literature review
Academic literature covering valuation

accuracy of methods can be classified
into following categories -

d

*

» studies that deal with the question of
how to arrive at a set of comparable
firms forrelative valuation,

D>

% studies that evaluate the accu-
racy of  absolute
methods like the DCF and abnor-
mal earnings methods,

< studies that assess the accuracy of
relative valuation multiples, and

< studies that examine the superiority
of absolute methods over relative
methods and vice versa.

The earliest of the studies that have
examined the valuation accuracy, is
the study by Boafsman and Baskin
(1981). They use two sets of comparable
firms from the same industry to evaluate
the accuracy of the Price-Eamings
mulfiple. They conclude that firms
with  similar  historical earnings and
growth should be compared to reduce

: Francis,
i compare the accuracy of the absolute
i valuation methods namely Dividend
i Discount models, Discounted free cash
i flow models and abnormal earnings
i model. They infer that the abnormal
: earnings model estimates are better
i than the former two models. However,
their studies completely ignore relative
i valuation methods.

valuation

i Penman (1997) examines the possibility
i of combining the relative multiples o
i arrive at more accurate share values. He
i combines earnings and book values
i using weights and demonstrates that
prices obtfained by such combined
i methods are more accurate and robust
: across fime.
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i the valuation errors using price earnings
i multiple.

The rest of the paper is organized as |

i As against the above, Alford (1992)
i advocates the use of up to 3 digits SIC
i code of the industry classifications to
i reduce errors in valuation using the price
i earnings multiple. Subsequent studies by
i Cheng and McNamara
i Bhojraj and Lee (2002) conclude that
use of a combination of industry mem-
i bership with total assets and further firm
i characteristics help in
i valuation accuracy over the use of
i industry membership alone.

and

(2000)

improving

Olsson and Oswald (2000)

{ Liu, Nissim and Thomas (2002, 2007) have
i studied extensively the valuation
methods. In their former study they
i examine the performance of a list of
i value drivers and rank them. They report
i that forward earnings measure are the
i best, followed by historical earnings
i measure and cash flow measures. Sales
i are the worst measure. Their latter study
i investigates the question of whether

Volume 41, No. I, April 2015
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earnings or cash flows represent best :
summary measure of value in the
: more than median.

valuations based on forward earnings

i From the above, it is evident that earlier
i studies have attempted to evaluate the
i accuracy of valuation methods using
i data of US and European markets. Their
: studies address major issues like determi-
restricted to revenue, earnings and
cash flow multiples; Lie and Lie (2002)
i determination of benchmark multiple
i for valuation. The conclusions of differ-
i ent studies are different. This study is an
i attempt fo address all the above issues
{ in the context of Indian capital markets.
: The objectives of this study are as follows:
PBV, PS and PCF multiples using data of

i % To analyse the relationship between

international context. They find that

mulfiple are remarkably close to fraded
prices and are more accurate than
valuations based on cash flow multiples.

As against the above studies that are

have examined therelevance of book
value multiples also. They find that
Enterprise value to book value multiple
yields better value estimates than sales
or earnings mulfiples. Park and Lee
(2003) analysed the accuracy of PE,

Japanese stock markets. They con-

clude that price to book value is the
best predictor multiple. Hermann and
i % To identify multiples that have

Richter (2003) examine the valuation of

accuracy of European non financial
firms and conclude that earnings :
% To arrive at multiples that have better
multiples have least accuracy. Their :
findings are similar to Liu, Nissim and
Thomas (2002). Schreiner (2007) also
i Relative valuation multiples and its
: determinants

cludes that the ranking of the multiplesis

i Description and classification of
i multiples used for valuation id given
i along withrespective determinants.

multiple provide better values and sales

focuses on European data to evaluate
the accuracy of multiples and con-

earnings followed by cash flows, book
value multiples, grossincome and finally
sales multiples.

Many of the papers that have

accuracy of multiples have also
examined the use of mean, median or
harmonic mean of comparable
companies as benchmark multiples for
valuation. Beatty, Riffe, Thompson
(1999), Lie et. al  (2002) report that use
of harmonic mean results in least errors
in valuation, Damodaran (2006) opines
that the use of median will result in

Volume 41, No. I, April 2015

better valuation as mean is affected by
the extreme values and outliers much

nation of comparable companies,
valuation accuracy of methods and the

mulfiples and its determinants

superior explanatory value and

valuation accuracy when com-
pared with other multiples

! Relative valuation multiples

addressed the issue of the valuation

Valuation of equity using mulfiples
i involves 3 maijor steps. Firstly, a value
{ driver like Earnings or book value or sales
tis selected. Then the bench mark
i multiple is calculated for a comparable
i set of firms. This benchmark multiple is
i applied to the value driver of the firm to
i arrive its value. Multiples used for relative
i valuation can be broadly classified into



following categories based on the
value drivers that drive them

Earnings multiples: It is based on the
assumptions that earnings like EBIT,
EBITDA, and EPS drive value. Value can
be interpreted as value of the firm which
is measured using enferprise value or
value of equity measured using market
value of equity. The earnings multiple
generally used for valuation include PE,
EV/EBIT, EV/EBITDA.

Book value multiples: These multiples are
based on the assumption that value of
assets or assets owned by an enterprise
are key drivers of value. PBV, EV/Book
value of assets, EV/Replacement costs
are major mulfiples that fall under this
category.

Revenue multiples: The revenue or sales
is assumed as key driver of value. We
have Market capitalization/ sales or
EV/Sales as multiples used for valuation.

Industry specific multiples: Non financiall
factors like production capacity for
manufacturing sectors like cement,
steel, etc., number of clients forservice
industry like telecom, IT etc. are

multiples can be Price/production

Price/number of customers etc.
depending on the industry orsector.

Definition of multiples used for analysis

PBV, Mcap to sales, EV to sales, EV to

formulae used for calculation of
multiples used in this study are given in
Table 1.

ESEARCH BULLETIN

Determinants of the multiples

i The first part of this study attempts to
i ascertain the relationship between the
i value multiples and its key determinants.
i Though a multiple-based approach
i does notinvolve explicit projections and
present value calculations, it relies on
i the same underlying principles of more
i comprehensive valuation approaches:
i value is an increasing function of future
i payoffs and a decreasing function of risk
i (Liu et. al., 2002). Thus, valuation multi-
i ples are also affected by fundamental
i factors that affect the value of a firm viz.
fits eamning capacity, risk and potential
i for growth (Koller et. al., 2002). These
i factors can be measured using net profit
i margin, beta (measure of market risk)
i and EPS growth. Given that two firms
i have similar size and returns, a firm that is
likely fo grow faster than the otheris likely
i to command a higher PE in the market.
i Understanding the distribution of the
multiples across companies and across
i fime periods and the factors (fundo-
i mentals) that cause the multiples to
Echonge are essential prerequisites to
i choice
: Damodaran (2006) outlines the determi-
: nants of multiples as follows:

assumed to be key value drivers. The

i PE=f (Growth, Payout ratios, Risk)........(i)

capacity, EV/production capacity, :

: PBV =f (Growth, Payoutratios, Risk, ROE)

of multiples for valuations.

()

i P_Sales =f (Growth, Payout ratios, Risk,
: ROE, Net profit Margin)

This study examines the accuracy of PE,

i Inthe above equations,
EBIT, EV to EBITDA multiples only. The

i Growth is defined as the growth in
earnings per share given by (EPS,- EPS,/

....................... (i)

Volume 41, No. I, April 2015
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Table 1: Multiples and their respective calculations

Multiple Formulae Calculation details

PE - Market price per MPS- the adjusted* closing price of

Price share(MPS) the share as on the on the year end

earnings /Earnings per share(EPS) |is taken. The EPSfor the year after

ratio adjusting for  extraordinary i tems is
taken to calculate the current PE for
the company.

PBV - Price| Price per share/Book Monthly Adjusted Price is the price

to book value of the share as on the year end.

value per share Adjusted* Book v alue per share is
obtained by Networth/ Number  of
outstanding s hares from the
balance sheet as on year end.

Mcap/sales | Market Adjusted market capitalisation as on

- capitalization/Sales the year end is taken. The sales for

Market the year under consideration are

capitalizati faken.

on fo sales

EV/sales Enterprise value/Sales EV = Market value of equity + Market

- (Book) value of Debt. The sales for

Enterprise the year under consideration is taken

value on

sales

EV/EBIDTA Enterprise value/EBIDTA EV = Market value of equity + Market
(Book) value of Debt. EBITDA — after
adjusting for extraordinary items is
considered.

EV/EBIT Enterprise value/EBIT EV = Market value of equity + Market
(Book) value of Debt. EBIT — after
adjusting for extraordinary items is
considered

* All values are adjusted for stock splits, bonus issue as applicable

EPS,), Payout ratio is the ratio of DPS to
EPS (DPS/EPS).

The risk is measured in ferms of beta of
the stock given by Covar,,/ Var,, The

the daily returns data benchmarked

against the BSE sensex daily returns for
the period of trailing twelve months.
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: ROE is the return on Equity given by
{ Earnings available to ordinary share-
i holders/Networth, and Net profit Margin
tis the earnings available to ordinary
i shareholders/Sales.

beta for each stock is calculated using

: The performance of enterprise value
: multiples such as EV_EBIT and EV_EBITDA
: in addition are affected by debt-equity



ratio. A company with zero debt
commands higher EV_EBITDA multiples

nies with debt. Debt to equity ratiois also
included as one of the determinants of
relative multiples of stocks.

Research Design

A description of the method followed
to ascertain the determinants of
multiples and identfification of multiples
that have superior accuracy for
valuation is given. In addition the
sample size and data, sources are also
explained.

Methodology for ascertaining signifi-
cant determinants

The method followed for arriving at

regression. Usingregression method will
help in determining specific factors
that cause the mulfiples to change.
The regression equation so arrived at (if
found suitable) can be used to predict
the benchmark multiples for valuation
purposesin the second stage of analysis
in this paper. Finally, firms with similar
significant determinants can be
grouped info meaningful comparable
list of companies for valuation. The
following mulfiple regressions are
carried out foreach of the relative value
multiples explainedinTable 1:

Relative value multiple,=a+ B X, +¢

Where a.represents the intercepf,

BX, comprise of detfterminants EPS

growth, beta, ROE, debt_equity ratio
and margin along with their respective

i Beta coefficients for stock i
! period"t"

and prices when compared to compa-

i Relative value multipleit  represents the
irelative

i Mcap_Sales,
i EV_EBIT for stock i
: "t"taken one at atime.

ESEARCH BULLETIN

at time

multiples PE, PBV,
EV_sales, EV_EBIDT, and
at time period

i It is expected that stocks with high EPS
Egrowfh rate, high ROE, high Net profit
i margins and low risks are expected to
i have higher multiples when compared
i fo others. Further, with respect to debt
i equity ratio companies with zero debt
i are expected to have lower risk and
i command better prices than those with
i higher debt equity ratio.

Determination of multiples with superior
: explanatory value

significant determinants of multiples is

i The second stage of the analysis aims at
: ascertaining the multiples that have
i superior explanatory value with respect
: to share prices. BSE_CLOSE_PRICE is used
i as the dependent variable.The multiples
i PE, PBV, Mcap_Sales,
EBIDT, and EV_EBIT are the explanatory
i variables. Since valuation is done using
any one of the above multiples
f univariate _
: CLOSE_Price with each of the above
i variables is done. This will help to ascer-
tfain  mulfiples that are individually
i capable of better explaining variations
in stock prices. Further, the multiples
i arrived at above include book value
based, earnings and revenue multiples.
i Book value is the balance sheet value of
i equity investments into assets that
i generafe earnings. Earnings are the
i income statement value of what returns

EV_sales, EV_

regressions of the BSE

the business has earned using these
assefs. Penman (1997) opines that

Volume 41, No. I, April 2015
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"though both value drivers are related,
the information content provided by
these drivers are different. Considering
both these tfogether makes sense'.
Taking in to account the view, pairwise
regressions of BSE_Close_Price with PBV
and each of the equity based and
enterprise value based earnings and
revenue multiples is done. The follow-
ingregressions are carried out:

Price, = o+ B, (Relative Value multiples,)
+e

detailed in the literature review. This

i study evaluates the use of all three
i measures across the comparable sets.
i The formula used for valuation is given
: below:

: Estimated Price, = (Median/Mean/Har-
monic mean)* (Value multiple, ;) * Value
driver,

(vi)

The paper uses the appropriate actual
i values of value drivers like EPS, Sales,
i EBITDA, EBIT and book value for the next

: year o arrive at the value. While valuing

Where Price, is the adjusted closing
price of stock "i" at time period "t" and
the Relative value multiples include PE,
PBV, Mcap_Sales, EV_Sales, EV_EBIDT,
and EV_EBIT for stock "i" at time period "t"

takenone at atime.

i companies using PE, PBV the price of the
i share is arrived at directly using equation
 (vi).
: EV_EBITDA, and EV_EBIT the equation (vi)
i provides estimates of Mcap or EV. Price
: is estimated using the following formulae

In case of multiples Mcap_Sales,

i respectively:

This is followed by bivariate regressions
where Price is regressed against PBV :
and each of the relative multiples viz PE,
Mcap_Sales, EV_sales, EV_EBIDT, and

EV_EBITforstock"i" at time period "t".

i Estimated Price, =
i number of shares outstanding, ,

Estimated Mcap/

Estimated Price, = (Estimated EV - net

debt,)/number of shares outstanding,,

Evaluating the accuracy of relative :
mulfiples :

The accuracy of PE, PBV, Mcap_Sales,
EV_Sales, EV_EBIDT, and EV_EBIT are :
evaluated. The comparable company
set is arrived at based on the results of
regression of value drivers on the
multiples. Then estimated or target stock
price for each period is arrived at using
the mean, the median and the har- :
monic mean of the value drivers of
comparable companies. Different
authors on the subject have expressed
different opinions on the central
fendency measure that can be used to
arrive at the benchmark multiple for
valuation of comparable companies as :

Volume 41, No. I, April 2015

Price error,
Observed price,) / Observed price,

(viii)

The pricing errors is quantified using the
i formula used by most earlier authors
i like Liu et al (2002), Dragos loan Minjina

(2009), etc. as given below:

(Estimated price,

i The accuracy of the value multiple is
i evaluated by examining the dispersion
i of pricing errors. The measures of
Edispersion used in this study include
i standard deviation, and inter-quartile
i range. Value multiples that give the least
: dispersions are concluded as better



than others.
Sample and data

The data for the purpose of this study
includes pharmaceutical sector
companies listed in stock exchanges in
India. Companies from only pharma-
ceutical sector are included as it is felt

same sector will have similar opportuni-
fies and risks and are hence more
comparable. The top 25 companies in

listed. From this sample, we exclude

Earnings per share (EPS), Earnings
before interest and Taxes (EBIT) or
Earnings before interest, Taxes, Depreci-
ation and Amortization (EBITDA).
Further, companies with insufficient

nated. The final sample list consists of 19

fical sector. The list of companies is
provided in Annexure |. Quarterly data
for the period ending March 2004 to
march 2010 is taken. This is effectively
converted into yearly data by taking

from quarterly profit and loss account
and balance sheet information. For
instance the data for the quarterended
June 2005 is convertedinto annual data
by taking the aggregate of profit and
loss account data for 4 quarters of
September, 2004, December, 2004,
March 2005 and June 2005. The bal-
ance sheet information of the quarter
ended June 2005 is taken. Thus, foreach
of the companies we have annual data
for 21 periods beginning March 2005

companies were considered because
quarterly data was available consis-
fently only for these most tracked

ESEARCH BULLETIN

i companies.

: The financial data is collected from MV
i Xenius financial database provided by
i Financial Technologies. The prices of
i shares is collected from the BSE website
i and adjusted for the period of study for
i corporate actions like stock splits and
i bonusissue if any.

that the companies operating in the

Data analysis and valuation is done
i using Microsoft excel and SAS version
19.1.3.

terms of market capitalization are short

i Analysis and itsimplications

companies with negative net worth,

i The analysis of determinants of the
i multiples was first done which is followed
by ascertainment of multiples that are
i most accurate and better relate to
i share prices.

data for each quarter are also elimi-

i Analysis of determinants of multiples
large cap companies from Pharmaceu-

i An attempt is made to understand the
i distribution of the multiples in the sector
: across time. Figure 1 shows the trend of
i the quarterly mean multiples for the
sector across the period of the study.

the frailing twelve months (TTM) data :

i An analysis of the trendlines in figure 1
i shows that PE, EV_EBIT AND EV_EBITDA
 fall within a range of 13-25 for the sector.
: However, PBV, Mcap_sales and EV_sales
: are distributed in a range of 3.25-4.97. In
i the last four quarters from 2009-03 to
i 2010-03 the entire sectors mean multi-
i ples have shown consistently increasing
i frend. The frend line of the Mcap_sales
i and EV_sales seem to overlap each
i other. The correlation coefficients of the
i multiples are givenin Table 2.

and ending March 2010. Only large cap

: From the correlation coefficient matrix, it
iis seen that Mcap_sales and EV_Sales
are having a correlation coefficient of

Volume 41, No. I, April 2015
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Figure 1: Mean multiples of the sector for the period 200503-201003

30

Mean Value
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200509 -
200512 ~+
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200606 -
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Table 2: Summary statistics and correlation coefficient matrix of relative value

multiples
BSE_Close

Price PE PBV Mcap_ EV_ EV_EBIDT | EV_EBIT
BSE Close 1 sales sales
PE 0.256 1
PBV 0.355 0.699 |1
Mcap_sales 0.209 0.678 [0.704 | 1
EV_sales 0.159 0.677 [0.692 | 0.995 1
EV_EBIDT 0.011 0.830(0.577 | 0.789 0817 |1
EV_EBIT -0.073 0.72410.384 | 0.577 0.610 [0.913* 1
* indicates high correlation

52
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0.99 which is very high. Similarly, the
correlation coefficient of EV_EBIDT with
PE, EV_Sales and EV_EBIT multiplesis very
high. Hence including two or more of
the above variable as explanatory
factors in multiples regressions is not
expectedto give betterresults.

Similar analysis of the determinants of

the multiples is shown in figure 2. From
the figure it can be seen that the
determinants of the multiples like EPS :

growth, and ROE show a marginal
increase till 2010-01 but then falls slightly
in the last quarter. Net profit margin is
stable. The beta for the pharmaceutical

company stocksis generally foundto be :

less than 1 indicating low market risk. In
the first 3 quarters the mean beta of the
stocks is found to be

ranging

ESEARCH BULLETIN

i between1.04 to 1.23. After this period,
i the mean beta of the stocks for the
i sector has fallen. In the last few quarters,
i it has fallen consistently indicating fall in
i market risk associated with the sector
stocks. In the period after the sub-prime
i crisis, Indian markets also fell and there
i was uncertainty with respect to perfor-
i mance of stocks in sectors like banking,
IT etc. The pharmaceutical sector is
insulated from such risks. During this
period the S&P Pharma Index has shown
i a consistent increase. The sector stocks
have also performed well possibly
i because of more demand and low
i marketrisk as measured by beta.

ESix different regressions are done to
i understand the impact of determinants
on the multiples viz. PE, PBV and

Figure 2: Mean value of factors determining the multiples for the period 200503 -

201003

14

1.2

1

0.8

0.6

0.4

Mean Value

0.2

0
-0.2

-0.4

—4—EPS_Growth ——BETA

—4—ROE

Year Ended

—=Margin_PAT_SALES
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Mcap_Sales, EV_Sales, EV_EBITDA,
EV_EBIT. The summary results of the
regressions are giveninTable 3.

i From the tfable it can be seen that
§The R square of the regression of PE
: multiple on it determinants is as low as

Table 3: Summary results of regression of different relative multiples on determining

factors
NET
DEPENDENT VARIABLE | INTERCEPT ]é;SOWTH BETA |PROTT ROE DEBT_ MODEL
MARGIN EQUITTY R
3 * - - 3
PE Coefficient | 14.598 4.815 1.502 [19.277 8.855 4.508 0075
P value <0001 0.072 0.121 |0.003 0.098 <0001
Coefficient |-1.321 -1.086 0.627 |5.397 16.398* 0.935*
PBV 0.387
P value 0.003 0.137 0.018 |0.003 <.0001 0.001
i T.051% 0. 483 |24.437% 2. 2.144%
MCAP/SALES Coefficient 05 0.573 0.483 37 766 055
P value 0.001 0.270 0.011 |<.0001 0.008 <0001
i _ * ~ * _ * *
EV/SALES Coefficient |-1.071 0.590 0.516 |25.374 3.402 2.748 0591
P value 0.001 0.262 0.007 |<.0001 0.001 <0001
Coefficient | 8.017* -1.685 2709 |33.980* -18.337% 10.402%
EV/EBIDTA <0001 0.387 0.000 |<0001 <0001 <0001 0.395
P value
Coefficient | 14.648* -4.086 3.765% [25.033* -32.884% 14.694
EV/EBIT <.0001 0.175 0.001 [0.001 <0001 <0001 0355
P value

* indicates that factor is significant

7% though the regression fit is found to
be significant based on its F value.
Significant determinants of PE are found

i debt equity ratio explain 59% of variation
in EV_Sales and all of them expect ROE
i are positively related to EV_Sales.

fo be debt-equity ratio and net profit :

margin. Both are positively related to PE.

Regression of PBV on its determinant

factorshas an R square of 38%. Net profit

: EV_EBITDA has beta, margin, ROE and
i debt equity as significant explanatory
i factors that explain 39% its variation. All

are positively related to EV_EBITDA.

margin, debt equity ratio and ROE are

significant. All of them are positively
relatedto PBV.

Regression of Mcap_sales shows that

i Except EPS_growth all other factors are
i found to be significant determinants of
i EV_EBIT. The following conclusions can
: be drawn from the anallysis

Net profit margin, ROE and debt equity

together explain 55% of its changes. !
While margin and debt equity are :
positively related to Mcap_sales, ROE

coefficientisnegative.
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% EPS_growth and beta are least
significant determinant factors with
respect to all the multiples.

% Debt_equity and margin are found
The net profit margin, ROE, Beta and |

to be significant across all the relative



multiples.

“ ROE is significant across all except PE

multiple.

On the basis of the above results, it is
decided that two sets of comparable
Ascertaining multiples with higher
i explanatory value than others

companies for valuation is formed as
given below:

« Comparable company Set . All
large cap companies together. The

of large cap companies from the
pharmaceutical sector. Valuation of
equity is done using the mean,
median and harmonic mean
multiple of the entire sample set
which may be called as the industry
benchmark. List of this set of compa-
niesis providedin Annexure l.

% Comparable company Set Il:
Companies with similar range of ROE
and net profit margin are grouped
together. The average ROE and net
profit margin of the sample is taken.
Companies are further grouped info
comparable setfs as follows:

Set Il A: This set shall include compa-
nies with better than average ROE
and net profit margin.

Set Il B: This shall comprise of compa-
nies with better than average ROE or
net profit margin.

Set Il C: This set includes the residual
average ROE and net profit margin.
The list of companies included in

each of the sets Il A, B and C are
givenin Annexure Il.

ESEARCH BULLETIN

Under each of the above sefs of
companies valuation is done using
mean, median and harmonic mean
of each of the é mulfiples included in
the study for ascertainment of
valuation accuracy.

The resulfs of the regressions are given in
i Table 4.

sample set of 19 companies consists

Uni-variate regression of prices with
i equity and enterprise value drivers
shows that all equity based multiples are
i significant with PBV explaining up to 12%
i of variations in stock prices followed by
: PE that explains up o 6% of variations. Al
i enferprise value multiples are found fo
i beinsignificant.

i The results of the bi-variate regressions
: actually reveal
: PBV with the multiples of PE and Mcap_
i sales does not add any explanatory
: value however combination of PBV with
: EV_EBIDT and EV_EBIT results in increas-
iing the explanatory power of the
i regression to 18% and both the variables
i are found to be positively related fo
: Prices and are significant.

that combination of

i Hence, it is felt that combinations of
i book value multiples with earnings
: multiples can result in better prediction
i of prices than use of single multiple
i based valuations.
i are drawn by Penman (1997).

set of companies that have less than

Evaluating the accuracy of multiples

Similar conclusions

Valuation is done for each of the sets of
i comparable companies as described in
i the

research design using mean,

Volume 41, No. I, April 2015
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median and harmonic mean of the

the analysis and its implications are
given below.

Setl comparable companies

of the equity and enterprise value
multiples for each of the 21 periods for
the entire sample set of 19 companies is

each company for each of the 21
periods is arrived at using forward
value drivers of the multiples. The price
estimate so arrived at is compared with
the actual market price for the period to
arrive at price errors. The measures of
dispersion for percent price error, for
each multiple calculated is given in
Table 5.

The enfire median values of percent
pricing errors are calculated using either
the median or harmonic mean multiples
as benchmark is negative. This implies

value drivers for prediction, resulfs in
under valuation of shares. The median
values of percent pricing errors arrived
atusing mean multiples as benchmark is
all positive. This indicates that using
mean of value drivers for valuation
results
Further, under all three methods the
least standard deviation of errors is
found when PE and PBV multiples are
used for valuation. This is consistent with
the results of regression of prices on
multiples in the earlier section. An
examination of the inter-quartile range
shows the least dispersion of errors for PE
and EV_EBIDT. A comparison of disper-
sions across the methods shows that

using harmonic mean for valuation

iresults in
comparable companies. The results of i (0.66<0.74<0.83).
i analysis it can be concluded that PE is
i the best multiple followed by PBV and
: EV_PBDITforset!.

Analysis of performance of multiples of :

i Analysis of performance of multiples of
Setllcomparable companies

The mean, median and harmonic mean

i Theresults of the deviations of the Set Il A,
IIB and Il C companies are givenin table
i 6.

ascertained. The estimated price for

i For Set Il A comparable companies, the
i median values of percent pricing errors
calculated using median are negative
ifor all
i EV_SALES. All
: pricing errors across all multiples are
i negative when harmonic mean is used
{ as benchmark multiple. Hence, using
i median or harmonic mean as bench-
: mark results in under valuation of shares
i across most multiples. However, the
i median values of percent pricing errors
i are positive when mean is used as
benchmark. This indicates that using
that using median or harmonic mean of
i The standard deviations of pricing errors
i are least for PE and PBV multiples. The
i infer- quartile ranges of PE, PBV and
i Mcap_sales multiples are least. Using
: harmonic means results in lower errors
i when compared to othertwo methods.
in over valuation of shares. :

fIn case of Set Il B companies also the
i results show that using median and
harmonic mean results in under valua-
i fion of shares and using mean results in
i overvaluation of shares. Examination of
i the standard deviations shows that PE
i and Mcap_sales result in lower pricing
i errors. Inter- quartile ranges however
i lead to the conclusion that using PE and
i EV_EBIDTresults in lower pricing errors. As

ESEARCH BULLETIN

least pricing errors
From the above

multiples except PBV and
the median percent

mean results in overvaluation of shares.

in case of ofther sets, here also it is seen

Volume 41, No. I, April 2015
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that harmonic mean gives least pricing
errors.

The results of Set Il C companies are a

ble company sets analysed so far. Using
median and mean both result in over
valuation of shares. Only harmonic
mean results
shares. Both standard deviation and

i inter-quartile range shows that PE and
:{ EV_EBIDT are multiples that result in least
: pricing errors. Even in this set harmonic
i meanresultsinleast pricing errors.

little different from the earlier compara-

The ranking of multiples across the
i different comparable companies is
i giveninTable 7.

in under valuation of i

i Ranking of multiples across the different

Table 7: Ranking of comparable companies by multiples

MEDIAN
Variable Set 1 Set II A[Set II B |SetII C | Sum
PE 1 2 1 1 5*
PBV 6 1 4 2 13
MCAP_SALES 3 3 5 5 16
EV_SALES 5 4 6 4 19
EV_PBIDT 2 5 2 3 12%*
EV_PBIT 4 6 3 6 19
MEAN
PE 1 1 1 1 4%
PBV 6 3 3 5 17
MCAP_SALES 4 2 6 3 15
EV_SALES 5 4 5 4 18
EV_PBIDT 2 5 2 2 11%*
EV_PBIT 3 6 4 6 19
HARMONIC MEAN
PE 1 3 1 2 7*
PBV 6 1 4 3 14
MCAP_SALES 4 2 5 5 16
EV SALES 5 4 6 1 16
EV_PBIDT 2 5 2 4 13%*
EV_PBIT 3 6 3 6 18

* Best rank multiple

sets of comparable companies is done
with rank 1 for the multiple with least
pricing errors based on inter-quartile
range and rank 6 for the mulfiple with
maximum pricing errors. The sum of the

Volume 41, No. I, April 2015

**Second best ranked multiple

: rankings across methods is used fo arrive
i at the best ranked multiple. Across all
i methods of valuation PE multiple if found
i to be the best followed by EV_EBIDT and
: PBV. EV_EBIT and EV_Sales are the worst
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performing multiples. Further, a compar-
ison of the deviations and inter-quartile

i valuations as shown by the results of the
i regression in this paper. This aspect can

ranges across set | and set Il shows that
quartile ranges of each of the multiples

of the Setl companies. Hence, it can be
concluded that using ROE and net profit

i be further explored.

both the standard deviations and inter-

: Annexure |

in Set Il companies are lower than that

i List of all companies used in Set | as
i comparable companies

margin as criteria for grouping compa-

nies into comparable companiesresults : Sr.no  Company Name s
in better and more accurate valuations.
Our results are similar to the results on 1 Abbottindialtd
Alford (1992) and others. :
: 2  AstrazenecaPharma indiaLtd
Summary conclusions and scope for
further study : 3 AventisPharma Ltd
The results of the study show that the PEis 4 CadilaHealthcare Ltd
the best multiple followed by EV_EBIDT
and PBV. Consistently across all sefs use 5 Ciplaltd
of harmonic mean results in least :
percent pricing errors and undervalua- 6 DrReddysLaboratories Ltd
tion of shares. Using median also
generally results in under valuation of 7 FDCLid
shares. Using mean for valuation results :
in overvaluation of share in most cases. 8 Glaxosmithkline Pharmaceu-
The percent pricing errors are found fo ficals Ltd
be less when companies are grouped
into comparable companies based on 9  Glenmark Pharmaceuticals Ltd
ROE and net profit margin as criteria.
Hence, it can be concluded that : 10 IpcalaboratoriesLtd
grouping companies into comparable
sefs on the basis of ROEand net i 11  LupinLtd
profit margin results in better valua-
tions. Using market capitalization and 12 Merckltd
industry grouping alone is less effective
for arriving at comparable companies. 13 PiramalHealthcare Ltd
The scope of this study can be i
expanded in multiple ways. Firstly, the 14 NovartisIndia Ltd
study can be done by choosing
companies across sectors based on the 15 PfizerlLtd
premise that companies with similar :
growth rates, risk, and return charac- 16 SunPharmaceutical Industries Ltd
teristics must enjoy similar valuations
in the market. Use of weighted combi- 17 Torrent Pharmaceuticals Ltd

nations of multiples may result in better

Volume 41, No. I, April 2015
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18 Unichem Laboratories Ltd
19 WyethlLtd

Annexure ll

SET Il A - List of comparable companies
with both ROE and Net profit MARGIN

above average.

Sr.no CompanyNames

1 Glaxosmithkline Phormoceu-é

ticals Ltd

2 Glenmark Pharmaceuticals Ltd

Ref

3 Sun Pharmaceutical Industries

Ltd

4 Wyethltd

1.

SET Il B: List of comparable companies
with either ROE or MARGIN above

average.
Sr.no CompanyNames
1 AbbofttIndiaLtd
2 AstrazenecaPharmaindialtd
3 LupinLtd

4 MerckLtd

SETII C - List of companies with both ROE

and net profit margin below average
Sr.no CompanyNames

1 AventisPharmaLtd

2 CadilaHealthcare Ltd

3 Ciplaltd

Volume 41, No. I, April 2015

4 DrReddys Laboratories Ltd

5 FDCLtd

6 lpcalaboratories Ltd

7 PiramalHealthcare Ltd

8 Novartisindia Ltd

9 PfizerlLtd
10 Torrent Pharmaceuticals Ltd
11 Unichem Laboratories Ltd
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APPENDIX - List of abbreviations used in
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the paper

BRICK countries=Brazil, Russia, Indiq,

ChinaandKorea
BSE=Bombay stock exchange
DCF=Discounted cash flow

DPS =Dividend pershare

EBIT/PBIT= Earnings before interest
and taxes or Profit before interest :

and taxes

EBITDA/PBITDA= Earnings before i
interest, income tax, depreciation
and amortization or Profit before !
interest, income tax, depreciation

and amortization

EPS=Earnings pershare

EV_EBIDT =Enterprise Value Toé

EBITDA multiple

Volume 41, No. I, April 2015

EV_EBIT= Enterprise Value to EBIT
multiple

EV_sales= Enterprise Value to Sales
multiple

EV=Enterprise Value
FCF=Free cash flow

Margin_PAT_SALES=
margin

Net profit
Mcap_sales=Market capitalization
to Sales multiple

P_sales=price to sales multiple

PBV or Price_BV= Price to book
value multiple.

PCF=Price to cash flow multiple
PE=Price Earningsratio

ROE =Return on equity
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Cash Dividend Announcements in India:
Evidence from Finance Managers

Abstract:

Cash dividends are probably the
most important form of payout
policy and a method of delivering
value to shareholders. This paper
aims to analyze the results of the
survey (using structured question-
naire) on the perception of cash
dividends and their announce-
ments by finance managers of
dividend-paying firms listed at the
Bombay Stock Exchange (BSE). A
case for the existence of signaling
effects in the stock market in
developing economy such as India
is made on the basis of the findings.
To lend credence to the findings,
secondary data were also collated
from 2003-2013. The findings reveal
that primary motive in India for cash
dividend s to atfract more investors.
Finance managers ftreat cash
dividends as an attractive insfru-
ment, thereby increasing the
market value of the firm. They
express strong support for the
signaling theory. The sample
companies adopt a conservative
approach and emphasize on
dividend stability.

Key Words

India, Dividend, Survey, Event Study,
Signaling.

Sadaf Anwar

Shveta Singh

Infroduction

i The finance managers of Indian compa-
inies are
proactive with respect to the business
i and financial decision-making in the
: wake of globallization, liberalization and
i privatization. Among these decisions, is
i the decision to formulate an optimum
Edividend policy. Various theories and
i explanations have been put forward fo
i explain the rationale for distributing cash
: dividends. However, the "best" theory of
i corporate payout seems far away and
i largely remains a puzzle (Black, 1976).
i Hence, the quest for an optimum
i dividend policy continues to attract the
i affention of finance managers and
i researchers/academicians alike.

increasingly becoming

i Various surveys of Chief Financial
i Officers
i explain the motivations,
Eviews and issues behind the dividend
i policy and the market reaction to such
i corporate announcements (Baker et all.,
1985; Dong et al., 2005; Mc Cluskey et
: al.2007; Kester and Robbins, 2011).
i However,
i reviewed, it is apparent that a survey of
i the views and motivations of Indian
finance managers with regard to cash
i dividends and their announcements
largely remains unexplored (to the best

(CFOs) have attempted to

managerial

based on the literature

Volume 41, No. I, April 2015
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of the authors' knowledge). This survey is

gap. Further, the survey findings have
also been corroborated by secondary
data using the 'event study methodol-
ogy' to lend credence to the survey
findings.

The remainder of the paper s structured
as follows: Section 1 contains fthe
infroduction. Section 2 discusses a brief
literature review. Section 3 discusses the
research design, data sources and
methodology. Section 4 presents the
survey results. Section 5 contains
concluding observations and implica-
fions.

Literature review

Numerous studies conducted (across
the world) do not appear to offer a
conclusive explanation of the factors
that influence a company to pay cash
dividends to their shareholders.
Feldstein et al. (1983) stated that "the
nearly universal policy of paying
substantial dividends is the primary

finance". This section reviews the
pertinent literature on the theorieswhy a

factors and motivations influencing the
dividend decision.

Theories on why firms pay dividends

Various theories have been proposed to
explain the rationale for distributing
cash dividends. Signaling theory s
based on informational asymmetry
between the mangers and sharehold-
ers. Therefore, cash dividends convey
positive signals about the company to
the investors (Aharony and Swary,
1980). Tax preference theory is based on

Volume 41, No. I, April 2015

i comparative tax treatment associated
a modest attempt to fill this research
i current dividend and cash to be
i receivedin future as capital gains arising
i out of changesin share prices (Elton and
EGruber, 1970). Clientele effect theory
i states that some
i earnings to be paid out as a dividend
i and other prefer earnings to be retained
{in the firm (Miller and Scholes, 1978).
EAgency theory stems from the diver-
i gence of interests between managers
i and shareholders and dividends help to
i reduce this
i (Easterbrook, 1984). Life cycle theory
i argues that firms adjust their dividend
policy through time in response to
i changes in investment opportunities.
i (DeAngelo et al., 2006). Bird-in-the-hand
i theory sates that the investors' value
i dividends more than capital gains and
: dividends are relevant (Gordon, 1963).
i Catering theory states that managers
i pay dividends to investors when they
i need it, that is, when investors put a
i stock price premium on payers and do
i not pay dividends when investors prefer
i non-payers (Baker and Wurgler, 2004a).
puzzle in the economics of corporate

Factors and motivations influencing the
i dividend decision

firm pays dividend along with the

i Researchers
i dividends and current earnings as the
{ major determinants of current dividend
i decision by the firms (Lintner, 1956; Baker
i et al., 1985; Baker et al., 2001). However,
i the studies conducted later noted that
i the firms also believed in maintaining
i stable dividends per share and were
reluctant to decrease the payout level
i (Baker and Farrelly,
i various empirical surveys were con-
ducted (all across the globe) and found
i growth in earnings, prior years' divi-
i dends,

with cash received on account of

investors prefer

information asymmetry

have observed past

1988).  Further,

availability of cash, liquidity



constraints and the availability of
positive net present value projects as
: (2012) also supported the consistency of

the influencing factors for dividend
decision (Pruitt and Gitman, 1991; Baker
etal., 2006; Sady et al., 2012).
International Evidences

Various surveys conducted have

supported the notion that dividend
policy affects share prices, ’rherebyé
providing evidence of signaling and
i the views,
: behind the cash dividend decisions and
i their
 motivated by blend of contradictory
Eevidences in literature regarding the
i motivational factors and perceptions
i behind cash dividends, the present

clientele effects (Baker et al., 1985;
Chiang et al., 2006; McCluskey et al.,
2007; Kester and Robbins, 2011). A
recent survey by Haleem et al. (2011) at
Karachi Stock Exchange (KSE) sup-
ported the life cycle theory followed by
the agency theory, the catering theory,

the signaling theory and the residual
theory. These findings were in tune with
the findings of Baker and Powell (2012).
i Methodology, Data Sources and Scope
i ofthe Study

dividend changes and their announce-

i The BSE 500 index of the Bombay Stock
i Exchange (BSE) comprises the top 500
i companies listed with the BSE, based on
i their market capitalization and other
considerations. The sample is represen-
i fative in nature as the BSE 500 compao-
i nies cover 20 dominant sectors of the
Indian economy and represent 93 per
i cent of the total market capitalization
i on BSE. The scope of the study is limited

The empirical findings of the positive
relationship between stock prices and

ments were also in line with these survey
evidences (Bhattacharya, 1979;
Aharony and Swary, 1980; Anwar et al.,
2014).

Indian Evidences
The Indian studies are limited within the

framework of Lintner's (1956) partial
adjustment model and the significant

factors involved while formulating
dividend decisions. Several empirical
i year period 1st April 2003 to 31st March

studies have discovered Lintner's model

fo be the best fit explanation for
i of sample selection).

Hanumantha, 1966; Krishnamurty and i

i Theresearch instrument for primary data
i consisted of a questionnaire (Appendix
i 1) based on the earlier surveys on cash

dividend behaviour (Punanandam and

Sastry, 1971; Bhole, 1980; Bhat and
Pandey, 1994; Sur, 2005). While others
reported investors' preference for

dividends, tax structure, profitability and
operating activities and clientele effect

ESEARCH BULLETIN

as important factors while designing the
dividend policy. A latest survey by Saha

i dividends, thereby supporfing the
i signaling mechanism amongst share-

i holders.

The unigueness of this study comes from
: the fact thatitis perhaps the first attempt

(to the best of the authors' knowledge)
of its kind based on both primary and
secondary data evidences at providing
motivations and impact

announcements. Therefore,

survey aims fo provide an insight into the
Indian stock market.

fo the 422 non-financial companies that
announced cash dividends during ten

2013 (as on 7 November 2012, the date

dividends (Baker et al., 1985). It was
administered to Directors/ Chief Finance

Volume 41, No. I, April 2015
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Officers/Company Accountants/Vice
Presidents/Managers (Finance) of 422
BSE 500 index companies. The initial
response rate was poor; only few

However, continuous follow-up and e-
mails yielded 71 usable
received out of the 422 sample compa-

Prima-facie, the response rate may be
seen as low; however, the number of
respondents and the response rate was
betfter when compared to a previous
study using a similar method (Trahan
and Gitman (1995) had aresponse rate
of 12 per cent). The respondents
comprised of General
Finance and Investor Relations (35.21
per cent), Company Secretaries and

cent), Chairman, Executive Directors
and Chief Financial Officers (19.72 per
cent) and Vice Presidents and Chief
per cent). The
responses reflect the views of the senior
practitioners /decision-makers, :
thus, enhancing the credibility of the

Legal Officers (18.31
level
survey findings.

The relevant data (secondary) were
collected from the BSE website for 10

years (2003-2013). The other secondary
data sources used to substantiate any

abnormal returns using 'event study
methodology' as per Equation 1is:

R,=0,+BR,, +E, (1) :

Where o and B are the estimated

parameters, R,,is the expectedreturnon :
stockiattimet, R..,is the corresponding

Volume 41, No. I, April 2015

i return on the BSE 500 index and E, is the
error term. The abnormal return (AR) for
i each day for each firm is then obtained
i as per the Equation 2:

companies (twenty two) responded. :

AR‘m = Rm' ((x'\ + B\’ Rm,v) (2)
responses :

- i Survey Results

nies (a 16.8 per cent response rate). :

: The following section presents the results
i of the survey along with the secondary
i data results. It lays down the general
i perception related to corporate payout
i decisions followed by the views and
: motives behind the announcements of
i cash dividends.

Managers-

i Table I: Companies adhering to an

licitt t trati
Deputy General Managers (26.76 per Eexp clitargetpayoutratio

Options Percentage
Yes 71.83
No 28.17
Total 100

i Table | exhibits that nearly three-fourths
of the responding companies (71.83 per
i cent) had an explicit target payout
i ratio. This indicates the confidence of
i the sample companies with regard to

missing data were the company's f their expected future earnings as

annual reports. The traditional market : .
model as suggested by Brown and Erepor‘red by Arnott and Clifford (2003).

Wamer (1985) was used fo estimate ETabIeII: Percentage of earnings (if explicit

target payout ratio is followed) paid out
as dividends by the sample companies

Percentage of Earning Percentage
Lessthan 10 per cent 23.53
10-25 percent 45.10
70



Percentage of Earning Percentage
25-50 percent 21.57
Above 50 percent 9.80
Total 100
Table I shows that about half of the

companies (45.10 per cent) distributed :
nearly 10-25 per cent of their earnings as
dividends, 21.57 per cent of the sample
companies distributed nearly 25-50 per
cent of their earings as dividends while
more than one-fifth (23.53 per cent) of :
the companies distributed less than 10
i Table IV reports that nearly 80 per cent of
i the respondents agreed with the fact
ithat dividend paying companies
and distribute uninterrupted record of :

per cent of their earnings as dividends. It
appears that the sample companies
rely extensively on earnings to decide

dividend payments. The results are thus
in tune with the findings of Lintner (1956)
model.

ESEARCH BULLETIN

remaining (23.94 per cent) responded
saying that their company had no fixed
: dividend policy.

Table IV: Opinion on whether paying
Cash Dividends indicate certainty about
: the company future earnings prospects?

Options Percentage
Yes 77 .46
No 22.54
Total 100

conveyed the managers' positive

i expectations regarding the future
i earnings prospects of the company. The
i survey findings reflect the stability in the

 firm's future eamings as well as about the

Table lll: Time- span for the sample
companies after which the dividend
policy isre-examined

Esignoling effect associated with the
i announcements of cash dividends
(Bakeretal., 1985).

Years Percentage Table V: Impact of cash dividend
announcement on stock prices by the
1-2years 36.61 : sample companies
3-5years 39.44 Options Percentage
Any other 23.94 Priceswillgoup 33.80
(please specify) immediately
Total 100 Priceswillgo up 52.11
;| gradually overtime
It was encouraging to note in Table Il -
that nearly two-fifths of the sample :| Pricesdonotfchange ?.86
(39.44 per cent) re-examined their atall
dividend policy after 3-5 years. Also : ] ] )
36.61 percent re-examined their i| Priceswildecline 4.23
dividend policy after 1-2 years while the Total 100
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Table V supports the fact that market
uses dividend announcements as

and that dividend payment provide a
'signaling device' of future company
prospects (Aharony and Swary, 1980;
Bakeretal., 1985).

sample companies

Options Percentage
Yes 29.58
No 70.42
Total 100

The resulfs in Table VI are encouraging
as the cash dividend practices of nearly

three-fourths of the sample companies
i and have informational content (Anwar
et al., 2014). They convey a positive and
i sfronger future outlook for the company,
i thus supporting the signaling theory of
i dividends (McCluskey et al., 2007). In
i addition to the stated motives,
respondents also mentioned certain
i other motives (listed below):

(70.42 per cent) are not affected by the
financial crisis. This could perhaps be
due to the fact that Indian companies
follow a stable dividend policy and are
highly concerned with dividend
continuity.

Motives behind Cash Dividends

The respondent companies were asked
to select the three most important |
motives behind paying cash dividends,
in order of priority. A weighted indexwas
calculated for each moftive for the !
purpose of ranking as per Equation 3.
Using this index the statements were !

ranked in descending order.

Index = [(Primary moftive x 3) + (Second-

ary motive x 2) + (Tertiary motive x 1)]

Volume 41, No. I, April 2015

i Notes: The Weighted Score= [{(Rank T x
:3)+ (Rank 2x2) + (Rank 3x 1)} /6]
information for assessing security value |

i Table VIl reports the choices made by
i the respondents regarding the primary,
i secondary and tertiary motives for cash
i dividends. The top three motives are
listed belowin descending order:

Table VI: Impact of global financial crisis
on cash dividend announcement by the :

i. Cash dividends attract more
investors (Primary motive).

i. Cash dividends gain aftention from

the investment community (Second-
ary motive).

ii. Cash dividends increase the total

market value of a firm
motive)

(Tertiary

Thus, the above findings corroborate the
: empirical findings that cash dividend

announcements affects share value

the

e Cash dividends are a means for
service tosociety.

e Cash dividends provide consistent
cash flows.

e Cash dividends provide fair return to
investors.

e Cash dividends provide fair return to
investors.

e Cash dividends protect inferest of

stakeholders.



<
[
[
—
|
>
(=)
.
O
oz
<
wi
)
w

yHom au
(%00°0) (%0v°1) (%09°5) Uo uIngas pup Ajinbe
uo uinjal saoldw-
slop|oyaxpis
JO selajul }08]0l1d-
L SIOJSOAUI O} UIN}al JIn4-
L
- - - L S MOJ} YsoD JUBISISUOD-
- - - L A1B100S O} 92IAISS -
- - - L (Ayioads
/ 0£Z aspa|d) Jayjo Auy /
(%01%1) | (%0S°SL) (%0C )
9 089 0l Ll € Aflpinbij @ouoyug 9
(%05°51) | (%0g8l) (%0C ) 90ud %204
g 0L/ Ll €l € 10 AJlipjOA ©oNpay S
Ayigoyyoud
(%0L¥L) | (se8L) (%00°2) Puissesso 104 Jusjuod
14 058’8 ol el S [oUOloWIOJUI 8PIAOI- 14
(%0¢81) (%05°8) (%05°9%) | Wiy D JO SN|OA {o3fIoW
€ 006 el 9 %S [040} 8y} espalou| €
ALUNWWOD
(%05'8) | (%09°62) | (%00/) fuswijsoAUl Y}
14 050l 9 1z S WO} Uoljus o Uulog 14
(%09°62) (%05°8) (%0r°5T)
L 0S¥l lc 9 8l SIOjsSAUl 8IOW [ODIHY [
Xapuj aAlow aAlow aAlow JIaquinN
Juny paybiam | Aioyia) | Ailbpuooas | Aipwid SOAljOW SAlOW

(AJuo ¢ puDp Z ‘| SHUDY) JUSWSDOUNOUUD PUSPIAIP YSDD PUIyaq SSAOW JO MIIA S juswabBoubpwy :|IA 21qpL

5

Volume 41, No. I, April 201

73



ESEARCH BULLETIN

e Cash dividends improve return on

equity andreturn on networth.

The respondents provided their general
views on thirfeen close-ended opinion
statements concerning cash dividends
on a five-point Likert scale ranging from
i The high level of agreement with these
statementsis not surprising given that the
i goal of the firm is fo maximize sharehold-
i ers' wealth by maximizing stock price
i and value of the firm. This finding is also in
i congruence with the finding where
{'increasing the value of the firm' has
been ranked as the terfiary motive by
i the sample companies.

ment' and 'disagreement’. This was :

i The survey findings shows that Indian
i finance managers support the informa-
i fional
i dividend theory and formulate their
i dividend policy in accordance with
 Linter's (1956) model. A positive price
i reaction to dividend changes support
i Black's (1986, p.535) suggestion; "l think
i we must assume that investors care
i about dividends directly".

standard deviation. The statements are

i Empirical Findings

mean. The statements with the same

i Table IX shows that the positive returns
i from day three onwards up to day five
icould be explained through the
signaling effect and also through the tax
i clientele effect, both indicating that
i shareholders view dividend payments
: positively (Anwaret al., 2014).

strongly agree to strongly disagree (SA,
A, No, D and SD), where  SA=Strongly
Agree (5), A=Agree (4), NO=No opinion
(3), D=Disagree (2) and SD=Strongly
Disagree (1). The numbers indicated in
(brackets) denoted the score
accorded to that particular choice.
Based on this, anindex was constructed
for the statements conveying 'agree-

done by summing 'stfrongly agree' and
'‘agree' on one side and 'strongly
disagree' and 'disagree' on the other.

Table VIII reveals five statements for
which more than four-fifths (80 per cent)
of the respondents have shown their
agreement. The table also provides the
ranking for these thirfeen statements
based on their respective means and

ranked in descending order of their

mean score are ranked according to
the descending values of standard
deviation (example for statements 4
and 12). The five top ranking statements
are listed below in descending order:

i. Cash dividend creates positive
psychologicalimpact oninvestor.
more attractive to the investor.

ii. Cash dividend provides a "signaling
device" of future prospects of the

Volume 41, No. I, April 2015

firm.

iv. Money talks! An indication that the
Views onlssuesinvolving Cash Dividend |

firmis doing well.
v. Management should be responsive

to the shareholders' preferences
regarding dividend.

and signaling hypothesis of

i Conclusions and Implications

ii. Cash dividend makes the stock :

: A number of neoteric findings have
: emerged from the study. Based on the
i survey evidence, it can be concluded
i that Indian companies place more
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Table VIIl: Management's views on cash dividend statements under five-point Likert
scale from strongly agree to strongly disagree (1.Strongly Agree, 2. Agree, 3. No
Opinion, 4. Disagree, 5. Strongly Disagree)

Statement
Number

Statement

Agree
(1&2)
(%)

No
Opinion
(3)
(%)

Disagree
(4 & 5)
(%)

Mean

Standard
Deviation

Rank

Creates
positive
psychological
impact on
investors

92.90%

2.80%

4.30%

4.13

0.85

Make the stock
more attractive
fo the investor

87.30

2.80

9.90

4.06

0.74

Provides a
“signaling
device" of
future
prospects of
the firm

82.00

7.04

11.30

3.85

0.77

Money talks!
An indication
of the firmis
doing well

74.60

15.50

9.90

3.79

0.66

11

Management
should be
responsive to
shareholders’
preferences
regarding
dividend

73.30

21.10

5.60

3.86

0.63

Increases the
tfotal market
value of a
firm's stock

67.60

18.30

3.73

0.53

13

Perception of
low risk
associated with
paying stocks

64.80

19.70

15.50

3.55

0.65

10

Stockholders
prefer cash
dividend to
stock dividend

Maintains the

stock price
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Table IX. Average Abnormal Return (AAR), Cumulative Average Abnormal Return
(CAAR) and their corresponding t-statistic values on and around Cash Dividend

Announcements during the period 2003-2013

Days | (AAR) (%) | t —statistic | CAAR (%) | t-statistic
-5 0.03 0.209 0.28 0.367
-4 0.08 0.579 0.36 0.471
-3 0.04 0.310 0.40 0.527
-2 0.1 0.795 0.51 0.670
-1 -0.05 -0.373 0.46 0.602
0 0.14 0.992 0.60 0.781
1 -0.02 -0.163 0.58 0.751
2 -0.01 -0.054 0.57 0.742
3 0.10 0.717 0.67 0.871
4 0.04 0.287 0.71 0.922
5 0.01 0.069 0.72 0.935

emphasis on the importance of divi-
dend stability and practice conserva-
tive dividend policy. The finance
managers' opinion supports strongest
agreement with cash dividend creating
psychological impact on investors. This
finding corroborates the motive to
attfract more investor as the primary
motive among finance managers.
Perhaps, the managers believe that
cash dividends provide a positive

and increase the total market value of
the firm. Also the respondents seem to

Volume 41, No. I, April 2015

i believe that dividend policy affects
i share value, as evidenced by the
{importance atftached to dividend

i policy in maintaining stock price. The
i Indian finance mangers are likely fo
i believe that dividends serve as a
Esignoling device regarding the future
i prospects of a company and dividend
i paying stocks are relatively less risky. The
i same is confirmed by empirical findings
i (ReferTableIX).

impact on the firm's future prospects

i In sum, these results would provide an
insight into the corporate practices and



the extent fo which the Indian manag-
ers use the assumptions, models and
decision rules generated and taught by
academicians in making financial
decisions.
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Annexure |
Questionnaire
Cash dividend Announcements in

India: Evidence from Finance
managers

Purpose: The purpose of the study is to i
ascertain the views and motivations of
the managers of Indian corporates' for
cash dividends. Your response would be
extremely beneficial to complete the
research work. The information pro- :
vided by you will be kept confidential i
and reported only in summary form
without disclosing the identity of your

firm.

Though we would appreciate your |
response to all questions, you may find a :
few questions of sensitive nature; we
appreciate your constraints of non-

response fo such questions.
Personal Details

Name

Company

Designation

Years of Experience

Flow of questions: Section A com- :
mences with the basic information
about the company. Sections B and C
relate to (i) corporate payout decisions
and (i) the views and motivations of the :
managers of Indian corporates' for cash

dividends.

Section A-Background Information

1. What is the principal nature ofé

ESEARCH BULLETIN

business of your organization?
(Please mark *' as applicable)

a) Chemicals| ]

b) Metals [ ]
c)Media| ]

d) Oiland Gas|[ ]
e)Media| ]

f) Power [ ]

g) Textile [ ]

h) Miscellaneous [ ]
i) Agriculture [ ]
JJFMCG ]

K)ICT[ ]

[) Telecom [ ]

m) Capital Goods | ]
n) Diversified [ ]

o) Healthcare [ ]

p) Housing [ ]

qg) Telecom [ ]

r) Tourism [ ]

s) Transport [ ]

f) Any other (please specify)

SectionB- Views on Cash Dividend

. (A) Does your firm have an explicit

Volume 41, No. I, April 2015
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target payoutratio? i 6. Has the current global financial crisis
affected your firm's most cash
Yes|[ ] No[ ] dividends announcements?e
(B) If yes, please specify the percent- : Yes|[ ] Nol[ ]
age of earnings paid out generally
as dividends by yourcompany i 7. From the following list of motives, rank
: the three most important motives
a. [ ]Lessthan10% (only three) in order of their prior-
: ity(Rank 1,2 and 3 only)
b. []10-25%
Rank1 Rank2 Rank3
c. [125-50%
a. Attract [ 1] [] [ ]
d. [ ]Above 50% more
i investors
3. How often your firm re-examine its :
dividend policy? b.Gain [ ] [1] [ 1]
i attention
a. []1-2years :  fromthe
i investment
b. []3-5years :  community
c. [ ]Anyother (please specify) c.Increase [ ] [1] [1]
i thetotal
4. Do you think that dividend-paying market
stocks offer more certainty about the value of a
companies' future earnings pros- i firm
pects compared with stocks that do
not pay dividends? d.Provide [ ] [1] [1]
i informational
Yes[ ] Nol[ 1] contentfor
: assessing
5. Suppose there is a dividend increase profitability
announcement, which of the
following statement about share e.Reduce [ ] [] [ ]
pricesis most accurate? volatility of
i stockprice

a.[ ]Priceswillgo upimmediately.
f.Enhance [ ] [ 1] [ ]

b.[ ] Priceswillgoup gradually over liquidity
fime. :
: g.Any other
c.[ ] Pricesdonotchange atall. (please specify)
d.[ ]Priceswilldecline. Section C- Issues Involving Cash

Volume 41, No. I, April 2015 80



Dividend Statements

8. Please indicate the extent to which i
you agree or disagree with each of
the following statements about cash
dividends in general. The following
questions are to be rated under five-

ESEARCH BULLETIN

point scale from strongly agree to
stfrongly disagree (SA, A, No, D and
SD), where SA=Strongly Agree,
A=Agree, NO=No opinion,
D=Disagree and SD=Strongly
Disagree.

Statement

Agree No
Opinion

Disagree

SA A NO D | SD

1. Provides a “signaling device" of
future prospects of the firm

2. Make the stock more attractive to
the investor

3. Increases the total market value of
a firm's stock

4. Maintains the stock price within an
optimal range

5. Creates positive psychological
impact on investors

6. Money talks! An indication of the
firm is doing well

7. Eases the sale of new common
stock

8. Facilitates favourable free publicity

9. Creates a costly cash drain for the
corporate

10. Stockholders prefer cash dividend
fo stock dividend

11. Management should be
responsive to shareholders’
preferences

regarding dividend

12. Only a short-term positive price
reaction to the announcement

13. Perception of low risk associated
with paying stocks

Any other statement you would like to add (please specify)
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Effectiveness of Derivatives Regulation in India

Abstract:

The issue that is being sought fo be
addressed in this paper is "Whether
the current regulatory frame work for
Derivatives with regard to Value at
Risk (VaR) margins have been
effective in managing the risk in the
Indian capital markete" To attempt
an answer to the problem "Back-
festing" will be under taken with
respect to the National Stock
Exchange of India (NSE) Nifty index
futures for the period June 12, 2000
(starting date of Nifty index futures)
fo October 30, 2009.

This paper also intends to examine
the suitability coherent risk measures
such as Expected Shortfall (ES),
which s increasingly becoming
popular among risk managers and
regulators. Extreme Value Theory will
be used to compute the ES measure
fo take care fat tail behaviour of
Financial Time Series.

Finally, based on the results obtained
in the analysis mentioned above,
suitable policy recommendations
with regard tfo risk management of
derivatives exchanges will be made.

Key Words:

Derivatives, Value at Risk (VaR),
Backtesting, Expected Shortfall (ES).

H Phani Raju

Sankarshan Basu

Derivatives Markets

i A derivative productis defined as a
: financial
i depends on (or derives from) the values
i of other, more basic, underlying vari-
ables. Very often the variables underly-
i ing derivatives are the prices of fraded
i assets. A stock option, for example, is a
: derivative whose value is dependent on
i the price of a stock. Derivatives transac-
i fions have evolved in the past twenty
: years to cover a broad range of "under-
i lyings," including exchange rates, inte-
i rest rates, commodities, and equities
i (Hull &Basu, 2009).

instrument whose value

i The first step fowards introduction of
i derivatives frading in India was the
i promulgation of the Securities Laws
(Amendment) Ordinance, 1995, which
: withdrew the prohibition on options in
i securities. The market for derivatives,
i however, did not take off, as there was
ino regulatory framework to govern
trading of derivatives. SEBI set up Dr. L C
i Gupta Committee(Gupta,
idevelop appropriate
i framework for derivatives trading in
i India. Subsequently, SEBI also set up a
i committee headed by Professor J R
i Varma (Varma, 1999-b) to recommend
i measures for risk containment in deri-

1998) to
regulatory
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vatives market in India. Derivatives
frading commenced in India in June
2000 after framing of the regulatory

i under which the principal cannot be
i sure if the agent has put forth maximal
 effort.

framework by the SEBI based on these

tworeports.
Concepts of Regulation

Orderly conduct of markets is the prime
concern of any regulator. The concept

of 'Regulation’ is often considered as a

middle path between two extremes of

i To summarize, the key concerns of
regulators are: market integrity, systemic
i safety, and customer protection. All
i these three concerns are intertwined
fand inter-related. Therefore, any
i regulation that has an impact on one of
these has to address the other two
i simultaneously.

laissez-faire and command and control

approaches. There are two leading
theories fo understand financial
markets. First one is the Efficient Market
Theory and the other is the Agency
Theory(SEBI Committee, 2008).

According to Efficient Market Theory the
financial markets are “informational
efficient" and, as a consequence, the
prices of traded assets already reflect alll
known information, and instantly
change to reflect new information.
Therefore, according to theory, it is
impossible to consistently outperform

: As the markets mature, they graduate
i from compliance based supervision fo
{ risk based supervision and as such there
will be a ftransition from rule-based
i regulation to principle-based regula-
i fion. Derivatives markets are, by nature,
i extremely volatile and hence the risk
i factoris an important concern for all the
i players in the market. Risk is defined as
: "the quantifiable likelihood of loss or less-
i than-expected returns."(McNeil, Frey, &
i Embrechts, 2005) In matured markets risk
i management is one of the main
concerns of the regulator.

the market by using any information :

that the market already knows, except
through luck.

Agency theory explains how to best

: Derivatives Regulationin India

EThe main thrust of any Derivatives
: Regulation would be on:

organize relatfionships in which one :

party (the principal) determines the

i 1) Protection ofinvestors,

work, which another party (the agent)

undertakes. The theory argues that
under conditions of

incomplete

: 2) Ensuring that markets are fair,

efficient and transparent; and

information and uncertainty, which

characterize most business settings, two

agency problems arise: adverse

: 3) Reduction of systemic risk.(IOSCO

Report, 2003)

selection and moral hazard. Adverse

selection is the condition under which
the principal cannot ascertain if the
agent accurately represents his ability

to do the work for which he is being :

paid. Moral hazard is the condition

Volume 41, No. I, April 2015

i According to the Gupta committee
i (Gupta, 1998) the main objectives of
: Derivatives Regulation are as follows:

A. Investor Protection: Attention needs



to be given to the following four

aspects:
1) Fairness and Transparency,
2) Safeguard forclients' moneys,

3) Competent and honest
service; and

4) Marketintegrity.

B. Quality of markets: The concept of
"Quality of Markets" goes well
beyond market integrity and aims at
enhancing important market
qualities, such as cost-efficiency,
price-continuity, and price-
discovery. This is a much broader
objective than marketintegrity.

C. Innovation: While curbing any
undesirable tfendencies, the
regulatory framework should not
stifle innovation which is the source
of all economic progress, more so
because financial derivatives
represent a new rapidly developing
area, aided by advancements in
information technology.

mentioned objectives the main thrust of
any Derivatives Regulation would be
on:

1) Accounting Disclosure, and
Reporting, since it is widely recog-
nized that accounting standards
and disclosure practices for
derivatives play animportant role in
ensuring investor protection and
also fairness, efficiency, and
fransparency in the markets; and

2) Capital and Margin Requirements.
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Adequate capitalization is viewed
by most regulators as a necessary
condition for participation in
derivatives activities for mitigating
therisk.

i The above requirements are necessary
i for mitigating the risk in the market and
i fo improve the confidence of investors
i and other market players. The present
i Derivatives
i stipulates  charging upfront margins
i based on a 99% Value at Risk (VaR)
i approach for managing the risk. VaR is a
i measure of Risk, which uses the statistical
i analysis of historical market trends and
: volatilities to estimate the likelihood that
i a given portfolio's losses will exceed a
i certain  amount.
i calculated for either one day or two
i week periods, and is generally given as
ian X percentage chance that the
portfolio will lose Y rupees. After charg-
iIng
i margins at the client level are also
i charged. Besides charging upfront
i margins SEBI also stipulates liquid net
worth and exposure limits of a clearing
i member.

Regulation(SEBI, 1999)

VaR is frequently

initial margins, Mark-to-Market

: Value at Risk

In order to achieve the above- :

i VaR provides a common consistent
i measure of risk across different positions
i and risk factors. VaR can be applied to
: any type of portfolio, and it enables us to
i compare the risks of different portfolios.
It enables us to measure the risk associ-
i ated with a fixed-income position, say, in
i a way that is comparable to the risk
associated with an equity position. In this
i the VaR is a distinct improvement over
i fraditional methods (e.g., duration and
convexity approaches only apply fo
i fixed-income positions,
measures only apply to derivatives

Greek risk
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positions, and portfolio theory

positions).

most easily understood unit of measure,
namely, 'lost money'. Many other
measures are expressed in less franspar-
ent units of measure (e.g., average
period to cash flow, etc.). Hence, the
VaR is expressed in terms of a unit that is
easierto convey.

The simplest way to estimate VaR is by
means of historical simulation (HS). The
HS approachestimates VaR by means
of ordered loss observations.(Dowd,
2005)

VaR can also be estimated by using
parametric approaches, the distin-
guishing feature of which is that they
require exact specification of the
stafistical distribution from which data
observations are drawn. Parametric
approaches can be thought of as fitting
curves through the data and then
reading off the VaR from the fitted
curve. In making use of a parametric
approach, there is a need to take

fion and the type of data to which it
applies.(Dowd, 2005)

Non-parametric approaches, which
seek to estimate risk measures without
making strong assumptions about the
relevant distribution, are also used for
VaR estimation. All non-parametric
approaches are based on the underly-
ing assumption that the near future will
be sufficiently like the recent past that
one can use the data from the recent
past to forecastrisks over the near future
- and this assumption may or may not be
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i validin any given context.(Dowd, 2005)
approaches apply to equity and similar

: Value at Risk Models in the Indian Stock
i Market

VaR is expressed in the simplest and

i Varma (1999-a)provides empirical tests
i of different risk management models in
: the VaR framework in the Indian stock
imarket. It is
: Generalizedautoregressive hetero-
i scedastic and Generalised Error
i Distribution
exceedingly well at all common risk
i levels (ranging from 0.25% to 10%). The
i Exponentially Weighted Moving
i Average (EWMA) model used in J. P.
i Morgan's RiskMetrics methodology(J P
i Morgan/Reuters, 1996) does well at the
£ 10% and 5% risk levels but breaks down
i at the 1% and lower risk levels. Varma
: (1999-a) goes on to suggest a way of
salvaging the EWMA model by using a
i larger number of standard deviations to
set the VaR limit. With this modification
i the EWMA model is shown to work quite
i well. Given its greater simplicity and
ease of interpretation, it may be more
i convenient in practice to use this model
i than the more accurate GARCH-GED
: specification.

account of both the stafistical distribu- :

i Varma Committee Report
£1999-b)
i applicable for the Indian derivatives
i market. This model is based on the
Exponential Weighted Moving Average
{ (EWMA) method popularized by the J. P.
i Morgan's  RiskMetrics system.
i Morgan/Reuters, 1996). This model is
i preferred primarily due to simplicity of its
i computation. In this model the volatility
i at the end of day t, tis estimated using
i the previous volatility estimate t-1 (as at
E’rhe end of day t-1), and the return rt
i observedintheindexduring day f:

found that the

(GARCH-GED) performs

(Varma,
formulates the VaRmodel

(J P



(6)° =X (c-1)"+ (1-2) ()’ (1)

change.

The VaR model was back tested for the
period from July 1, 1990 to June 30, 1998

number of VaR violations is well within
the allowable limits of sampling error.

Backtesting of VaR Models

they predict risk reasonably well. Model

framework that consists of verifying that

losses. This involves systematically

with their associated portfolioreturns.
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i A variety of tests have been proposed in
! literature to gauge the accuracy of a
where A is a parameter, which deter- : VaR model. The most widely used test is
mines how rapidly volatility estimates : fhe proporfion of failures fest suggested
i by Kupiec
Eopproximo’fe 95% confidence regions
i for such a test, which are shown in the
i table. It may be noted that the choice of
and it was observed that the actual i the confidence region for the test is not
irelated to the quantitative
selected for VaR. This confidence level
i refers to the decision rule to accept or
i reject the model. These regions are
: defined by the tail points of the log-

VaR models are only useful insofar as | lkelihoodratio:

LRy = —2In[(1-p)"p"] +
Validation is the general process of :
checking whether a modelis adequate

or not. Backtesting is a formal statistical . . . Lo .

i which is asymptotically distributed chi-
actual losses are in line with projected : sduare with one degree of freedom
: under the hypothesis that p is the true
checking the history of VaR forecasts i probability. Null hypothesis is rejected if
i LR>3.84.

(1995). Kupiecdevelops

level p

o I

Table1 Model Backtesting, 95% Non-rejection Test Confidence Regions (Jorion,

2001)
Probability VaR Non-rejection Region for Number of Failures N
Level p confidence T=255days | T=510days | T= 1000 days
level
0.01 99% N<7 1<N<11 4<N<17
0.025 97.5% 2<N<12 6<N<21 15<N<36
0.05 95% 6<N<21 16<N<36 37<N<é5
0.075 92.5% 11<N<28 27<N<51 59<N<92
0.10 920% 16<N<36 38<N<é5 81<N<120

Kupiec test focuses exclusively on the
property of unconditional coverage;i.e.
the test is only concerned with whether
the VaR is violated more than 100p% of
the time. This fest ignores volatility

could bunch closely in fime and this
should invalidate the model.

i because if the exceptions are not
independent then there is a more likely
i hood of another exception occurring
i immediately after an exception and
: VaR modelwillgo awry.

clustering, which means exceptions :

i Christoffersen
This is i

(1998) suggests condi-
fional backtesting procedure to take
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account of volatility clustering. His idea
is fo separate out the particular predic-
fions being tested, and then test each
prediction separately. The first of these is
the prediction of correct unconditional
coverage. The other prediction is that
exceedances are independent of each

insofar as it suggests that exceedances
Evidence of exceedance clustering

misspecified, even if the model passes
the prediction of correct unconditional
coverage.

For the independence prediction, let nij
be the number of days that state |
occurred affer state i occurred the
previous day, where the states refer to
exceedances (1) / non-exceedances
(0), and let m; be the probability of the
state j in given day, given that the
previous day's state was i. Under the
hypothesis of independence, the test
stafistic

LR;yq = —2 ln[(l — ﬁz)"00+n11ﬁ12!01+n11]

+ 21In[(1 — gy 007G (1 — Tey5) ™07} 1] (3)

is also distributed as a ¥*(1). and the
estimates of the probabilities are given
by

- M1 -~
oy =

, Ty
nyo +nyg

Moy P
)T =
ngo + Noy

_ No1 + Ny (4)

Moo + Moy + Ny + N1y

It follows that under the combined
hypothesis of correct coverage and
independence, the statistic

LR;c = LRyc+ LRjnq (5)

is also distributed as a x*(2). Thus, the

Volume 41, No. I, April 2015

i fest both coverage and independence
i hypotheses at the same time. Moreover,
{ if the model fails a test of both hypothe-
i ses combined, his approach enables us
i to test each hypothesis separately, and
so establish where the model failure
i arises.

other. This latter prediction is important :

! Alternative Risk Measures

should not be clustered over fime. :

: Coherent Risk Measures

would suggest that the model is !

{ VaR has several advantages as a risk
i measure by virtue of the fact that it is a
i common,
measure, etc. However, the VaR also
i has its drawbacks. The VaR estimates
i can be subject to error, model risk (i.e.,
i the risk of errors arising from models
i being based on incorrect assumptions)
i or implementation risk (i.e., the risk of
Eerrors arising from the way in which
i systems are implemented). On the other
i hand, such problems are common to
many if not allrisk measurement systems,
i and are not unique to VaR ones. Yet the
{ VaRalso has its own distinctive limitations
fas a
i limitation is that the VaR only gives
i maximum loss if a tail event does not
i occur (e.g., it gives maximum lossin 99%
i of the time); if a tail event does occur,
i loss can be more than the VaR, but the
i VaR itself gives no indication of how
: much that might be. The failure of VaR to
: take account of the magnitude of losses
{in excess of itself implies that two
i positions can have the same VaR - and
therefore appearto have the same risk if
i the VaRis used to measure risk - and yet
have very different risk exposures. This
ican lead to some very undesirable
: outcomes.

holistic, probabilistic risk

risk measure. One important

Forinstance, if a prospective investment
;hos a high expected refturn but also



involves the possibility of a very high loss,
a VaR-based decision calculus might
suggest that the investor should go
ahead with the investment if the higher
loss does not affect the VaR (i.e.
because it exceeds the VaR), regard-
less of the size of the higher expected
return and regardless of the size of the
possible loss. Such a categorical
acceptance of any investment that

of the possible loss, provided only that it
is insufficiently probable - undermines
sensible risk-return analysis, and can
leave the investor exposed to very high
losses.

So the VaR has a number of serious

the elliptical distributions. In such

circumstances the VaR works well, butin

such circumstances there is no need of

VaR: the VaR is then merely a simple i 4. Translationalinvariance: p(X +n) =p(X)

transformation of the standard devia-
tion, and a VaR framework tells nothing
that could not have been found out | Properties (1), (3) and (4) are essentially
: 'well-behavedness' conditions intended

work. Thus, in the face of elliptical : forule outawkward outcomes.

the mean-variance

i The most important property is (2),
upgrading to a VaR framework is : subadditivity. This tells us that a portfolio
negligible. Yet the whole point of i made up of subportfolios will risk an
: amount which is no more than, and in
i some cases less than, the sum of the risks
i of the constituent subportfolios. Sub-
additivity is the most important criterion
tions. The VaR enables this measure- | O reasonable’ risk measure is expected
i to satisfy. It reflects an expectation that

i when aggregate individual risks are

from a basic mean-varionce frame-

distributions,
framework works well and the value of

upgrading from the mean-variance
framework to something more generalis
fo be able to measure the risks associ-
ated with seriously non-normal distribu-

ment, but it is in exactly these circum-
stances that the VaR is not a reliable risk

measure. Therefore, there is a need for
i do not increase: the risk of the sum is

i always less than or equal to the sum of
i the risks. Subadditivity means that

an alternative framework that can give
useful risk measures in a seriously non-
normal environment.
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i The theory of coherent risk measures
i proposed by Artzneret.al. (1997) and
£ (1999) providea formal theory financial
i risk. The notion of risk itself is hard to
i conceptualise without a clear idea of
i what is meant by a measure of risk. To
i clarify these issues, Artzneret.al. postu-
i lated a set of axioms - the axioms of
coherency - and began to work out their
: implications.

increases expected return - regardless

i Let X and Y represent any two portfolios'
returns, and let p(.) be a measure of risk
i over a chosen horizon. The risk measure
i p(.) is said to be coherent if it satisfies the
: following properties:

50 the ) ; - 1. Monotonicity: Y =X = p(Y ) <p(X).
limitations as arisk measure. There is one  :

important class of distributions where : U Y Y ) < +
VaR is in many ways a very good 52' Subadditivity: p(X+Y) <p(X) +p(¥).
measure of risk: these distributions are

i 3. Positive homogeneity: p(hX) = hp(X)

forh>0.

-nforsome certain amountn.

aggregated, they diversify or, at worst,
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aggregating risks does not increase
overallrisk.

Subadditivity is more than just a matter
of theoretical 'tidiness' and has impor-
tant practical implications. For exam-
ple, non-subadditivity is treacherous
because it suggests that diversification
might be a bad thing, which would
suggest the laughable conclusion that

might be good
practicel It also means that in adding
risks together there is a possibility
ofcreating an extra 'residual’ risk that
someone has to bear, and that didn't

awkward consequences:

Non-subadditive risk measures can
tempt agents trading on an organised
exchange to break up their accounts,
with separate accounts for separate
risks, in order to reduce their margin
requirements. This would concern the
exchange because the margin
requirements on the separate accounts
would no longer cover the combined
risks, and so leave the exchange itself
exposed to possible loss. If risks are
subadditive, adding risks together

combined risk, and this means that the
tive estimate of combinedrisk.

This spells frouble for the VaR, because
VaR is not subadditive. For a risk mea-

example where VaR violates this
condition. (Dowd, 2005)

Volume 41, No. I, April 2015

i The VaRcan be made subadditive if
i restrictions are imposed on the form of
: the return distribution. It tums out, in fact,
i that the VaRcan be made subaddi-
i fiveonly by imposing the severe restric-
 fion that the return distribution is ellipti-
i cally distributed, and this is of limited
i consolation because in the real world
i non-elliptical distributions are the norm
i rather than the exception. The failure of
putting all your eggs info one basket
risk management
i no claimto be regarded as a'proper' risk
i measure at al. A VaR is merely a
i quantile. Ithasits uses as a quantile, but it
! is very unsatisfactory as arisk measure.
exist before. This would have some !

i Given these problems with the VaR,
i alternative, coherent, risk measures that
 retain the benefits of the VaR - in terms of
i providing a common, aggregative,
{ holistic, etc. measure of risk - while
i avoiding its drawbacks need to be
i considered. If they are to retain the
i benefits of the VaR, it is also expected
i that any such risk measures will be "VaR-
! like' in the sense that they will reflect the
i quantiles of the return distribution, but
i will be non-trivial functions of those
i quantiles rather than a single
: quantile taken onits own.

would give us an overestimate of

: Expected Shorffall

sum of risks can be used as a conserva- :

i A good candidate for a coherent risk
measure is the expected shortfall (ES).
i The ES is the average of the worst 100 (1 -
: o) % of losses:

sure fo be subadditive, the subadditivity :
condition p(X + Y ) < p(X) + p(Y ) must
apply for all possile X and Y. It can : ESa =
therefore be proved that VaR is not
subadditive if there is a single counter-

L If the distribution is discrete, then the
i discrete equivalent of the ESis given by:

VaR to be subadditive is a fundamental
problem because it means that VarR has

raw

1
1
mf q, dp (6)



1 a
mZ}[pth highest loss] x
=

[probabilty of pth highest loss] (7)
The subadditivity of ES follows naturally.
If there are N equal-probability
quantilesin a discrete return distribution,
then:

ES,(X)+ES,(Y) =

[mean of Na highest losses of X] +

[mean of Na highest losses of Y]

> [mean of Na highest losses of (X +Y)] = ES, (X +Y)

(8)

A confinuous loss distribution can be
regarded as the limiting case as N gets
large. In general, the mean of the Na

Figure 1 Expected Shortfall
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i worst cases of X and the mean of the Na
worst cases of Y will be bigger than the
i mean of the Na: worst cases of (X +Y ),
i except in the special case where the
i worst X and Y occur in the same Na
i events, and in this case the sum of the
i means will equal the mean of the sum.
i Acerbi (2004) shows that the ES also
i satisfies the other properties of coher-
i ence, andis therefore coherent.

i An illustrative ES is shown in Figure 1. If
: data is expressed in loss terms, the VaR
i and ES are shown on the right-hand side
i of the Figure 1: the VaR is 1.645 and the
{ ES is 2.063. Both VaR and ES depend on
: the underlying parameters and distribu-
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tional assumptions, and these particular
figures are based on a 95% confidence
level and 1-day holding period, and on
the assumption that daily return is
distributed as standard normal (i.e., with
mean 0 and standard deviation 1).

 Like the VaR, the ES provides a common
i consistent risk measure across different
i positions, it takes account of correlations
:in a correct way, and so on. It also has
imany of the same uses as the VaR.
i However, the ES is dlso a better risk
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measure than the VaR for a number of
reasons(Dowd, 2005):

e The ES tells us what to expect in bad
states while the VaR tells us nothing
other than to expect a loss higher
thanthe VaRitself.

e An ES-based risk-expected return
decision rule is valid under more
general conditions than a VaR-
based risk-expected return decision
rule: in particular, the ES-based rule is
consistent with expected utility
maximisation if risks are rankable by a
second-order stochastic dominance
rule, while a VaR-based rule is only
consistent with expected utility
maximisationif risks are rankable by a
(much) more stringent first-order
stochastic dominancerule.

e Because it is coherent, the ES always
satisfies subadditivity, while the VaR
doesnot.

Extreme Value Theory

The last years have been characterized
by significant instabilities in financial
markets worldwide. This has led to
numerous criticisms about the existing
risk management systems and motfi-
vated the search for more appropriate
methodologies able to cope with rare

The typical question one would like to

lie outside the range of available
observations be modelled. In such a
situationit seems essential to rely on a
well founded methodology. Extreme
value theory (EVT) provides a firm
theoretical foundation on which

Volume 41, No. I, April 2015

i stafistical models are built for describing
: exireme events.

{ EVT focuses on the distinctiveness of
i extreme values and makes as much use
as possible of what theory has to offer.
i Not surprisingly, EVTis quite different from
i the more familiar 'central tendency'
 statistics. The underlying reason for this is
i that central
governed by central limit theorems, but
i central limit theorems do not apply to
i extremes.
governed, appropriately enough, by
i extreme-value theorems. EVT uses these
i theorems to tell us what distributions
i should be used to fit to extremes data,
i and also guides us on how to estimate
i the parameters involved. These EV
: distributions are quite different from the
i more familiar distributions of central
i tendency statistics. Their parameters are
falso different, and the estimation of
ithese parameters is more difficult.
i (Dowd, 2005) (Gilli & Kellezi, 2006)

tendency stafistics are

Instead, extremes are

i Peaks-over-threshold (POT) or General-
tised Pareto approach requires fewer
i parameters than Extreme Value
i approaches based on the generalised
i extreme value theorem. If X is a random
i iid loss with distribution function F(x), and
uis a threshold value of X, the distribution
i of excess losses over our threshold u is
i defined as:

events that have heavy consequences.

iFy(x)= PX—u<x/X>u)

answer is: "If things go wrong, how i _F(x+u)—F(u)
wrong can they go?2" The problem is i~
then how can the rare phenomena that

i This gives the probability that a loss
i exceeds the threshold u by at most x,
i given that it does exceed the threshold.
{ The distribution of X itself can be any of
ithe commonly used distributions:
{ normall,

1= Fa) forx>0 9)

lognormal, t, etc., and will



usually be unknown. However, as u gefs
large,
Balkema-deHaan (GPBdH) theorem
states that the distribution Fu(x) con-
verges to a generalised Pareto distribu-
fion, given by:

§+0

if
§=0

1_(1+E)—1/€
Gep(x) = L
1—exp ( 13) (10)
defined forx>0for&>o0and 0 <x<-B/E :
for £€<0. This distribution has only two
parameters: a positive scale parame- :
ter, B, and a shape or tailindex parame-
ter, & , that can be positive, zero or
negative. The GPBdH theorem is a very
useful result, because it fells that the :
distribution of excess losses always has
the same form (in the limit, as the
threshold gets high),
regardless of the distribution of the losses
themselves. Provided the threshold is

pretty much :

high enough, therefore, the GP distribu-
fion should be regarded as the natural :
model forexcesslosses.

To apply the GP distribution, a reason-
able threshold u needs to be chosen, :
which determines the number of
observations, Nu, in excess of the
threshold value. Choosing u involves a
trade-off: threshold u needs to be :
sufficiently high for the GPBdH theorem
to apply reasonably closely; but if U is
foo high, there will not be enough
excess-threshold observations on which
tfo make reliable estimates. There is also
a need to estimate the parameters &
and B. These are estimated using
maximum likelihood approaches or :
semi-parametric approaches. After :
rearranging the right-hand side of :
Equation(9), the parent distribution F(x) i
isdefined over'ordinary'losses as:

: Nu X—U\ _
EF(x)=1—?[1+f(—ﬁ )] o

‘VaR = u+§{[Niu(1—a)]_§— 1}
‘ES —

 bankrupt.
i Lehman Brothers,
i Several banks all over the world such as
: Citi Bank, Bank of America, etc had to
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the Gnedenko-Pickands- F(x) = (1-F)Gepx—w + Fw) (1)

i where x>u. To make use of this equation,
i an estimate of F(u), the proportion of
i observations that do not exceed the
i threshold, is required and the most
i natural
i proportion of below-threshold observa-
 fions, (n - N,)/n. Substituting this for F(u),
i and plugging Equation (10) into Equa-
i fion (11) gives:

estimator is the observed

(12)

EVGR is given by the x-value in Equo-
: tion(12), whichis given by

(13)

i where ais the VaR confidence level. The
{ES is then equal to the VaR plus the
i mean-excessloss over VaR. ESis given by

VaR pB—-¢%u
T1-¢1-¢

i<1 (14

Effectiveness of Derivatives Regulation

{In the recent global financial turmoil
iseveral

financial institutions went
Notable names include
Bear Streans, efc.

be bailed out by the governments from

Egoing bankrupt due to liquidity crisis
i arising out of collapse of the risk man-

agement systems. However, no major

i derivative exchange encountered
: distress. This is attributed to superior risk
management models adopted by the
i derivative exchanges.

:In the recent years there have been

several advances in the theoretical

;foundoﬁons of risk management. One
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major change is abandoning VaR in
favour of coherent risk measures like

Expected Shortfall. Another develop-
ment is moving away from the elliptical :
distributions fo fatter tailed distributions :

and also using Extreme Value Theory.

In India the regulatory frame work

specifies 99% VaR as the risk manage-

ment tool for derivative exchanges. This
is complemented by imposing several

liquid net worth requirements and :

exposure limits of a clearing member.
The major derivative exchange NSE also
adopted the Standard Portfolio Analysis
of Risk (SPAN) system for ifs risk manage-
ment. SPAN evaluates overall portfolio

risk by calculating the worst possible loss :
that a portfolio of derivative and

i levels of volatilities. To this extent the
i existing risk management appears to
have worked quite well. However, there
is some serious criticism of this risk
i management system.

fIt is argued that high frequency with
i which margins are revised is itself @
isource of systemic risk. (Bhalla,
i 2008)There is a growing disconnect
i between the VaR methodology
i prescribed by the regulator and the
i actual system (SPAN used by NSE) that is
i closer to the coherent risk measures like
i ES. The actual risk containment system
i with multiplicity of margin components
i delivers protection levels much higher
i than 99% VaR prescribed by the regula-
i for. (Varma, 2009)

physical instruments might reasonably

incur over a specified time period :

(typically one trading day.) This is done

by computing the gains and losses that

the portfolio would incur under different
market conditions.

At the core of the methodology is the
SPAN risk array, a set of numeric values
that indicate how a particular contract

will gain or lose value under various :
conditions. Each condition is called a :

risk scenario. The numeric value for
eachrisk scenario represents the gain or
loss that that particular confract will
experience for a particular combina-
fion of price (or underlying price)
change, volatility change, and

i Comparisons are also drawn with Korea
i Exchange, where a flat margin of 15% is
{ being charged for along time and yet it
i has a well developed futures market
despite using a crude margining system.
i Bhalla (2008) argues that more sophisti-
i cated margining system in India is
actually a source of systemic risk for the
i marketf. If margins are revised at a
i frequency that exceeds the ability of the
: payment system fo mobilize funds from
i the ultimate client, then large price
movements can result in panic unwind-
iing of levered positions that exacer-
i bates the original price movement. This
i can set up a vicious circle of accelerat-
: ing volatility and margin calls.

decrease in fime to expiration. Thus :

SPAN is a kind of coherent risk measure
such as ES unlike VaR prescribed by the
regulator.

Since the inceptfion of derivatives
frading, the market worked well without
any serious defaults or settlement
failures despite large volumes and high
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This paper attempts to study "Whether
i the current regulatory frame work for
i Derivatives with regard to VaR margins
i has been effective in managing the risk
iin the Capital markete" To investigate
i the research question "Backtesting” will
ibe under taken in respect of the
i National Stock Exchange (NSE) Nifty



index futures for the period June 12, :
2000 (starting date of Nifty index futures)
to October 30, 2009. This period covers
several extiremely volatile days such as
May 14 and 17, 2004. Nifty comprises of
well diversified 50 stocks accounting for
21 sectors of the Indian economy. Nifty
stock has constantly represented more
than 55% of the total market capitaliza-
fion since March 2002. Nifty Index futures
account for almost 28% of the turnover
of Futures and Options segment of the
NSE(NSE, 2009). Therefore, Nifty has
been sampled as a portfolio that is the
frue representative of the Indian Capital
market.

The essence of all backtesting efforts is
the comparison of actual trading results :
with model-generated risk measures. If :
this comparison is close enough, the
backtest raises no issues regarding the
quality of the risk measurement model.
Backtesting will be based on the
methodology prescribed by Kupiec
(1995) and Christoffersen (1998).

The recent bankruptcies of several i
financial institutions in the wake of
subprime crisis are mainly atftributed to :
the failure of VaR as an effective risk
measure. Therefore, there is a call for
adopting coherent risk measures to
mitigate risk. In this context the perfor-
mance of ES, which is a coherent risk :
measure, will also be studied. For the
purpose of this study ES will be calcu-
lated by applying EVT. :

Research Design
VaR Backtesting
The frame work used for the research is

based on the VaR calculation method
prescribed by the regulator.(SEBI, 1999)

ESEARCH BULLETIN

The regulator prescribes the following

method for calculation of VaR based
: margins:

i Initial Margin Computation: The initial
margin would be computed based on
i 99% Value at Risk (VaR). The exponential
i moving average method would be used
i fo obtain the volatility estimate every
: day. The estimate at the end of day t ()
i is estimated using the previous volatility
estimatei.e. as atthe end of t-1 day (6,,),
and thereturn (r,) observed in the futures
i market during day t. The formula would
i be asunder:

(00} =1 (o) + (1-1) (r)

(15)

: where

i) Ais a parameter which determines
how rapidly volatility estimates
changes. The value of A is fixed af
0.94.

i) o (sigma) means the standard
deviation of daily returnsin the index
futures market.

i i) The margins for 99% VaR should be

based on three sigma limits (three
fimes the standard deviation). The
"return” is defined as the logarithmic
return:r,=In(l/1,,) where |, is the index
futures price at time t. The plus/minus
three sigma limits for a 99% VaR
based on logarithmic returns would
have to be converted into percent-
age price changes by reversing the
logarithmic transformation. The
percentage margin on short
positions would be equal fo
100(exp(30,)-1) and the percentage
margin on long positions would be
equal to 100(1-exp(-3c,). This implies
slightly larger margins on short

Volume 41, No. I, April 2015
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positions than on long positions. The
derivatives exchange / clearing
corporation may apply the higher i
margin on both the buy and sell :
¢ vi) The volatility estimated at the end of

side.

iv) On the first day of index futures
trading the formula given above
would require a value of 6,,, i.e. the
estimated volatility at the end of the
day preceding the first day of index
futures trading. This would be

obtained as follows :

a) Calculate the standard devio-
tion of returns in the cash index

during the last one year.

b) Set the volatility estimate at the
beginning of that year equal to :
i works of Varma (1999-b), (1999-a), which
in furn used the framework of Risk Metrics
c) Move forward through the year, i (JPMorgan/Reuters, 1996).
one day at a time, using the
: ESbased on EVT
estimated volatility af the end of
i For studying the effectiveness of ES
i measure, the frame work given by Dowd
i (2005) and Gilliet. al.(2006) will be used.
i The parameters of Generalised Pareto
i Distribution
i analysis will be estimated by using the
: maximum likelihood estimation method.
i Gilliet. al.(2006) provides MATLAB code
i for estimating these parameters. This
Thereafter each day's estimate code is used with suitable modifications

6, becomes the o,, for the next : forthisresearch.

this average value.

formula in above to gef the
that day using cash index prices.

d) The estimated voldatility by this
method at the end of the day
preceding the first day of index
futures trading would be the
value of o,, to be used in the
formula given above at the end
of the first day of futures trading.

day.

cash index prices and the index

two volatility measures would be

Volume 41, No. I, April 2015

used fo set margins, however, during
the first six months, in no case shall
the initial margin be less than 5%.

the day's trading would be used in
calculating the initial margin calls at
the end of the same day. The
volatility estimation and margin
fixation methodology should be
clearly made known to all market
participants so that they can
compute what the margin would be
for any given closing level of the
index. Further, the trading software
itself should provide this information
on a real time basis on the trading
workstationscreen.

The above frame work is based on the

(GPD) required for this

Data Variables and Data Sources

v) Forthe first six months of index futures :

volatility would be done using the
"NSE Nifty is used a proxy for NSE Nifty Index Futuresin
. . : view of the relation that Futures price is sum of spot
futures prices and the higher of the ! price of the underlying and cost of carry. In this case

i the cost of carryis the interest.
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12, 2000 (date inception of derivatives NN N
{ LR, = —21n[(1—p)T"p"] + 21n {[1 - (T)] (T)N}
be used for calculation of VaR. The data
for calculating initial volatility is NSE Nifty
i For p = 99% or .99, T=2345, and N=8,the
value of this statisticis given by:
into logarithmic returns for the purpose

{ LRyc = 13.7956 > 12(1).09(6.6349)

frading on NSE) to October 30, 2009 will
data from June 14, 1999 to June 9, 2000.
The Nifty close values will be converted
of analysis.

NSE Nifty data from November 3, 1995
(date of inception of NSE Index) to June
9, 2000 will be used as initial window for

computing ES under EVT framework.

The data for this research is sourced
from the NSE website:

http://www.nseindia.com/content/indi
ces/ind_histvalues.htm

Data Analysis and Interpretation

VaRBacktesting

NSE Nifty index data from June 12, 2000 i
to October 30, 2009 has been used to
compute VaR as per the framework
given by the regulator. i.emargins for Eﬁ
99% VaR should be based on three :
sigma limits. The graph of logarithmic
i In this case n,=2331, n,=7, n,:=6, N, =1.
{ This gives
i Test stafistic is obtained by plugging
: these valuesin Equation 4.4:

It can be seen from the :
above figure that there are very few ELRW:5'7516<X2(1)0'99(6'6349)
i Therefore, null hypothesis H, that there is
ino volatility clustering cannot be
i rejected with a confidence level of 99%
i orTypelerrora=.01.

returns and VaR is given below:

The blue line represents logarithmic
returns and green and red lines indicate
VaR intervals.

violations of VaR during the period June
12, 2000 to October 30, 2009. The dates
on which violations took place are
tabulated below:

Backtestingstatistics based on the

(1995) and Christoffersen (1998) are
given below:

Volume 41, No. I, April 2015

(16)

(17)

i This means that null hypothesis HO (The
VaR model is correct) is to be rejected.
i As per the Kupiec Table for 1000 days
i observations the violations can be
i between 4 and 7 and intuitively, for 2345
i observations the lower limit will be more
i than 8. In the present case the number
: of violations is only 8 and hence it can
i saidthatthe VaRis overly conservative.

‘ LRyg = —21n[(1 — fy)mootmuaghort™i] 4
21n[(1 — Ry ORI (1 — Ry ) ORI (18)
Nog
: ﬁo1 =
: Ngo + Noy
: S - nqq

7 ngetng’

- Ng1 + Mgy (19)

Ngo + Ngy + Ngp + Mgy

=0.003, =.1429, =.0034.

(20)

) ' EVTbased ES
methodology prescribed by Kupiec :

| NSE Nifty data from June 12, 2000 (date
: inception of derivatives trading on NSE)



to October 30, 2009 and will be used for
computing ES under EVT framework.
Data from November 3, 1995 (date of
inception of NSE Index) to June 9, 2000

October 30, 2009. In this study the
threshold value 'U'is taken as 10% of the
tail on eitherside. The parameters of the :

Figure 3 Expected Shortfall
02 . T
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i generalized Pareto Distribution for a
isample y = {y,....y,} are estimated by
: maximizing the log-likelihood function
: (Gill &Kellezi, 2006) L(&,0 | y) given by

will be used as initial window for EVT :

frame work and this will be rolled over fill nlogo— L+ I)Z" log (1+2y)#§#0
LG oly) = gl ’

if§=0

—nlogo — %Z,;yi (2 ])

015

01

1

£.15 L

1
2000 200 2004

The values and , which maximize the
using MATLAB code. Thereafter ES is
computed for the period June 12, 2000

logarithmic returns and 99% ES and
VaRis given below:

when VaRis violated. ES gives expected

from the above figure that there are 18
caseswhere of refurnsexceededES
during the period June 12, 2000 to
October 30, 2009. Intuitively,

this :

1 1
2006 2008 2010

numbers appears to be within the
above function are determined by | tolerance zone. It can be seen from the
: Figures 4.4 and 4.5 that unlike the
: VaRprescribed by the regulator, theVaR
to October 30, 2009. The graph of i andES computed by using EVT method-
: ology do not show sharp fluctuations.
E This will
i margining system.

The concept of ES comes into picture :

i Discussion of Results

loss when VaR is violated. It can be seen

i The backtesting of regulatory VaR model
i shows that the model is highly conserva-

i five in estimating volatility. The test also

help in prescribing stable

shows that the model acquits well as far as
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independence fest is concermned. The
graph of VaR shows that the margining
system itself is highly fluctuating in tune
with varying volatilities. This is one of the
major complaints of brokers' and inves-
fors' communities also. This calls for a
prescription of better margining system by
the regulator. On the other hand ES
measure computed using EVT methodol-
ogy appears to show smaller fluctuations
and the coherent ES appears to be a
good risk management tool than non-
coherent VaR.

Limitations of the Research

This research makes an aftempt to
examine whether ES computed using
EVT methodology. This study uses an
initial  window of
(Data from November 3, 1995 to June 9,
2000) for fitting GPD to the tails of return
distribution. This number of observations
appears to be on lower side. For better
fit of GPD there is a need to use larger
pool of past data.

For the sake of simplicity and constraints
of time this study computes GPD
parameters based on the logarithmic
return distribution by relaxing the
requirement that independentand
identically distributed (iid) is required for
estimating the fails of the distribution. It

distribution is not iid though sample
returns reveal some mild serial correla-
fion due to the fact that the sample ACF
of the squared returns illustrates the
degree of persistence in variance.

Policy Recommendations

It has been already shown that the

present VaR model is highly conserva-

Volume 41, No. I, April 2015

i five and there are a lot of fluctuations in
i the fixing of margins based on the
: volatility levels. It was further seen that
i VaR is not a coherent risk measure and
i hence it not asuitable risk measure in the
i market environment where cross-
i margining is being allowed. Though the
i SPAN system, being used by NSE, is
i modelled on coherent risk measures
i such as ES there is a need for the regulo-
tor to consider non-coherent risk
i measure VaR
i Regulator may also consider releasing
§‘rhe regulatory capital by relaxing the
i highly conservative limits on margins
iand going for smooth and steady
Emorgining systems, which may cause
i more violations but within the prescribed
 limits of backtesting methodologies.
1146 observations

i Further, there is need to moving away
i from the normal distribution to fatter
 tailed distributions for better estimate of
i the volatilities. In this regard it was shown
that EVT performs creditably in estimat-
i ing the volatilities based on the fat tailed
i distributions such as GPD. It is also seen
i that the band of fluctuations in
i ES,computed as per EVT methodology.is
i quite narrow and hence this system is
i capable of providing stability to margin-
i ing systems. Stable margining systems
iwill help in promoting liquidity and
: stability inthe market.

may be noted the logarithmic return

i Conclusions

autocorrelation function (ACF) of the !

i Derivative exchanges have fared much
i better than large financial institutions
i such as Lehman Brothers etc during the
§g|obo| financial crisis as their models
i were more robust evenif they appeared
i crude in comparison to the internal
i models of the large financial institutions.
i This is an important lesson and there is a

in favour of ES. The

need to continue to emphasize robust-



nessinriskmanagement models.

good idea. Since margins can be paid
out of borrowed funds, they do not
constrain the overall leverage in the
system. It only ensures that when the
excessive leverage leads to a failure, the
losses fall on external sources of leverage
and not on the counter parties or on the

systemic risk. A system of capital ade-

ies is an essential element of risk contain-
ment in the derivative markets. Many
analysts believe that weak capital
adequacy systems for the large broker-
dealers (investment banks) lead to
subprime crisis in 2007 and 2008.

It would be a mistake for exchanges to
become complacent about their
margining systems. Risk management is
methods being developed constantly.
Regulators must be continually striving
to adopt the robust models, which have
due to advancesin computing.Specific
recommendations have been given in
this study about stock index futures.
about otherderivative products aswell.
Scope for Future Research

Further research can consider using a
large pool of past data, by extrapolat-
ing the index data for the past periods,
distribution using EVT methodology.

The requirement that iid distribution

achieved by using the filtered residuals
of return distribution using an appropri-

ESEARCH BULLETIN

i ate AR-GARCH model.(McNeil & Frey,
£ 2000)

Exclusive reliance on margins is not a i

i The regulator is now allowing cross-
 margining and hence there is a need to
i look at Copula based models which can
i be used to model the tails of multivariate
i distributions in a theoretically appropri-
‘ate
i andBouyeet.al.(2000).

exchanges. Leverage can be a source of
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Effect of Return and Volatility Calculation
on Option Pricing: An Analysis Using BANKNIFTY

Abstract:

Predictability in the assetreturns and
hence the volatility has remained a
fopic of great concern among the
institutional and private investors.
The underlying asset in our case is
the Bank NIFTY futures. | have tried to
predict the volatility using different
methods using time series data
which are based on historical
approach. Then | have applied
Black-Scholes Option Pricing Model
formulae to calculate the option
price of Bank Nifty option and then
compared the prices with the
actual market trading data of the
Bank Nifty option. Our analysis shows
that approximation value of option
prices derived by different methods
are much close to the data of
option price mentioned in actual
options values at NSE.

Key Words:

Asset Returns, BS Model, BANKNIFTY,
Option Pricing, Volatility.

Akhlaque Ahmad

Infroduction

i In business, uncertainty is a common
E’rhing to occur. One who can identify
i and manages these uncertainties well,
i emerges successfully. Failure to manage
i these risks forces several firms to go out of
i business despite of their technology,
iskilled
i eminence. As result, in the past three
i decades financial markets have shown
i the emergence of many instruments
: which could help these firms to manage
i the financial risk. The major principle
i behind these instruments is the fact that
i arisk-averse individual is willing to pay a
! price to transfer the risk and an individual
withrisk-taking ability is willing to bear the
i risk for a price. Market players discov-
i ered the potential of these risk manage-
i ment tools and developed various
i innovative tools and based on this, they
i developed various strategies. The most
popular among these products are
i financial futures and options. They are
available for foreign exchange, inferest
i rates,
{ commodities. These products are also
known as derivatives. The
i derivative markets in the world are in
i government bonds,
indices and in exchange rates. The year
i 1973 was the most important in the field
i of options trading. In this year, the
i creation Chicago Board Options
i Exchange and the publication of the
Emost popular formula in finance, the

labour and market pre-

stock indices, equities and
largest

stock market
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option pricing model (i.e., Black Scholes
Model) of Fischer Black and Myron
Scholes revolutionized the investment
world.

In India, derivative markets developed
inthe late 1980s and were futures-based
markets with commodifies,
agricultural commodities, as the
underlying assets. In 1952, to prevent
speculation on the prices of agricultural
commodities, the Government of India
came up with alegislation that explicitly
banned any kind of futures trading on
commodities in India. Derivatives
frading over the exchange started in
India in June, 2000 with the infroduction
of index futures trading on the Bombay
Stock Exchange (BSE) and the National
Stock Exchange (NSE) of India.

This was followed up in July 2001 by the
infroduction of the index options,
options on individual securities, and

the NSE and BSE. The market regulator,

(SEBI) has been on both the NSE and BSE
taking active steps to increase liquidity
in the available contfracts to make the
market more robust and viable for all
kinds of investors.

Option pricing models are based on a
set of observed parameters as inputs
like spot price of the underlying asset,
strike price, time to maturity, risk free
inferest rate and volatility which
determine the price of the option. Out
of these five parameters, | have the
data for spot price, strike price & fime
period. The two parameters volatility
and risk free rate vary through time and
market conditions. At the start of the
confract, risk free rate is also an observ-
able variable but volatility is estimated

Volume 41, No. I, April 2015

i using either historical movements or
i generated by implication. Volatility
: estimation
i reasons and for different people in the
i market. Pricing of securities is supposed
to be dependent on voldatility of each
i asset.

primary

: Volatility forecasting is an important role
i in option pricing, and risk management.
In this paper, | have conducted areview
i of some of the methods like Effective
i Holding Period Yield (HPY), Confinuously
i Compounded HPY, Rule of 16 and High-
i Low method to estimate the volafility
i from time-series data of underlying
fassefs traded in
i market.
i volatility in analytical estimation of the
i option pricing based Black-Scholes
i Option Pricing Model to find the
i BANKNIFTY option pricing and then
i compare the results to actual market
i frading pricing.

futures on individual securities on both

! Literature Review

Securities and Exchange Board of India

i For a long time now, uncertainty has
ibeen of great interest to financial
i economists and practitioners with its
i scientific findings well accepted and
i exploited. Usually, the risk of a stock is
i measured by its volatility. It is commonly
i argued that an increase in volatility is
i good news for the holder of standard
: options, because volatility unambigu-
i ously increases option prices. In real
: option literature, uncertainty is said to
i create corporate value through options
iand the opportunities corporations
have. Studies on the topic can be
i divided into two categories: studies
i considering the effects of volatility on
assets priced absolutely and studies that
i shows the effect of volatility on deriva-
five assets priced relative to other assefts.

is important for several

Indian derivative
Then use the calculated



Black is among the first fo consider the
current price. According to him, "If there

expected payoffs from business
investment do not change, then stock
prices must fall so that investors will
confinue fo hold the existing stocks. A
fall in stock prices means an increase in
expected returns from stocks". Condi-
fions have been established under
which the call's price can be maximized
or minimized with respect to volatility,
and showed that the call price can also
be monotone decreasing with volatility.
Studies have addressed the net effect
of volafility on derivative assets by
assuming that volatility increases the risk
premium. It has been observed that the
longer term opfions overreact to the
changes in the implied volatility of short
maturity options which is the reason

index option market. There is a signifi-

volatility from the put and call options.
Also the ratio of average daily call open
inferest to average call volume is much
lower than the same ratio for put
options. It is also found that the informa-
fion content and estimation error of the
high-low estimates were not always

and that price discreteness caused the
cantly downward biased relative to the
close-to-close method. It is found that

among historical method, improved
extreme value method i.e. ARCH and

ability is not clearly ranked.
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i Research Methodology

relationship between volatility and the

: Data Collection

is more risk fo be borne, assuming that

i There are several options being traded
i at the NSE such as NIFTY, NIFTYMINI, S&P
i 500, BANKNIFTY, efc. | have selected the
i data for BANKNIFTY from the several
i options available in the NSE market.
i BANKNIFTY
duration pricing as it is expiring within the
i month. | collected the data of corre-
sponding future which is also the
i underlying asset for previous few years
i from Tst Jan, 2005 to 31st Aug, 2014. Also |
i have taken the current date prices of
i the selected option for the comparison
i purpose. The data of future prices is
: collected from website of NSE. The study
i uses the closing prices along with the
i high and low prices of the selected
i futures fo measure the volatility.

behind the inefficiency of the S&P 100 i

: Methodology of Study

cant difference in the average implied :

i The study involves use of few techniques
i fo calculate the expected retumn from
i the given set of data for the future's
Eclosing price series. The simplest one
i includes the difference in the prices of
i the successive days. This method is also
known as effective Holding Period Yield.
superior to the close-to-close variance, :
st
extreme-value method to be signifi- : ©
Here, r(t) represent the return series
i which is being calculated from the price
: series Price(t). The expected return u is

i calculated from thereturn series as:
GARCH models and the exponentially :

weighted moving average of ’rheé
volatility, the expected forecasting :

is selected for the short

_ Price(t +1) — Price(t) _ Price(t+1) “ )
- Price(t) T Price(t)

_xr(®) (2)

n

Variance ¢ is calculated by using the
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return series and the mean (expected

return, u) as follows:
2 :
0_2 — Z(T(t) - ,M) (3)
n—1

From here we can calculate the
standard deviation or in other words the

volaftility for the daily return. Another
i double differential of ¢ with respect to
i stock price. o is the volatiity in the
Eunderlying asset price. The analytical
i solution for the above differential
i equationis the Black-Scholes formulae:
(4) :

fc= SoN(d;) — Ke™™N(dy) (6)
Another method uses the high and low
of the daily future prices [3]. It uses (High | p = Ke "*N(—d;) — SoN(—d,) (7)
- Low) / (High + Low) as the daily high-
where, c the price of the call option and
i is p represents the put option price. SO is
the underlying asset price, K is the strike
i price of the asset, ris the risk-free interest
i rate and Tis the time to expiration of the
option. N(.) represents the cumulative
i normal distribution of d, and d, which are
i obtained as follows
possible if only the High and Low prices
for the period are known, which was :
common when historical stock price
data was expensive to get. Voldtilities
from all the above methods are then :

method of calculatfing refurns uses the
logarithmic difference of the prices also
known continuously compounded
Holding Period Yield, i.e.

_ Price(t + 1)
T(t) =In <Te(t))

low return. The origin of this method is
probably that (H-L)/2 is half the price
range, and (H+L)/2 is the "average"
price, between the two exitremes. It
calculates the percent of its average
price by which the stock deviated
above and below its average price,
computed by the only method that is

annualized by multiplying it with T where

Tis the number of frading days in a year

i The modelis based on a normal distribu-
: fion of underlying asset returns which s
i the same thing as saying that the
i underlying asset prices themselves are
i log-normally distributed. The main
not log normally, multiplied by 16. All .odvonfoge. of the Black-Scholes model

i is speed - it lets you calculate a very
i large number of option prices in a very
i short time. The Black-Scholes model has
maturity time. The prices are calculated : ©N€ major limifation: it cannot be used

by using the Black-Scholes formula for : fo accurately price options with an

the option pricing. The Black-Scholes : American-style exercise as it only

and is taken here as 252. Another rule of
16 says to annualize the daily volatilities
by multiplying it with 16 instead of T. The
average magnitude (absolute value)
percentage price change per day
which is calculated arithmetically and

these different volatilities are used to

calculate the option prices based on
different strike prices toward a fixed
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equation [5]:

1 2¢C2

‘et rScS+§aScss=rc (5)
where ct represent rate of change of

: call option price with time, c, is the rate
: of change in ¢ with respect to change in

underlying stock price and c is the

¥ _ln(%)+(r+%2)T (8)
e oVT

: ln& T—U—ZT

Fd, = %ﬁz)= d-ovT  (9)



calculates the option price at one point
in fime atf expiration (European style
Options). Then, based on different
volatility calculation methods, the
option prices are compared with each
other and with the optfion prices
collected from the daily newspaper.

Results And Discussions
The results of volatility calculation using

four different methods are givenin Table
1. The calculated values are all annual-

Table I: Voldtility Calculation

ESEARCH BULLETIN

: ized. Daily volatility derived by Simple
method (effective HPY), log method
i and high-low method are annualized by
i multiplying them with 252. Other hand
i by rule of 16, the daily volatilities is
i annualized by multiplying it with 16. The
i volatility calculated using the high-low
: method of return have considerably low
i values than the other 3 methods. It is
i shown that trends of changing the
volatility with respect to every years are
i same in different methods but magni-
i tude wise in high-low volatility method is

Year lognormail HPY Return 16 high-low

2005 5.17055626 5.21942158 5.260682476 0.203742051
2006 6.59597156 6.62363882 6.676000413 0.308854864
2007 3.07777957 3.09314278 3.117594885 0.425267959
2008 7.22064607 7.20927035 7.266261517 1.121082589
2009 1.43371576 1.47837244 1.490059361 0.571608958
2010 0.14381537 0.14386872 0.145006039% 0.172078194
2011 0.2010481 0.20039436 0.201978525 0.254361612
2012 0.14246227 0.14199556 0.143118072 0.191809668
2013 0.28025315 0.27445359 0.276623214 0.245634606
2014 0.18256027 0.1809689 0.182399503 0.191611849

less withrespect other three methods.

Table Il shows the option price calcu-
lated using the volatility values of the
year 2014 only. At this time the risk free

i rate of interest is 8.52% approximately. |
i have calculated the opfion prices
i corresponding to different strike prices
i and compared it with the given closing
i prices of the call options on these strike
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Table II: Option Price Calculation For Bank Nifty CNX

Strike Lognormal Actual
Price Return HPY Return 16 High-low Price
13200 | 2381.905679 | 2381.8942 | 2381.8232 2386.94912 2081.15
13300 | 2287.900339 | 2287.8882 |2287.804249 | 2293.733211 2003.8
13400 | 2194.636979 | 2194.6242 | 2194.525911 | 2201.332393 2139.7
13500 | 2102.218256 | 2102.205 2102.090867 | 2109.847478 | 2062.55
13600 | 2010.75374 2010.7402 [ 2010.608736 | 2019.384667 1986.8
13700 | 1920.359217 | 1920.3455 1920.195381 | 1930.054796 | 1912.45
13800 | 1831.1558 1831.1421 1830.972026 | 1841.972439 | 1840.15
13900 | 1743.268875 | 1743.2554 1743.064199 | 1755.254891 | 1768.75
14000 | 1656.82689 1656.8138 1656.600517 | 1670.021035 1698.9
14100 | 1571.960002 | 1571.9475 1571.711334 | 1586.390125 | 1630.05
14200 | 1488.798613 | 1488.7869 1488.527274 | 1504.480502 1563.5
14300 | 1407.47183 1407.461 1407.177687 | 1424.408259 1498.6
14400 | 1328.105873 | 1328.096 1327.789049 | 1346.285913 | 1435.35
14500 | 1250.822474 | 1250.8137 1250.483358 | 1270.221068 1373.8
14600 | 1175.737299 | 1175.7297 1175.376552 | 1196.315142 1313.9
14700 | 1102.958435 | 1102.9521 1102.576987 | 1124.662148 | 1255.75
14800 | 1032.58497 1032.5798 1032.184014 | 1055.347582 1199.3
14900 | 964.7057035 | 964.70166 | 964.2866799 | 988.4474187 1144.5
15000 | 899.3980164 | 899.39502 |898.9625944 | 924.0272536 | 1091.45
15100 | 836.7269174 | 836.72486 | 836.2769715 | 862.1415913 1040.1
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Strike Lognormal Actual
Price Return HPY Return 16 High-low Price
15200 | 776.7442931 776.74302 |776.2818739 | 802.8333022 990.4
15300 | 719.4883683 |719.4877 719.0156714 | 746.1332511 942.45
15400 | 664.9833877 |664.98314 |664.5027186 | 692.0601002 896.2
15500 | 613.2395168 | 613.23949 | 612.7532552 | 640.6202876 735
15600 | 564.2529601 564.25294 [ 563.763523 591.808174 808.6
15700 | 518.006285 518.00605 [517.5160901 | 545.6063513 767.25
15800 | 474.4689376 | 474.46829 |473.9803678 | 501.9860984 727.5
15900 | 433.5979317 | 433.59668 |[433.1133017 | 460.9079716 689.3
16000 | 395.3386899 |395.33666 |394.8602151 | 422.3225121 652.65
16100 | 359.626011 359.62304 [ 359.1557806 | 386.1710519 617.55
16200 | 326.3851411 326.38111 325.9250936 | 352.3865987 583.9
16300 | 295.5329186 |295.52771 295.0848222 | 320.8947807 551.75
16400 | 266.9789702 | 266.97253 [266.5444074 | 291.6148314 520.95
16500 | 240.6269305 |240.6192 240.2072867 | 264.4605939 491.55
16600 | 216.3756624 |216.36664 |215.9721189 | 239.3415296 463.55

prices. Fig.1 displays the comparison
results of option prices based on
different volatility methods.

Conclusions

In this paper, | have used different
simple methods to calculate fthe
expected return and to interpret the
annualized volatility. We have seen

from the results that the same set of data
‘volatility to 256 frading days

gives variations in expected returns and

i affects the volatility. The simple method
i (effective Holding Period Yield, HPY), log
i method
i HPY) annualized with an approximated
i 252 frading day and simple method i.e.
: effective HPY with rule of 16 gives very
i close results with respect to return and
i volatility. The daily high-low method
i gives a lower value in comparison to
i othermethods | have used. Therule of 16

(confinuously compounded

is just used to annualizing the daily
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Figure 1. Comparison of option prices
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and changing strike prices. Our analysis : stock market,” American Economic
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option prices derived by different

methods are much close to the data of : 5. J. Y. Campbell and L. Hentschel, "No
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Emerging trends in Capital Market - Resource
Mobilization from Initial Public Offerings to
Corporate Bonds

Abstract:

Capital Market is the important
source of fund generation for
corporate entities. Equity has been
the major component of capital
structure for Initial Public Offerings
or Private Placement. Revolution-
ary change in traditional trends of
fund generation can be seen with
the infroduction of Non-Convertible
Debentures (NCD) since 2008. The
NCD public issues have replaced
equity public issues in capital
structure of Indian corporate.
Further it has been a significant
confributor in overall fund genera-
fion and playing pivotal role by
increasing the overall resources
mobilized by the corporate.

Equity was the most preferred
source till 2003-2004 with nearly 25%
contribution in overall fund genera-
fion which is gradually replaced by
NCDs by the year 2013-14, where
equity contributing of just 2%
including Private Issues is observed.
While fund generation only through
public issues is seen, corporate
bonds have crossed 90% out of total
funds generated through public
issues.

To analyze and to assess this
significant change correlation
between total resources mobilized

Shilpa Parkhi
Hema Prakash Gwalani

D. B. Bharati

and resources mobilized though
equity public issues and through
corporate bond public issues
between 2004-05 to 2008-09 and
2009-10 to 2013-14 has been
calculated and further regression
tool has been used fo prove the
reliability of the statement and to
prove that it has been a significant
contributor in overall fund genera-
tion, increasing the overall
resources mobilized by the corpo-
rate.

Key Words:
Corporate Bond, Non-Convertible

Debentures, Primary Market, Initial
Public Issue.

Infroduction

Capital markets are the financial
i markets in which corporate equity and
: long term debt are issued and traded. It
{is a center where the demand and
§sup|o|y of long term debt and equity
i capital meet together. It is a channel to
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direct the scattered small savings of the
investors are directed towards the
corporate forits productive application.

rate can mobilize the resourcesrequired
and so capital markets are the barome-
ter of the health of the economy.
Capital markets work as a facilitator for

economy, as it does a dual job of
providing
corporate and an opportunity to invest
in financial assets to investors. It is

nized andregulated.

Capital markets is Primary Market. It
deals with issuance of new securities.
The major function of the segment is it
helps corporate, public sector institu-

resources (through issuance of debft or
equity based securities).

To serve the economy better it is
necessary for the capital markets to
develop continuously. Indian capital
market, though one of the oldest and
largest capital markets in the world has
seen arapid growth and transformation
in last few years. Major of the transfor-
mations are deregulation and eco-

financial sector reforms, institutiono-
lization of capital markets, investors'
preference for better disclosures and
corporate governance measures on
similar grounds to developed markets,
globalization and taxreforms etc.

Market Segments

The securities market has two important
segments, namely, the primary market

Volume 41, No. I, April 2015

i dealing with new issues t and the
i secondary or stock market facilitating
i the frading of the issued securities.

It is the medium through which corpo-

i Another segmentation of Capital/
i securities market can be done based on
i the instrumentsissuedi. e. Stock or Equity
i Market and Debt (Bond) Market.

the sustainable development of the !

i Debt or Bond Market: The bond or fixed
long term funds to the i
! participants issue, buy and sell debt
i securities, usually in the form of bonds.
necessary that it should be well orga-

: Infroduction of non-convertible deben-
: tures

One of the important segments of

i One of the big Developments in the
: primary Capital Market was Infroduction
i of Non-convertible Corporate deben-
 fures (bonds).

tions as well as the government raise :

i Corporate Bonds:
i Corporate bonds are fixed income
i securitiesissued by corporatei.e. entities
i other than Government.
i Bonds are also known as debentures.
i And is defined in Section 2(12) in The
i Companies Act, 1956 as " Debenture"
fincludes debenture stock, bonds and
i any other securities of a company,
i whether constituting a charge on the
i assets of the company ornot;

nomic reforms, disintermediation and :

These are securities issued by private or
i public sector companies to borrow
i funds from the market. As per the
i companies act there is no specific
: distinction given between Corporate
iBonds and Debentures.
i Debentures
i Companies Act 1956 as follows "deben-
i ture includes debenture stock, bonds
and any other securities of a company,
i whether consfituting a charge on the

income securities market where

In broader terms

In general

The term
has been defined in



assets of the company

Corporate Bond Market in India

The Corporate Bond Market in India is in
sense it is in existence since December

norms fo make listing of companies
made mandatory and with an initiative
fo provide a similar trading system for
the bond market as like equity market.
The objective being to provide a
platform for corporate and investors to

returns atlessrisk.

Need for a well-developed Corporate
Bond Market

Supplement and a substitute to the
banking system for funding - It is the
need of the economy today to have a
well developed bond market to
supplement and can even work as a
substitute for the banking system for
meeting the
corporate sector for long term capital
investment.

Necessity for Infrastructure Funding-
sary market for generating funds for

fails to do so because of the long term
nature of the infrastructure funds which
cause an asset liability mismatch for
banks.

Bank Funding Regulations- The banking
industry faces several lending restric-
fions such as maximum position expo-

ESEARCH BULLETIN

i sure, sector exposure etc. which play a
role in the lending decisions. Debt
i market allows the corporate to raise
: funds directly from the public bypassing
i the infermediaries.

existence since quite a long but in real

Mopping Public Savings

2003, with the amendment in disclosure

i Corporate bonds can work as an
: attractive
i investors seeking higher but secured
i returns as compared to time deposits;
i this would help in accelerating the
. mobilization of funds to savings which

exchange and fulfill their needs i. e. Eogoin can be used in the investment by

mobilizing the funds at affordableratein : the companies concerned.

case of corporate and for investors, a

good investment with good long term Need of the Study

investment instrument for

To achieve the expected GDP growth of
{Indian Economy, Development of
i Corporate Bond Market has been on the
i top list of agenda of the Government
: this being the highly untapped market.
i Many such reforms are taking place
i since 2007 in full force. It is important to
assess if the reforms are in a right direc-
i fion by checking the contribution of
requirements of the : Debt public
iresources generated and also by
comparing it with the equity issue
market, the most favored market of
i corporatesin case of publicissues.
Corporate bonds are the most neces-

i Review of Literature

infrastructure projects. Banking industry

: One of the major function and very
i reason for existence of SEBI is to promote
the capital market and protect investor
i interests. Various major far reaching
i reforms have taken place before the
Eini’rio’rion of SEBI as well, but with the
i availability of a specific dedicated
authority the process has speeded up.

issues in to the Total
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Developments in Capital Market Since
1991

Various reforms have taken place post
SEBI reforms. It has helped the capital
market reach new highs. Some of the
important measures are

e Securities and Exchange Board of
India (SEBI) becoming operation-
alized

e Sefting of Natfional Stock Exchange
(NSE)

e Dematerialization of Shares

e ScreenBasedTrading

e InvestorProtection

e Rolling Seftlement, Intfroduction of

Clearing Corporation Of India
Limited (CCIL) and National Securi-

ties Clearing Corporation Limited
i increased to 26,418crore. Since 1995 the
i capital market was sluggish and the
i resources raised saw a negative furn
i and fell to 10,409 crores in 1996-97. In
i 2003-04, the amount raised from primary
: equity market was 18,900 crores with
ionly 51 issues. And then the primary
i equity market saw a steady increase in
: funds mobilized till the year 2007-08 with
around 20percentincrease everyear.

(NSCL)

e Trading In Central Government

Securities
e CreditRating Agencies
e Accessing Global Funds Market
e InternetTrading
e DerivativesTrading

Since 1991/92 many inifiatives in the
capital market mainly primary markets
of equity and debt were taken by the
new authority along with removal of
restrictions imposed by the Capital
Issues Control Act.
corporate debt market in India the
interest rate ceiling on corporate
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i debentures was abolished giving way to
i market-based pricing of corporate debt
 issues. The rating was made mandatory
i In order to improve the quality of debt
i issues. The role of trustees in case of bond
: and debenture issues was strengthened
i over the years. It was made compulsory
i to list all privately placed debt issues on
i the stock exchanges and follow the
disclosure requirements.

: As aresult remendous growth was seen
i in the primary market the funds raised
i amount increased to Rs276.21 billion in
: 1994/95 in comparison to Rsé2.15 billion
fin year 1991/92. Year 1995-96 saw
i another set of reforms where tighter
i enfry barriers infroduced by SEBI for
i investor protection as a result in 1995/
£ 1996 smaller amounts were raised due to
i the overall downtrend in the market. The
i number of new capital issues by private
: sectorin 1991\92 was only 364 with 4,312
i crores generated from it. It increased to

1,678 in 1994-95 and the amount rose

During the same period the debt market
i was losing its shine. The proportion of
i resources  mobilized through Deben-
i fures(bonds) went down to-1.2%in 2001-
i 02 to 2003-04 from 11% in the year 1985-
: 90 even after many above mentioned
i reforms taking place.

To activate the :

With a view to develop Corporate Bonds
i Market in India many reforms have been



suggested and implemented. Many
such changes were made since 2003
onwards to make the Corporate Bond

Market more vibrant, both primary and

secondary market.

But all these did not give the effect
required. The biggest boost came in the

requirements,

for e2issuances of corporate debt and
infroduction of rafionalized listing

Few of the reforms following these
regulations are as follows.

Simplified listing agreement for debt
securities were put in place by SEBI in
May 2009.

SEBI directed exchanges to present ERecent Developments in Corporate

websites in a uniform format in March Bond MarketinIndia

issuer related information on exchange
2010.

Amendments were made

Frameworkin August2011.

SEBI gave the directions that no person & o ki e Bill 2013: Fils will be permitted
connected with the issue shall offer any :

incentive, whether direct or indirect, in

in the
Regulations for Mutual Funds, permitting
Mutual Funds to set up Infrastructure
Debt Funds under the Mutual Funds i
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. any manner, whether in cash or kind or
i services or otherwise to any person
i making an application for allotment of

such securities-Decemlber2011

i Amendments were made in the SEBI
i (Disclosure and
i Guidelines, 2000 in 2007 which included
form of SEBI (Public Offer and Listing of !
Securitized Debt Instruments) Regula- :
tions, 2008. These were notified in the
Official Gazette dated May 26, 2008.
The mOjor features of these regu|c|ﬂon5 2. Issuance of below Investment Grade
include rationalization of disclosure
increasing the role and
responsibilities of merchant bankers for
exercising due diligence and the most
important being mandatory listing of 4, Compulsory clearance of trades
private placement of debtissued as per
exemption under S.67(3) of the Compa-

nies Act. The regulation made provisions : .
i Along with SEBI, RBI also fook some

important measures.
; : : i creating a
requirements for debt of a listed issuer. . FIMMDA, dllowing Repo in corporate
i Bonds, increasing the Fll investment limits
i and the most recent being, in January,
i 2013 permitted credit Default Swap, an
: insurance against default, on unlisted but
i rated corporate bonds even for issues
i other thaninfrastructure companies.

Investor Protection)
the following.

1. Requirement of Credit Rating:

debtinstruments

3. Removal of Structural Restrictions:

through (NSCCL) or (ICCL) with
effect from 1st December, 2009.

Those being
reporting platform at

e Finance Bill 2012: Qualified Foreign

Investors (QFIs) are allowed fo access
Indian Corporate Bond market; a
separate sub-limit of USD 1 billion has
been created for QFls investment in
corporate bonds and mutual fund
debtschemes.

to use their investment in corporate
bonds and Government securities as
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collateral to meet their margin :

requirements.

e Aseparate bond-trading platform at
NSE willbe made operational soon.

e The Securities and Exchange Board
of India (SEBI) has taken the initiative
to collect all the important data of
corporate bonds issued domesti-
cally and then create a comprehen-
sive database of all corporate bonds
issuedinthe country.

Capital Structure of Indian Corporates in
Primary Market

Primary market has been the major
source of funds for corporate Year 2013-

resource mobilization by corporates in

(US $ 67 billion). This was the result of an
increase in resources mobilized through
private placement route; capital raised
through private placement saw an
increase by 18.1 percent to T 3,899
billion (US $ 65 billion). But, resources

down by 4.4 percent to ¥ 133 billion (US
$ 2 bilion), accounting for a mere 1
percent of the total resources mobilized
domestically.

Objectives of the Study

e To sfudy the meaning of Corporate
Bonds, the need of a well-
developed corporate bond market
and the policy developments
related to Corporate Bond Market.

e The study the fund generation
pattern of Indian Capital Market and
the study of trends and shift in trends
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in fund generationthrough IPO's pre
and post 2008-09 periods.

Scope and Limitations of the Study

In this paper the researcher has concen-
i frated on the specific part of the Capital
i Structure only, i.e. the proportion of
i Equity and Debt public issues in the
i Capital Structure of the Corporate and
the impact of Corporate Bond Markets
ireforms
: Convertible Debentures) on the same

(Infroduction of Non-

: The studly is limited for the period of 10
i years (2004 to 2014) and is limited to the
i comparison of public issue trends and
i the contribution of debt public issues in
: to totalfund generation.

14 saw an increase of 16.0% in the

i Hypothesis

the primary market i. e. to ¥ 4,033 billion

i H,: Corporate Bond Marketreforms have
iresulted in change in preference of
finstruments for capital with special
i reference fo resources mobilized from
! Initial Public offerings by the Indian
: corporate

mobilized through public issues went :

i H,: The corporate bond market reforms
i increased the fund generation for the
corporate sectorinindia.

Research Methodology

i For the purpose of this research paper
the secondary data source was applied
i for the collection of the data. The
i sources mainly being SEBI guidelines on
i issue of Debt Securities, RBI Handbook
i and SEBI stafistics and ISMR statistics, for
i the period of 10 years i. e. from 2004 to
: 2014. Data collected are edited and
i coded by using the excel bars. This helps
in converting the gathered data into a



tfabulated grouped data.

For the purpose of analysis the data is
grouped in fo two groups' i. e. 2004-05 fo
2008-09 and 2009-10t0 2013-14. The data
analysis methods used are as follows.
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i few years. In this paper the researcher
i has concentrated on this part of the
Capital Structure only, i.e. the proportion
i of Equity and Debt public issues in the
i Capital Structure of the Corporate and
the impact of Corporate Bond Markets
i reforms onthe same.

e Percentage Analysis is applied to :

represent the collected data for
befterunderstanding.

e Correlation coefficient analysisis used
to measure the strength of the linear :

relationship between two attributes
of debt marketinvestments.

e Regression and R square analysis is
used to show the significance of
relationship between the variables.

T test (sample for two means) is used to
do the critical analysis.

Analysis of Data and its Interpretation

Capital structure is the combination of
debt and equity that funds an organiza-
fion's strategic plan. Capital Structure
management has been impacted by a
number of the develop-ments like
operationalreformsin the area of credit
assessment and delivery, interest rate
deregulation, changes in the competi-

i The study of literature and the develop-
 ments made in the Capital market in India
i and specifically Corporate Bond Market in
India are with a view fo increase the
resources mobilized by the corporates
i and make the Debt Market a strong debt
i market. And it can be seen that a major
! step towards it was taken in the year 2008
: with the introduction of Non-convertible
i Debentures. Despite the policy initiatives,
i the corporate debt constitutes a small
i segment of the debt market in India. While
i the primary market for debt securities is
i dominated by the private placement
i market, the secondary market for
i corporate debt is characterized by poor
: liquidiity, although this has improved just
i slightly in recent years. One of the reasons
i for the unfavored treatment towards
: Public issues is Private Placements market.
i Due to the advantages the Private
i placement brings with it, it became the
i most favored source of funding for
i corporates even taking over the Equity
i Market Issues and amount generated.

tive structure of the banking and credit

systems, and the emergence of money
and debt marketfs. Based on these
factors the components of Capital
structure and their proportion vary. The
following table gives us the glimpse of
the Resource mobilization by Indian
companies divided in Corporate
Securitiesand Government Securities

The data Figure 1 clearly shows a steady

increase in amount collected by :

corporate through public Issues in last

i The researcher here aims to analyze the
impact of the policy initiatives specially
i infroduction of Non-convertible deben-
i fures on the funds generated through
Capital markets in India through the
i comparison of the situation in pre-
i infroduction period that is before the
: year 2009 when the first public issue of
i NCDs hit the market and the post
i infroduction period, till date.

For the Analysis the data for 10 years has

Volume 41, No. I, April 2015
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Figure 1: Resource Mobilization by Government and Corporate Sector

Issues 2011-12 | 2012-13(2013-14 | 2011-12| 2012-13| 2013-14
(Zbn) (Zbn)| (Zbn) | (US$bn)|(US$bn)[(US$bn)
Corporate Securities 2,336 3.451 4,033 46 63 67
Domestic Issues 2,308 3,441 4,032 45 63 67
Public Issues* 129 139 133 3 3 2
Non-Govt. Public
Companies - - - -
PSUBonds - - - -

Govt. Companies - - - -

Banks & Fls - - - -
Private Placement 2,180 3.302 3.899 43 61 65
Eurolssues 27 10 0.5 0.1 0.02
Government

Securities*1 7,590 8,658 8,971 148 159 150
Central

Government # 6,004 6,885 7,005 117 126.7 117
State Governments 1,686 1.773 1,967 31 33 33
Total 9,926 | 12,109 13,004 194 223 217

¢ Thisis equity publicissue only.
*' These are gross market borrowings of Central and State Governments.
# only includes amountraised through dated securities.

Source: RBI
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Chart No. 1: Resource Mobilization through Public Issues (Rs.)
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been collected i. e. since 2003- 04 and
divided in to two i.e. 2004-05 to 2008-09
and 2009-10t0 2013-14.

The table No. 1 shows the data related !
to the Resources generafted by !

Resources mobilized by the corporate
i overalland Proportions.

EThe above tables, clearly show the
preferences by corporates when it
comes to fund generation.

corporates through Equity and Debft :

Public Issues, Total resources mobilized

Volume 41, No. I, April 2015
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on Issue and Listing of Debt Securities
gave a new instrument to generate

Convertible Debentures.

The First Issue of NCD's came in the year
2009 by Tata's. And since then there has
been a tremendous growth in using this
instrument for resource mobilization.
Equity has always been the preferred
source of funds generatfion for the
Indian Corporates when it comes to the
Primary Capital markets. But as has
been seen in Table No. 1 the Private
debt placement has taken over

of number of issues and amount
generated. And now with the introduc-
fion of NCD's the change in preferences
can be clearly seen. It is not that no
steps have been taken to develop the
equity markefts. In fact it has always got

reforms have taken place recently. But
with all those drastic changes aswell the
NCD's have taken over the place of
equity as amost favored instrument.

The proportion of Equity as a source of
funds has gone down significantly over

there has been a drastic fall in equity
proportfion in total resource mobilization
since the year 2008-09 onwards. At the
same time it can be seen that Debt
public issue proportion has been

guidelines have been put in force. The

less than 1% to more than 12 % in just a
span of 6 years and from less than 5% to
more than 75% when compared with
Total resources mobilized Through
Public Issues.The exactly reverse trends
can be seen in equity proportion.The
change can be clearly seen in the

ESEARCH BULLETIN

i following tables. The following tables
i show the change in trends pretty clearly.
funds for Indian Corporate, Non- i

i The percentage change in resources
i mobilized clearly is a signal of change in
frends. The table shows that the propor-
i tion of equity which was increasing
i continuously and had even reached
i nearly 100% mark in the years 2005 to
i 2007 started falling and has reached just
i 7% in the year 2013-14 and the newly
i infroduced NCD's proportion has gone
i up drastically to reach 93% in total
resources mobilized by the Corporates
i through publicissues.

drastically over the Equity both in terms

: But af the same time how much this new
finstrument is contributing to the tfotal
i resources generated by the corporate
i and what is the contribution of Non-
i convertible Debentures in to the growth
i offunds generatedis yet to be tested.
the preferred freatment and many

i Though the percentage analysis shows a
significant increase in the proportion of
i resources generated through NCD's to
i fotal resources generated but if it has
i been because of the introduction of
i NCDs only is an unanswered question. For
i the purpose further analysis isimportant.
the years. If observed it can be seen that

i The analysis helps us state that Debt issue
i have been replacing Equity public Issues
over a period of time. Further it also helps
i us state that Total resources mobilized
are alsoon anincreasing trend.

growing consistently since the Issue

i But it is important to understand the
proportion of NCD's has gone up from
i and the Total resources mobilized and
i Total
: public Issues to find out if the Intfroduc-
i tion of NCDs has been the reason for
i increase in Total resources mobilized.
i The correlation table will help us under-
i stand the same.

relation between the Debt Public Issues

Resources Mobilized through

Volume 41, No. I, April 2015
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From the above correlation analysis we

caninterpret that

1. The analysis suggests that relation
between Debt Public Issues and i
Total Resources Mobilized has tumned :

positive from negative postreforms.

2. The relation between Debt public
Issues and
through Public Issues has furned
negative from slight positive i.e. from
.0147 to -.2074 suggesting negative
relation betweenthe two

3. Therelation between Total Re-sources
mobilized and Resources mobilized

negative post reforms, from some-
what positive to strong negative.

4. There is an inverse relatfion between
the resources mobilized through

2004-05 to 2008-09 and 2009-2010 to

period. In fact it can be observed that
the negative relafion has become
strongerin Post reforms period.

5. Before the Period 2008-09, 99
percent of the total
mobilized were through equity and
only 1 percent through Debt. Post
reforms period there is a complete
shift in the scenario and Debt Public

Issues. The debt proportion has
increased to 63% whereas Equity has
gone downtojust 5%

6. But if a detailed analysis is done
between the Debt Public
mainly Infroduction of Non-conver-
fible debentures in the year 2009 and
other variables that is total Resources

ESEARCH BULLETIN

mobilized, Total resources mobilized
through Debt and Resourcesmobi-
lized through public issues, the relation
has become positive and stronger in
the post reforms period suggesting a
significant contribution of Public issues
of Non- Convertible Debentures.

: Analysis

resources mobilized

i The r-square in Table No 4 has shown an
i increase from .15 to .40 indicating that
i Debt public issues were more than the
i non-debt issues by Indian corporate.
i Further, the change in the TRM can be
largely being attributed to these issues
i ratherthan no-debtissues.

through public issues has turned

: But the significance F value and P value
i do not support the above statement.So
i fo further check the reliability of Data
: Two tailed sample T test has been used
i forthe analysis.

Equity and Debt both for the period

: Total Resources Mobilized

2013-14 which is a post reforms :

T value (17.21) is much higher than the
i Critical test for a one tailed test (2.13) so
i we can state that there is a significant
: increase in Total Funds generated post
i 2009.

resources

:Same result can also be reached
i because of the p value for one tailed
fest is less than alpha (0.05). P value is
i (0.0000333773120038582)

issues have replaced Equity Public

i Tvalue is 17.21 is larger than the critical t
i value for the two tailed test (2.77) means
i it can be stated with 95% certainty that
: there has been a change in the means
i from before to after.

issues i

: P value for two tail is (0.00006675462400
i 77164) less than alpha supporting the
i above statement.

Volume 41, No. I, April 2015
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Debt Public Issues

T value (2.51) is greater than the critical
test for a one tailed test (2.13) so we can
state with 95% certainty that there has
been an increase in fotal funds gener-
ated through Debt IPO post 2009.

Same result can also be reached
because of the p value for one tailed
testisless than alpha.

T value is 2.51 is lesser than the critical t
value for the two tailed test (2.77) means
it can be stated with 95% certainty that
there hasn't been a change in the
means from before to after.

P value is greater than alpha supporting
the above statement

Analysis:

ESEARCH BULLETIN

i preference by the Corporates. NCDs
i have now become the most favored
i source of fund generation through public
iissue. And further are conftributing
i significantly to the total resources
mobilized by the corporate. But at the
i same fime the relation between Debt
i public issues and resources mobilized
: through public issues has turned negative
i post reforms. So it can be said to be a
start of new era as far as Total resource
i generation is concerned. And it can also
i be said that the efforts are put in a right
i direction as they are generating
i expected results. Still the regulatory
i authorities need to infroduce few more
corporate and investor friendly reforms to
i confinue the frend by making the issues
i more corporate friendly so that to end up

confributing more to the fund genera-
: fion.
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Evolving Role of Gold in the Indian Financial
System: Recent Evidence

Abstract:

There is a long-felt need for policy
inputs based on the "middle path"
perception of gold, in-between the
barbaric relic perception of gold
and the fiat money stafus of
currencies. An analysis of 157 news
items during the period August 2013
through January 2015, covering the
91 experts reveals that such a
moderate pathisindeed available.
Whereas physical gold jewelry in
India is an employment and export-
generating industry, its financiali-
zafion through Exchange Traded
Funds (ETFs), availability of loans
against jewelry and attractive
investment status going by rising
Private Equity investment reveal
linkages between the real and
financial secfors. Towards the end
of this study period, policy-makers
have cast off some of the negative
perceptfions of the past which
drove gold underground, and
announced several positive
measures, including industry status
for jewelry manufacture, steps
towards redesigning gold deposit
schemes and welcoming recycling
of scrap gold, gold refining indusfry
and reopening of gold mines. By
converting unstructured data info
sfructured information, this paper
presents insights for policy-makers
through simple and replicable

Trupti Bhosale

Sunder Ram Korivi

research methods. Insights from this
paper can also be found useful in
other developing economies
where gold is considered a safe-
haven asset by the masses.

Key Words:

Gold, India, Policy.

Background and Context

The subject of gold has attracted a wide
i spectrum of perceptions in the field of
i economics. At one end, John Maynard
i Keynes called gold a barbaric relic,
i perceiving it as a wasteful consumption
i orunproductive hoard. At the otherend,
i Asians have along history of buying gold
i for its safe-haven status, and, in the
i process, viewed financial assets with
i distrust. Is there a middle-path? Thisis the
i main aspect of study in the current

i paper.

i The oft-cited Keynesian view of gold is to
be viewed in the right and current
i context. When currencies went off the
i gold standard, it provided policy-
makers with the flexibility to create fiat-

Volume 41, No. I, April 2015
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money tfo finance budget deficits,

which was eminently the right thing to :

i uncertainty in the ascertainment of its
intrinsic ormarket value.

do in a deflationary economy, espe- :

cially the one that prevailed in the 1930s
and 1940s. However, the fiscal and
monetary stimuli in several developed
economies are under severe fest, as
their economies fail to respond with
growth, and their currencies have seen
a continualfallin their values against the
US Dollar (US$). It is a different matter
that the US$ happens to be the reserve
currency of the world and continues to
be so, despite the magnitude of fiaf
money it has been issuing especially
after the global financial crisis of 2008.
Such currency-weakening events could
drive people to a more favorable
perception fowards gold.Today, the
US$, the Swiss Franc and gold are
probably the last 3 assets that could

i The manufacture, sale and export of
i gold make it an economic activity
employing several artisans and salesper-
i sons, while, at the same time, preserving
i the infrinsic value of the asset. Jewelry
i stores extend several savings-oriented
ischemes across 12 to 36 months,
enabling buyers to save for the purchase
i of gold jewelry in a staggered manner.
i Buyers are typically price-sensitive in the
i short run, but insensitive over the long
irun. This long holding period makes
{ buyers qualify to be defined as investors.
Government policy has recently turned
i favorable towards this sector around
: November-December 2014, which is the
Efog—end of the period of study of this
! paper.

stand up to the definition of a safe- :

haven assetf. In financial markets, the
inverse relationship between the US$
and gold is an established fact, though
the magnitude could undergo changes
overtime.

There is also a long-felt need to under-
stand that in underdeveloped econo-
mies, gold plays the role of an invest-
ment vehicle that can easily be used as
collateral security to raise aloan quickly
in a financial emergency. Hence, it

There are also categories of people who
i buy gold coins, bars and Exchange
i Traded Funds (ETFs). Paradoxically, this
i category of persons is highly price-
i sensitive in behavior. It is ironic that this
category of persons are called investors,
i as their main objective is to gain from
i price changes, with no long-term
finvestment horizon, in contfrast to the
i buyers of gold jewelry. In reality, such
price-oriented behavior reflects
i speculative behavior.

would be wrongful to perceive gold

purely as an adornment or item of pure
consumption or even as an unproduc-
five hoard. An institutional mechanism
has emerged in India, where loans
against gold jewelry are available and
serve the financial inclusion function at
the last-mile, for the benefit of those that
are unbanked or underbanked. Gold is
a highly fungible asset in the Indian
context, as it can be converted into
cash at a short notice, with very little

Volume 41, No. I, April 2015

EThus, the two major realizations, viz.,
i (a)gold jewelry is a distinct asset class
i with high fungibility into cash, and (b)
gold jewelry buyers are long-term
i investors, represent aspects that are
i voiced in this paper, so that appropriate
i policies are formulated to recognize the
i role of gold jewelry in the economy and
fin the financial system. Put differently,
there is a growing awareness that the
i prevailing views on gold in western



economic perception actually resulted
in harsh, inappropriate and punitive
policies in India, which drove gold
buying and relative activities under-
ground, in the opinion of the several
experts cited in this study.Historically, it
was only gold which India could pledge
in the 1990s to raise finances overseas,
to stave off its Balance of Payments
crisis, thus bolstering its safe-haven
asset-class status.

This paper closely follows economic
eventsin the 17-month period between
August 2013 and December 2014,
during which financial markets globally,
witnessed high levels of uncertainty and
volatility. The objective of this study is to
gauge the views of various stakeholders
in India, associated with gold in its
various forms.

Literature Review

By way of epistemology, the notion that
gold is an item of consumption origi-
nates from the French verbsumeére,
which means 'to consume'. This, in turn,
originates from the Latin word
sumptuarious, which means to take or
spend, the same meaning as its English
counterpart, sumptuous. As observed
by Tuchman (1978), sumptuary laws
were enacted in England and Spain in
the 14th century limiting or prohibiting
expenditure on gold, since it was a
scarce commodity and drove money
underground from an economy. Hume
(1752) observed that the direction of
gold flowing between European
countries reversed itselfwithin a few
years, exhibiting the futility of retaining
gold; however, Asia defied this frend, as
gold stayed there. Ricardo (1809) noted
the attributes of gold in the standard
setting process for currency issuance.

ESEARCH BULLETIN

i Ricardo (1816) also included silver in
iview of its plentiful availability, but
Esubsequen’rly reversed this decision in
£ 1819. Hamilton (1791) displayed remark-
i able foresight in the failure of any metal
or commodity to serve well as currency.
i 1ln 1933, US President Roosevelt pushed
i the Emergency Banking Act, authorizing
: the prohibition or export of gold or silver
i and empowering the Secretary of the
§Treosury‘ro require the surrender of all
i gold coin,
! (paper notes fully secured by gold) held
i by the public. Hoover (1952) however,
i recognized the infrinsic value of gold,
: when he stated: we have gold because
iwe do not trust the government.
i Eichengreen (1987) stated that the gold
i standard demanded a high level of
: credibility in the actions of governments
i and centralbankers.

bullion and certificates

Research Problem

i Academic interest on the subject of
i gold purchases by Indians has been in
ithe news since 2013. Economist §
Gurumurthy cited the study by the K.U.B.
i Rao Committee for the Reserve Bank of
India (RBI), which stated that the Indian
i concept of gold buying debunks
i western theory, as the Indians' buying
Ehobi’r is largely price inelastic. Former
i Governor of RBI, YV Reddy, also noted
i that 70% of the time, buyers are peas-
fants and gold is the most suitable
i collateral security for personal and
i business
i underbanked rural folk. SoumyaKanti
i Ghosh, Economic Advisor for State Bank
i of India, mentioned the need for
: harmonization in the National Account-
i ing Practices, as the UN System classifies
gold purchases as capital investment,
i whereas the IMF freats gold jewelry as
merchandise. He had also called for a

loans for unbanked and
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national gold policy as the need of the
Professor aft
of Government and i
Public Policy.mooted a Gold Deposit
: This study is based on an impersonal and
i impartial analysis of data to provide an
i empirical basis to the intended findings.
Management Institute (IMI) and Sajal :

‘In order to cary out a study on the
i research problem cited, the research
design has been based on the gathering
i of a mass of recent data capturing a
i wide spectrum of inputs from various
i stakeholders, and the deployment of
i suitable research methods to cull out
i knowledge from the data, and to be
: presented in a structured manner for
i policy-makers. The Data, Methodology
are coveredin the sections that follow.

Prakash Chander,
School

hour.
Jindal

Scheme for Non Resident Indians, to be
serviced by inferest payments in
Rupees. KakaliKanjilalof International

Ghoshof Management Development
Institute (MDI) observed that the
demand for gold among Indians is price
elasticin the shortrun, butinelasticin the
long run. Finally, the World Gold Council
and Indian Institute of Management at
Ahmedabad (IIMA) have set up a think
tank to study how gold could be used to
help boost economic growthin India, as
indicated by Ashish Nanda, Director-
[IMA.

Taking a note of the importance of the
exporter, the futility of import curbs and

taken by unbanked and underbanked
persons, the Indian government is also
keen on seeking inputs for the formula-
fion of a national gold policy.

The research problem studied in this
paperisstated asunder:

1. What specific inputs are available
from a wide spectrum of Indian
stakeholdersthat can serve as inputs
to policy makers for the formulation
of a comprehensive national gold
policy?

2. Aretheseinputsrecent and current?

3. Can the inputs be presented in a
structured form?

4. What are the financial innovations
that render the western economic
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thinking of "gold as a barbaric relic
and a fefter to economic growth" to
be outdated?

! Data

gold jewelry as an employer as well as

i Data Period

the value of gold as collateral for loans

i This study revolved around global events
i that occurred during the period
between August 21, 2013 and January
22,2015, i.e. 18 months. In India, August-
i September 2013 was a period of
i fransition from one central
i Governor,
i another, RaghuramRajan. The Indian
i Rupee was at its all-time low, having
i touched Rs. 68 to the US$. The Indian
Rupee was one among the 'fragile five'
i currencies, the other four being the
i Brazilian Real, the Indonesian Rupiah,
i the South African Rand and the Turkish
i Lira. These five currencies had turned
i weak in the wake of announcements by
:US Federal
i Bernanke on a possible tapering of
i quantitative easing measures,
i announcement that strengthened the
i US$. This currency effect made it more
difficult for India to import gold. Interest-

bank

Duvvuri Subba Rao to

Reserve Chairman Ben

an



ingly, the last quarter of calendar year
2014 saw a dramatic decline in the
global prices of crude oil, having a
benign impact on the global prices of
crude oil, insofar as Indian imports were
concerned. In comparison fo the
fragile five that witnessed currency
depreciation, this time around, com-
modity exporters,
experienced a drastic fall in their
currencies. This provided space for India
to import more gold, offsetting the
impact of the oil import bill in India's
Current Account Deficit (CAD). Further,

promote jewelry manufacturers and
exports, some import restrictions were
eased by the government, towards
November2014.

Data Sourcesand Structure

Some of the data that are available in a
structured form are presented in Figures
1 to 3 below andin Tables 1 through 4 of
Annexure B to this paper.

Figures 1 through 3 represent the fall in
gold holdings in paper (Exchange
Traded Form), exports of gold from
Switzerland to other jurisdictions
including India, and the import pattern
of India.

Table 1 provides data on the demand-
supply gap, including estimates for
Calendar Year 2015, and indicate a
possible slowing down in imports. Table
2 provides hard data on the reductionin
ETF Folios and the slowdown in ETF unit
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i sales, which show a decline over the
i period under study. Table 3 shows the
i growing interest of Private Equity players
i in Indian jewelry companies and Table 4
i shows the appreciationin share prices of
listed jewelry companies in view of the
i perceived reduction in raw material
i costs.

including Russia,

i While it is easier to analyze such readily
available secondary market data, the
i challenge lies in culling knowledge and
i wisdom from unstructured data, whichis
: the crux of this paper.

in order to curb smuggling and to

: During this eventful period of activity in
: the US$, crude oil and gold prices, news
i analytics was performed on events
i reported in the public domain. This
period had approximately 360 working
i days. During this period of tracking, news
i items specifically pertaining to gold
were filtered, sequenced and placed in
i chronological order. Gold, as a subject,
was prominent in the news, with a fotal
i of 157 news items finally available, in
i unstructured form, for analysis. Data was
i sourced from press coverage in India,
i through Business Line, Business Standard,
i DNA,
i Chronicle, Financial Express, Hindustan
i Times, Indian Express, Mint, Times of India
fand other sources.
i sources also reflected global resources
i such as Bloomberg, Reuters, Walll Street
Journal etc. In this process, the views of
i 91 experts and opinion-makers were
i collated. A cross-section of the following
6 types of organizations, were covered
i inthisstudy, as tabulated below.

Economic Times, Financial

Some of these
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Policy-makers Ministry of Finance, Ministry of Commerce, Director
General of Export Promotion, RBI, Customs, Air
Intelligence Unit, Deputy Superintendent of Police.

International entities IMF, World Gold Council, London Bullion Association,
Shanghaileading Investment Management,
Warburg Pincus, GFMS Thomson Reuters, Dubai Gold
Jewelry Group, PAMP of Switzerland, Peru Ambassa-
dortoIndia, Permanent Portfolio Family of Funds, ANZ
Group, RBC Capital Markets, Scotia Mocatta, JRG
Intfernational.

Indiantrade bodies Allindia Gems & Jewelry Federation (GJF), Indian
Bullion & Jewelry Association (IBJA), DelhiBullion &
Jewelry Welfare Association (DBJWA), Koduvally
Gold & Silver Manufacturers Association (KGSMA)
Associated Chambers of Commerce (ASSOCHAM),
Federation of Indian Chambers of Commerce &
Industry (FICCI).

Indian manufacturers Titan Tanishqg, PC Jewelers, Senco, Rajesh Exports, PP
Jewelers, Joy Alukkas, Kalyan Jewelers, Popley,
Thangals, SRSI, MD Overseas, Bluestone, Gitanjali, PN
Gadgil, MMTC and mining company Deccan Gold

Mines.
Financial sector entities ICICISecurities, Edelweiss, Yes Bank, State Bank of
inIndia India, Karvy, MotilalOswal, Bank of Baroda, Indian

Credit Rating Agency (ICRA), Credit Rating Informa-
tion ServicesIndia Ltd (CRISIL), Kotak Mahindra Bank,
National Commodity Derivatives Exchange (NCDEX),
Mannapuram, Muthoot, Nomura, First Global,
Religare, Angel Comfrade, Geojit Commodies,
Indiatrade Commodities, Kolari Capital, Axis Capital,
SAIF Partners, ICICI Prudential, HDFC Mutual Fund,
WealthRays, Progruss, Brand Capital, Fundsindia.
com

Temples (Religious trusts) | TirumalaTirupati Devasthanam (TTD) and
Siddhivinayak Temple.
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With the insights from the enfities mentioned above, this data was filtered to gauge

opinions on the following 5 aspects:

Design

Of gold and schemes for saving, buying, investment,
frading, recycling

Current Account Deficit
(CAD)

Caused by goldimports

Globalfactors

Influencing the demand, supply and pricing of gold

Smuggling Through contraband and over-invoicing of exports,
and the responses of policy makers
Mining In orderforeduce imports

In this manner, 157 items of unstructured
and raw data has been shaped into a
structure, based on chronology, from 93
entities from 6 different types of organi-
zations, classified on the basis of info 5
aspects, for further analysis.

Methodology

Some of the pioneering techniques in
news analytics in finance have been
explained by Mitra&Mitra (2011) on how
financial sentfiment can be culled out
from news feeds. Academic papers
have shown that useful information can
be extracted through news analytics.
Such social statistics enable researchers
to define and measure phenomena in
society and quantify the forces which
steermarkets.

tfured data in a structured form pre-
pared the ground for analysis. An EXCEL
spreadsheet of the dimensions of 146
rows and 8 columns was prepared (157
X 8 = 1256 cells). The 146 rows repre-

: senfed items of data, arranged in
i chronological order in respect of Dates
: ranging from August 21, 2013 to January
i 22,2015. The 8 columns represented (1)
i Serial Number (2) Dates (3) Events and
i their classification info buckets such as:
i (4) Design (5) Smuggling (6) Global (7)
i CAD and (8) Mining. For every instance
of animpactof anyreported news Event
ion any of the classified buckets, a
i symbol of Y (Y=Yes) was triggered. Con-
ceptually, it was possible for an event fo
i frigger a Y in more than one bucket. (For
: example, recycling of gold, a matter of
i scheme Design, could reduce the CAD.
i Likewise, Global factors could influence
: Smuggling). Proceeding in this manner,
i the news analytics technique roughly
i follows the generation of a "sentiment
findex"' suggested in Mitra & Mitra, as
i cifed above.

The presentation of hitherto unstruc- :

i Data represents a set of datum, which,
i when structured, becomes information
i and upon analysis, becomes knowl-
i edge. Knowledge provides insights into
: events orphenomena.
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Analysis, Findings and Discussion

An analysis of the 157 items of data in the 157 X 8 matrix resulted in the following

findings:
Classification Bucket No. of observations % to Total Ranking
Design 86 37.72 |
Smuggling 27 11.84 Y
Global (factors) 44 19.30 Ml
CAD 61 26.75 Il
Mining 10 4.39 \
Total 228 100.00

Rankings are based on the number of
observations in each classification
bucket. From the analysis, it can be seen
that elements of scheme Design are the
most important, whereas Mining is
considered the least important. These
"buckets" are discussed in the para-
graphs below, in the order of their
ranking.

Design

The findings are extremely rich in nature.
They reveal some misconceptions and
also offer out-of-the box innovative
design solutions that serve as valuable
inputs to policy-makers. A reading of 86
observations can be summarizedinto 11
strands of thought, as follows:

Motive for Purchasing Gold Jewelry
DGJG (Dubai) opines that youth,

worldwide, are attracted to innovative
gold jewelry designs. Indians purchase

gold jewelry to serve a dual purpose: as

Volume 41, No. I, April 2015

i an adornment as well as for financial
i security in the long run. It can easily be
i pledged to avail of loans in case of
i financial exigencies, and such pledged
goldisreleased uponrepayment of loan
i obligations. This logic is extended to the
i giffing of gold jewelry to daughters at
i the time of marriage. To such individuals,
i price appreciation of gold from past
i purchases is seen as an additional
advantage, and not the primary reason
i for possessing gold. One in five Indians is
willing to buy gold even if pricesrise, and
i gold jewelry is purchased over a long
! period in a staggered manner. A WGC-
i FICCI survey showed that 77% bought
i gold as a safe investment, 53% primarily
i asan adornment and 50% for both. From
: an economic standpoint, a classifica-
i tion of gold jewelry purely as consump-
i fion, comes at the peril of ignoring its
store value, and appears as inappropri-
i ate. South India accounts for 40% of total
i demand. Gold demand is highest in
ETomiI Nadu (particularly Chennai and

Madurai), Kerala and among the



Marwaris in North India and demand
peaks around festivals, especially from
September to April, and especially the
marriaoge season from November to
February. Interestingly, GJF mooted a
gold jewellery circuit, along Surat,
Jaipur, Coimbatore, Kolkata and
Ahmedabad. WGC supports this idea.
Dubai and Thailand are examples of
such promotional centres.

In the current lexicon of financial assefts,
gold is an asset class, as also other
alternative investment assets such as
art, collectibles and vintage wine. To
Indians, gold prices are elastic in the
shortrun butinelastic in the longrun. Two
types of businesses revolve around this
Indian need: jewelry stores and gold
jewelryloan companies.

Jewelry Stores

At one end of the spectrum, large
jewelry chain stores and ubiquitous
small shops around the country cater to
the demand for gold jewelry. Savings
are tapped by such stores through
monthly deposits, exchangeable at the
end of 12 to 24 months for purchase of
gold jewelry. Such schemes have
proved to be extremely popular, going
by the schemes of reputed listed
companies such as Titan (Tanishq), TBZ,
PC Jeweler, Shree Ganesh and
Thangamayil, fo name a few. However,
the Companies Act, 2013, has placed
restrictions on the acceptance of
deposits by companies through
sections 73 and 746, resulting in a halt to
such schemes. The successful busi-
nesses of the aforementioned jewelry
companies have led to an impetus in
equity infusions by private equity firms,
the prime example being Warburg
Pincus which has acquired an equity
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i stake in Kalyan Jewelers. Other such
i equity infusions include SAIF in Senco,
i Progruss and Credit Suisse in Shree
i Ganesh and Brand Capital in Gitanjali
{ Brands, Ratan Tata and Kalaari Capital
in Bluestone. Vaibhav Gems, Oyzter-Bay
i and Caratlane are also beneficiaries of
! private equity investment. Institutional as
: well as retail equity investors in jewelry
i companies gained hugely from the
i recent fall in infernational prices in gold,
i raising the profit margins of jewelry
i companies, and as a result, their share
prices. In order to reduce import
i dependence, Deccan Gold Mines
! plans to revive activities in certain mines,
and has issued rights shares to ifs existing
i shareholders to fund the expanding
i activities.

Gold Jewelry Loan Companies

: At the other end of the spectrum, there
i are specialist gold loan companies,
organized as Non Banking Finance
i Companies (NBFCs), under the regula-
i tory purview of the Reserve Bank of India
! (RBI).They provide secured loans against
i gold jewelry, with stipulated Loan-to-
EVque (LTV) ratios. Such loans, being
isecured, are financially inclusive in
i nature and provide access to persons
i that are otherwise excluded from the
i formal banking system. After an inifial
: tightening of the LTV norms, RBI has gone
i for a subsequent relaxation. Owing to
i their usefulness in the financial system in
: the form of last-mile connectivity to the
i consumer, some of them, such as
i Muthoot and Mannapuram are prepar-
ing to apply for banking licenses as small
i banks, and provide a diversified range
i of services to their customer base. The
primary mode of funding is through the
iissue of Non Convertible Debentures
: (NCDs). Of late, they have been
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expressing their difficulty in complying
with the requirement of creafing a
Debenture Redemption Reserve (DRR)
as per the Companies Act, 2013, since it
will result in a reduction of working
capital. This point is justified by NBFCs,
saying that since NBFCs have a steady,
liguid stream of cash flows from loan
recoveries, and very little investment in

plant &equipment as is the case with

debentures, they will have compara-
fively lesser problems in coming up with
cash from operations to fund debenture
redemptions.

Investors and Speculators

In the current lexicon in finance in
usage, investors are classified as those
who purchase gold coins and bars and
also in the form of Exchange Traded
Funds (ETFs) offered by mutual funds.
This is as opposed to the buyers of gold
jewelry who are classified as consumers.
Investors gain during phases of rising
prices and lose during phases of falling
prices. At this point, it is pertinent to
recall the classic 1938 book by John Burr
Williams, titled The Theory of Investment
Value. In this work, Williams has defined
aninvestor as one who buys an asset for

defined as one who buys an asset for its

unqguestionably stood the test of fime.
Now, when compared with the current
classification of the buyer of gold coins,
bars and ETFs as investors, it goes against
the grain of Wiliam's definition of a
speculator. This is one of the most
significant insights from the data. Going
by the same definition by Williams, one
who purchases gold jewelry over a long
period of fime in a staggered manner
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i for financial security, is actually an
i investor, since any capital gain is a co-
{ incidentaladditional
i fromholding the asset. Such arealization
i could have
i reformulation.
i gold prices corrected, many people
i moved out of coins, bars and ETFs and
t into gold jewelry.

physical infrastructure such as property,

i National Accounting Systems
manufacturing companies that issue

i This conceptual-definitional anomaly
i has also been echoed by Soumya Kanti
i Ghosh, Chief Economic Advisor to the
ES‘ro’re Bank of India (SBI). The Interna-
i fional Monetary Fund
: BPMO6, puts gold jewelry under mer-
i chandised imports. However, under the
i United Nations System of National
{ Accounts, 1993 (UNSNA), which India
adoptedin 2000, gold purchases are not
i freated as consumption under Private
i Final Consumption Expenditure (PFCE).
Considering the role of gold as a
i financial security in India, there is a need
i for an appropriate reconciliation in the
i national accounting system. In view of
i the aforesaid, the CAD position after
excluding gold will present a better
i picture in the light of the position of gold
i as capital formation and not consump-
: tion.

its income, whereas a speculator is

: Government Policy on Manufacturing
price. These definitions by Williams have

: The government of India has identified
i jewelry manufacturing as one of the
i major employers and exporters. As a
i policy measure, it plans to include
jewelry manufacturing as a thrust area
i under the "Make in India" policy cam-
i paign. The Department of Industrial
Policy and Planning (DIPP) will take
i measures towards this direction. Import
restrictions have been reversed primarily

benefit derived

implications in policy
In recent times, when

(IMF)  manual,



fo assist Indian manufacturers and
exporters, as the government has
readlized that smuggling can be mini-
mized, but not be eliminated. It also
reinforces the understanding that in the
Indian context, gold jewelry is not a
purely consumption decision, but also
an indigenous mode of financial
inclusion. Additionally, the global
weakness in crude oil has taken a major
burden off the Indian balance of frade

more leeway for the import of gold, for
manufacture and partly for re-
export.The government has also
planned a proposal for a unique alpha-
numeric code for jewelry. This is to
ensure purity and traceability. Currently,
the Bureau of Industrial Standards (BIS) is
the hallmarking authority, and has

India. There are also suggestions for
declarafions of the Income Tax Perma-
nent Account Number (PAN) for single
fransactions in excess of Rs. 50,000.
Suggestions for a unique alpha-numeric
code for jewelry and the PAN declara-

industry bodies.
Gold Deposit Schemes

According fo various reports, estimates
of gold with households range between
20,000 to 31,000 tons, with a total value
of roughly 50% of India's current GDP.
Market Oracle of UK estimated Indian
household stocks at 20,000 tons. Karvy
Wealth reports a figure of 22,000 tons,
whereas MMTC PAMP place the
estimate at around 25,000 tons. Accord-
ing to MMTC, banks' core competence
is in working capital and not precious
metals. The government estimates gold
savings stock at 31,000 tons and is likely
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ito formulate a national gold policy.
i Scotia Mocatta, a leading international
player, places the estimates at 22,000
i tons and is likely fo seek RBI approval for
i a gold deposit scheme, in cooperation
i with GJF members.
i have been suggested to tap idle gold
: within India. An earlier attempt by SBIto
timplement its Gold Deposit Scheme
i failed to evoke a response from the
public mainly on account of two
position and the CAD, providing much
! perceived to be very low, at 1% to 1.5%
: p.a. Second, the minimum grams of gold
i deposit was prescribed at 500 gm. Only
:30% of people were aware of gold
deposit schemes, and 15% of people felt
ithat only SBI offered gold deposit
i schemes. MMTC PAMP conducted a
Esurvey across 7,500 persons across 24
issued licenses to 14,000 assayers across
{ 65% of people are interested in gold
i deposit schemes. A re-design is sug-
i gested along the lines of a minimum
i deposit of 40 grams and an attractive
i inferest rate, backed by gold deposit
i certificates.

fions have witnessed opposition from

: Scrap Gold Recycling and Refining

Renewed efforts

reasons: First, the interest rate was

cities in 10 states India and found that

i The government-owned Minerals and
i Metals Trading Company (MMTC) has
i entered into a collaboration with PAMP
i of Switzerland and the GJF members to
i tap scrap gold for recycling. Banks can
: also use their branch network to mobilize
i scrap gold, which can be recycled, in
§order to reduce import dependence.
i Muthoot, a gold loan company, also
i plans to foray into recycling. MMTC also
plans to set up refineries to process gold
i ore (dore), partly for re-export and partly
i for indigenous purposes. This will also
help in reducing the net import bill.
i Hitherto, the import bill was also higher
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because of gold dore refined outside
India, which was built info the imported
bars. Gold imports are said to imply a
flight of capital from India. One acade-
mician has suggested that gold
deposits from NRIs be encouraged, at

i mechanisms, in place of curbing
{ imports. The World Gold Council (WGC)
i and the Indian Institute of Management-
i Ahmedabad (IIMA) have come
i fogether to establish a centre for policy
i research on gold atlIMA.

attractive rates of interest, along the

lines of Foreign Currency Non-Residents
(FCNR)
principalredeemable in Rupees.

Central Bank and Commercial Bank
Reserves

India, like central banks the world over,
maintains a part of itsreserves in gold, in
a vault outside the country. This gold
can be leased (by constructive delivery,
the gold remains in the vault). In
consideration, the country can receive
cash flows, which, on completion of the

lease period, releases the gold back to

the owner. India has around 200 tons of
gold which can be used to generate
foreign currency, if needed. Countries
like Turkey have permitted banks to
maintain a part of their reserves in the
form of gold. India needs a Gold

Deposit Schemes, a Gold Bank and a
Gold Policy, which are better policy :

Figure 1: Reduction in Gold ETF Folios

Religious/Temple Trusts

deposits, with interest and

: Gold objects are often donated by
i devotees info the collection boxes of
E’remples. The Tirumala Tirupati
i Devasthanam (TTD) has 1,700 tons, with
collections getting enhanced on a
i monthly basis. The trust authorities have
i entered into an arrangement with SBI
i wherein the gold is melted into bars for
i onward lending under a gold deposit
Escheme, fo earn inferest on gold that
i would otherwise be idle, and augments
{its finances. The Siddhivinayak Temple
i auctions donated gold to devotees and
‘uses the proceeds to augment its
: finances. The RBI had at one point in
i fime, initiated a discrete survey of gold
i with large temples, but subsequently
i dropped the survey, in the light of a
i lukewarm response from most tfemples.
i Governments could make use of such
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gold as collateral to raise funds af sub-
sovereignrates.

Financialization of Gold
Some buy gold ETFs as a diversifier,
marriage. As an investment, gold does

was observed that investors divest from
gold when an economy recovers. The

the SEBI and AMFI data is depicted in
Figure 1 below.

financialization of gold,
product in the market was: Edelweiss

sellpapergold.

market. On the financial market front,

form of deposit certificates issued by
banks, in addition fo gold holdings in
dematerialized form. On the commod-

fies exchange, also introducedgold
create artificial volumes that inflate

run. The WGC FICCI study mooted the
setting up of an India Gold Exchange
and Gold Board.Global miners hedge
prices, as market prices fall, whereas
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i there could be others looking to hedge
! their positions, as gold prices are volatile
£ in the shorf run. In November 2014, short-
i sellers were hit hard on a spike in gold
i prices. This underscores why hedging
finstruments and exchange-traded
whereas some buy it for their daughters' derivatives in regulofed markets are
i important. On the international front,
not give great returns. It is a hedge. It : Shanghai plans to commence a gold
i exchange and set benchmark prices,
which is a significant development since
reduction in gold ETF folios in India, from i China is the world's largest importer of
i gold and could generate volumes. The
: other significant market, in West Asia, is
ithe Dubai

Growth in bank fixed deposits tapered Exchange.

in December 2014 as investors turned : .
towards mutual funds and gold. On the ; Current Account Deficit
another . .
;There were 61 observations under this
designed a PMS product for HNIs, using head, summarized as under.
quant-based trend analysis to buy and . .

i The extent of gold imports, in value were

i 1/3rd of crude oil, the major import of

ETFs serve as the junction between the | INdia.
financial market and the commodity .
: Under the system of national account-
SEBI has allowed ETFs fo hold gold in the N9 gold imports are a part of merchan-
i dise,
i adversely to the CAD. It is mostly the
i middle class that buys gold, and this is a
ity market front, NCDEX, the commodi- : Nuge segment of the Indian population

ties exchange, introduced a contract : Which is enjoying dual
for 1 kg of gold, which mimics interna- : Ncome andhigh purchasing power.

tional prices. MCX, the other commodi- . .
i India, with 830 tons, was the largest

futures. Some perceive that derivatives | MPOrterin2012.1n2011-12, imports were

P : 800 tons, and the expectation for 2012-
; ; e e : 13 was 845 tons. In 2013, China imported
rices, and real investing is in the long . .

P d 9 £ 996.3 fons, pushing India to second

: place, with 977.6 tons. China and India

i exceeded their 2012 imports by 29% and

i 24% respectively. Import curbs helped in

: partly reducing the import of gold, with a

Gold & Commodity

and therefore, contribute

household
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greater emphasis on recycled gold. The
period of June-August is the off-season
for gold purchases in India. Imports of

on high festival demand. Trade deficit
was at an 18-month high, exacerbated
by crude oilimports. Imports also surged
due to arush by buyers to avail of lower
prices. Imports from Switzerland worth
Swiss Franc 2.2 billion, almost doubled

over the corresponding year ending
i anficipating their continuance. Falling
i crude oil prices was a phenomenon that
few anticipated. Perhaps the govern-
i ment had also realized the employment
i potential and export potential of the
gold jewelry industry. It could also have
i been the cusp of a policy reversal on the
i perception of gold as a purely con-
sumption expenditure, and ifs recogni-
i fion as a financial security, if harnessed
i through well-designed gold deposit
i schemes.

prices, resulting in increased buying

Figure 2 below shows the exports from
i Switzerland to various countries, in

September 2013. In September, India
became the highest importer for the
month, overtaking China. The govern-
ment examined the angles of smug-
gling., black-money from Switzerland
and round tripping by gold jewelry by
exporters. Import curbs began to hurt
small exporters, who requested for
import quotas. RBI entered into consul-
tations with the government for higher
curbs, asthe CAD worsened. A strength-
ening of the US$ resulted in lower gold

from India. In November 2014, India
scraped import restrictions, partly on

i account of the futility in curbing smug-
i gling, and partly on account of the
easing of CAD pressure due to falling
450tons, shotup 26%in September2014,
i prices of gold kept speculators off,
Eopening the door for buyers. On a
i corresponding year basis, imports in
i November 2014 saw a seven-fold jump
i over November 2013. The scrapping of
i import restrictions adversely impacted

crude oil import bills. Furthermore, falling

those who had built excess inventories,

Figure 2: Exports from Switzerland. Source: Business Line Research
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Figure 3: Quarterly Imports into India. Source: Business Standard, GFMS Thomson

Reutersand WGC
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value against the potentially depreciat-

: ing Turkish Lira, and also hedges against
{inflation. The Reserve Bank of India (RBI)

tis the 11th largest gold holder among

Figure 3 below depicts the quarterly net
imports, available for domestic con-
sumption from June 2012 to September
2014. Here too, a dramatic rise can be
seen around June 2013, and one can
understand the exacerbating influence
on the CAD. There was some cooling off :
inSeptember2014.

The government has had a difficult
balancing act to perform between
curbs, smuggling, CAD and low levels of :
recycling.

Global Factors

i central banks all over the world. The top
i centralbankersin thisrespect are Russia,
i China, Kazakhstan and Azerbaijan.
i Russia declined reports that it was due to
i sell part of its gold reserves to protect its
i currency.

A strong US$ and economic growth
i coupled with tapering possibilities in
i quantitative easing, drove investors
i away from gold during late 2014. The
i world's biggest gold ETF, viz. SPDR,
i booked profits in late August 2014. The
i rallies in equities led to a fall in gold ETFs.

{ As a consequence, Deutsche Bank

The 44 observations under this head are
summarized below.

exited the precious metals business, with
i Credit Suisse, Barclays and JP Morgan

i Chase to follow suit. Switzerland voted

The Turkish cenfral bank permits its
commercial banks to hold a part of their
reserves in gold. This serves as a sfore

against enhanced gold reserves by its
;bonks, thereby lowering global gold
i prices.
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Peru, the éth largest gold producer in
the world, invited export enquiries from
India, which is the world's largest
importer. Peru also invited Indian
companies o explore mining opportu-
nities in Peru. China, the world's second
largest importer, planned to launch the
Shanghai Gold Exchange in September
2014, to provide an alternative platform
fo London and New York, for sefting
benchmark prices. Enhanced eco-
nomic prosperity drives savers towards
gold, inthe face of few alternatives.

According to MMTC, there is huge
potential for India to be a global gold
refining center. It has established a 100
ton per annum center in India, just a
fraction of the 900 tons of annualimport
by India.

Smuggling

There are 27 observations, summarized
below.

According to the RBI-appointed K. U. B.

Rao Committee, unfavorable policies
have driven gold underground. As per
: One suggestion to reduce smuggling is
E’fo invite gold deposits form Non-
i Resident Indians (NRIs) and service the
150 tons, same in rupees, at an attractive rate of
against WGC's estimate of 200 tons. Eln’reres’r.
Gold smuggling was expected to rise éMining
50%in 2014, as per WGC to 200 tons. This
s based on exporfs out of Dubai EThe]Oobservoﬂons under this classifica-

heading to India, but under-reported in ! tion are summarized below.

official Indian channels. Export data to :

{ Mining output at Hutti, Uti and Hira-
: buddini- all in Karnataka State, have
i stagnated at 2.8 tons p.a. A proposal for
: the revival of state-owned Bharat Gold
i Mines limited (BGML) has been exam-
: ined by Ministry of Finance. Around 40

the WGC, 28% of gold imports into India
in 2014 were through smuggling.
ASSOCHAM estimated the extent of
smuggling in 2014 to be

India reported by Swiss Customs were
valued at Swiss Franc 2.2 billion, raising
suspicions of smuggling, round tripping
and black money. Imports fo India
accounted for 27.7% of total Swiss gold
exports.

Volume 41, No. I, April 2015

i As per the Central Board of Excise and
i Customs,
Journal, in year ended September 2014,
i there had been a 7-fold increase in
i smuggling. Gold
E’rhrough fictitious exports, in order fo
i enhance the import quota of gold
i bullion. Air Intelligence Unit of Customs
i reported 605 kg of gold smuggling
i compared to 70 kg last year. Festive
demand and import levy are cited as
i reasons for the persistence of smuggling.
i 12 cases of high-value smuggling were
reported in October 2014 by Mumbai
i Customs alone, and the frend continues
i wellinto January 2015. Passengers have,
: thus far, favoredthe Middle East, Nigeria,
i Malaysia and Thailand as the point of
i embarking.

Reuters and Wall Street

is also smuggled

i Koduvally, near Kozhikode in Kerala, is a
i haven for gold smugglers to sell their
: wares. It is a county of 50,000 persons,
: 2500 families are goldsmiths, 250 in the
gold business. Kalyan and Joy Alukkas
i have also set foot here. Rising import
i duties are the stimulus. 600 meters have

100 shops, along NH212.



mines have been prospected. Annual
yields from mines are barely 4,500 to
5,000 tons and more of prospecting
needs to be done. Import substitution is
required to compete against Dubai,
Switzerland and Australia. 40% con-
sumption could be through recycling.
The Government of India is reviewing a
gold mining proposal at Ganajur, by
Deccan Gold, 2000 ton-per-day (tpd)
ore processing plant. This is one of the 8
mines identified by the Ministry of
Commerce. Peru, the 6th largest gold
producer, has invited Indian companies
to explore mining opportunitiesin Peru.

Enhanced operational costs of old
mines and low levels of recycling are
likely to keep gold prices high, despite
high imports. When gold prices fall, or
are perceived to fall, miners need
hedging fools through derivatives such
as put optfions or futures markets to

recyclable gold, fogether with mining
output will be plusses for the gold
refiningindustry.

Thus, the Data have spoken for them-
selves.

The analysis and discussion in the
foregoing paragraphs provides 15
distinct strands of thought. Of these, 11
pertain to Design of schemes, whereas
the other 4 strands of though pertain to
CAD, Global factors, Smuggling and
Mining. The 11 strands of thought, under
Design of schemes, cover the enfire
gamut of: motives for jewelry purchase,
manner of purchase of jewelry, surro-
gates for gold in the form of ETFs and
equity shares of jewelry and gold mining
companies, and loans against gold
jewelry. From an institutional perspec-
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i five, the roles of banks and temple trusts
i are also analyzed and discussed. The
i other 4 strands of thought covering the
i impact of gold imports on the CAD,
i Global factors pertaining to gold,
ESmuggling and its causes and conse-
i quences and prospects for gold mining
i are also discussed under the umbrella of
: this study. These 15 strands of thought
i come from 6 types of entities, based on
inputs from 91 practitioners and policy-
i makers. Hence, the output from the
i analyses could serve as aset of inputs for
i various stakeholders under a compre-
i hensive, coherent framework with an
i empirical basis. All the analysis, findings
and discussions are based purely on the
i data, which the researchers have duly
i collated. This study eschews the oft-
practiced approach of measuring the
{impact of various variables on gold
i prices, ostensibly carried out for provid-
: ing a basis for frading strategies.

protect their prices. The availability of

: Summary, Conclusions and Recommen-
: dations

The view that gold is purely an item of
i consumption needs to be seriously
revisited, in the light of its re-emergence
i as an asset class and its fungibility with
i respect to cash. This is not surprising, since
gold has played the role of currency for
i considerable periods
i history. The western (Occidental) view
: that gold is a barbaric relic is limited to
i the context of the lack of monetary
 flexibility under the gold standard. In the
i post 2008 era, fiat money issued by most
i of the economies in the developed
: countries have led to the reconsideration
i of gold as a safe haven asset, and not an
i item of consumption. In the economies
of the developing countries, gold and its
i various forms have always been seen as

in economic
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a safe haven assetf, as well as the first
step in financial inclusion, owing to its
pledge and resale value. The adorn-
ment aspect is an additional benefit,
hence it is not to be as an item of pure
consumption.

Recognizing the useful and undeniable
role of gold in a developing economy
such as India, inputs towards a coherent
and comprehensive national gold

i policy need to be based on a broad
i spectrum of opinions from across all
i types of stakeholders. This study pro-
ivided an opportunity towards the
! identification of key elements towards
such a policy formulation.

iThe 15 broad strands of thought,
i together with their corresponding roles
iin policy-formulation are summarized
‘ below in afactual, unbiased form.

SNo | Aspect Recommendation from the Discussions
1 Motive forhouseholds 77% bought gold as a safe investment, 53%
purchasing jewelry primarily as an adornment and 50% for both.
TN and Kerala are the largest markets,
followed by Marwaris in North India. South
India accounts for 40% of Indian demand
2 Jewelry storesas a Sales promotions through systematic savings
business model &purchase plans. An organized sectoris
emerging:large, listed companies, with
institutional and private equity players, coexist
with the ubiquitous small stores and a growing
number of online stores
3 Goldjewelryloan Serve the last-mile lending function,
companies performing the financialinclusion function,
especially to the unbanked orunderbanked
4 Investors and speculators | There is a major definitional error prevailingin
this field. Paradoxically, buyers of coins, bars
and ETFs who expect to gain from price
changes are called investors, whereas those
buyingjewelry over along time period asa
safe haven are called speculators
5 Nafional Accounting Under UNSNA, gold purchases are not treated
Systems as consumption; but IMFmanual BPMO6, puts
goldjewelry under merchandised imports
6 Government policy Jewelry manufacture isan employerand
on manufacturing exporter, included under the Make-in-India
campaign
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Aspect

Recommendation from the Discussions

Gold Deposit Schemes

Did notsucceed due fto low interestrates and
high level of minimum deposits. Needs
redesigning. A survey across 7,500 persons
across 24 citiesin 10 states India and found
that 65% of people are interested in gold
deposit schemes. Non Resident Indians could
also make deposits in gold, for interest in
rupees

Scrap goldrefining
andrecycling

MMTC has enteredinto a collaboration with
PAMP of Switzerland and the GJF members to
tap scrap gold forrecycling. Banks can also
use their branch network to mobilize scrap
gold, toreduce import dependence

CentralBank and
Commercial Bank
Reserves

Countries like Turkey have permitted banks to
maintain a part of theirreservesin the form of
gold.Indianeeds a Gold Deposit Schemes, a
Gold Bank and a Gold Policy, which are better
policy mechanisms, in place of curbing
imports.

Religious/Temple Trusts

TTD has 1,700 tons, with collections getting
enhanced on a monthly basis. The trust
authorities have entered info an arrangement
with SBlwherein the gold is melted info bars for
onwardlending under a gold deposit scheme,
to earninterest on gold that would otherwise
beidle, and augmentsits finances.

Financialization

Some buy gold ETFs as a diversifier. Asan
investment, gold does not give greatreturns. It
isahedge. Investors divest from gold when an
economy recovers. Edelweiss designed a PMS
product for HNIs, using quant-based frend
analysis fo buy and sell paper gold

Current Account
Deficit (CAD)

Goldimports of account forroughly 1/3rd the
value of crude oilimports. Easing oil prices
reduced India’'s crude import bill, paving the
way for arise in gold imports
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SNo| Aspect Recommendation from the Discussions

13 Global factors RBlis the 11thlargest gold holder among
centralbanks all over the world. The top
centralbankersin thisrespect are Russia,
China, Kazakhstan and Azerbaijan. Indiais the
world's largestimporter, followed by China.
Indiaimports alarge quantity of refined gold
from Switzerland, accounts for 27% of Swiss

exports

14 Smuggling Thisis an outcome of price arbitrage. 28% of
imports constitute smuggled gold. Import
restrictions make smuggling more attractive.

Smugglingincreased 7-foldin 2014 over2013

15 Mining The Government of Indiaisreviewing a gold
mining proposal at Ganajur, by Deccan Gold.
Thisis one of 8 minesidentified by the Ministry of
Commerce. Peru, the éthlargest gold
producer, hasinvited Indian companies to

explore mining opportunitiesin Peru

Some immediate action points emerg- | 2. Likewise, gold jewelry loan compa-
ing for consideration by policy-makers nies that perform a useful financial
include: : inclusion function may be waived off
from the stipulation of setting aside a

1. A relook info the new Companies part of ftheir profits towards a

Act 2013, particularly sections 73
and 76 pertaining to restrictions on
companies (including gold jewelry
store companies), is called for. Gold
jewelry stores that are incorporated
as companies,may consider
allowing the acceptance of |
deposits representing advances
towards purchases. RBI and SEBI
may be consulted for their views. Use
of debit cards and cheques for
purchase of gold could be encour-
aged, as also hallmarking of
individual pieces of jewelry and
quotation of income tax account i
numbers for large transactions, to :

create audit trails.
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Debenture Redemption Reserve, as
it will otherwise lock-in precious
working capital. The reserve require-
ments may not be necessitated on
account of liquid collateral in the
form of gold jewelry. RBI and SEBI
may be consulted for their views.

3. The national accounting system may

be amended to harmonize the
differential treatment of gold
imports. Instead of incorporating the
IMF method that tfreafs gold as
consumption, India could follow the
UN System, which treats gold
purchases as capital formation
(Investment). Likewise, the CAD



calculations may also be adjusted
after excluding gold imports, since
they constitute capital formation. i
This will fine-fune policy-making to
focus on other imports such as :
fertilizer chemicals, edible oil, pulses

and electronic gadgets.

. RBI may consider permitting banks
to hold a part of their reserves in the
form of gold, rather than all-cash.
The example of Turkey may be
followed. The RBI could also strategi-
cally augment gold purchases at
every dip, as foreign currencies held
asreserves could sufferdebasement
without warning.

. A national-level gold bank could
provide pre-verified gold deposit
certificates, which could form the
basis for loans and collateral. Gold
deposit schemes could also be
redesigned, with a separate
scheme for Non Resident Indians.
Religious/temple frusts could also be
encouraged to participate in
greater numbers under gold deposit
schemes.

. India can set up refining centers for
freatment of imported gold ore and
domestic scrap or recycled gold.
There will be savings in import duties
as well as revenues from exports of
refined gold.

. Manufacturing industry status for the
gold jewelry sector could be
considered, since it is a large
employer and exporter. The Make-
in-India image could also be
burnished by setting up jewelry
tourist circuits as is the case in

ESEARCH BULLETIN

Thailand, Netherlands etc.

8. Indian companies could be encour-
aged fo take equity stakes in gold
mining companies in Peru and other
countries. Besides, mining activity in
India could also be given afillip.

i Past policies in India have driven gold
i underground. A realization has dawned
Eupon policy-makers to channelize the
idemand for gold, get the sector
i organized and streamline manufactur-
ting, saving and investment activity to
i bring it to the mainstream. The Occiden-
! tal perception of gold as a consumption
t or hoard is countered by the Oriental
i perception of gold as the ultimate safe-
i haven asset. The Occidental perception
i has run its course, as gold is far more
i preferable to paper currency especially
i when interest rates in both cases tend
i fowards zero. The development of the
i financial sector such as gold
i companies and the financialization of
i gold in the form of ETFs and shares in
! listed gold jewelry companies and gold
i mining companies complement the
i repertoire ofinvestment opportunities.

loan

The most important takeaway from this
i study is the misconceived notion that
buyers of coins, bars and ETFs are
i investors, whereas they are speculators
i who follow prices. Conversely, long-term
buyer-accumulators of gold jewelry
i (with an opportunity to pledge the same
i for loans, in emergencies) are wrongly
i fermed as consumers. An understanding
i of this reality will pave the way for a
i coherent and comprehensive national
gold policy for India. Other developing
i economies may also stand to gain by
: emulating such apolicy.
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AnnexureB:

Brief Statistical Outline of Secondary Data on Gold

Table 1: Supply and Demand for Gold in India

Source: WGC, ICRA

Supply 2011 2012 2013 | 2014E | 2015E
Imports 969 860 825 740 850
Recycled 57 17 101 75 70
Others 11 10 8 10 10
Total 1037 987 934 825 930
Demand

Jewellery 616 552 613 635 680
Bar 368 312 362 190 170
Total 984 864 975 825 850
Supply Gap -53 -123 4] 0 -80
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Table 2: Trends in Gold Holdings through ETFs

AMFI and SEBI: ETF flows Note: 10 million = 1 Crore
Net out Folios Sales
Month |Out Rs Cr Nos. Rs Cr
2013| Sep 294 539231 1
Oct 288 531782 7
Nov 131 527881 14
Dec 157 523957 1
2014] Jan 165 516667 1
Feb 178 508578 0
Mar 149 502613 13
Apr 146 500518 14
May 341 494355
Jun 227 490462 1
Jul 105 485394 1
Aug 112 480001 5

Table 3: Private Equity Firms Invested in Indian Equities VC Circle

PE deals in Jewellery Stores

Date Investee Investor
24-Jan-12 Gitanjali Brand Cap
27-Jun-14 Shree Gan| Progruss
28-Aug-14 Kalyan Warburg
9-Oct-14 Senco SAIF Partners

22 Jan 15 Caratlane | tiger Global
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Table 4: Performance of Jewelry Stocks of Listed Indian Companies

Jewellery Stocks 1.12.14

ETIG Database

Company Mcap Cr CMP | % Chglyr | % Chg1dy
1| Sh Ganesh 200.63 27.9 -5.1 20
2 | Gitanjali 589.7 60.1 10.28 19.96
3| TBZ 1194.6 179.1 36.61 19.28
4 | Titan 34593.13 389.65 70.67 5.3
5| Thangamy 261.57 190.65 19.23 4.78
6| C Mahend 98.43 16.25 -92 4.64
7| Tara C 229.83 93.35 5.54 3.84
8 | Rajesh 5107.21 172.95 86.87 3.38
9| PC 4442.58 248.05 176.53 2.78
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Good Havens! Tax-Arbitrage and the Indian

Experience

Abstract:

Tax havens are an outcome of high
tax rates in the 1970s. India has
joined the concerted international
movement in clamping down
freaty abuse, in an effort to collect
its rightful share of taxes. The sunset
clause for tax exemptions for various
businesses is approaching, pushing
more firms towards profit-shifting
fowards havens. For tax authorities,
data is no longer the problem.
Banking secrecy laws are getting
diluted due fto intfernational
pressure, and the flow of data
through bilateral information
exchange agreementsis on therise.
At the policy level, there is a case for
(a) removal of a plethora of
deductions and exemptions (b)
reducing effective rates of taxes to
render fax arbifrage irrelevant and
(c) easing of procedures fo move
into the next trajectory of tax
administration. There is also a case
for strengthening the databases of
the tax authorities across countries.

Key Words:

Tax Havens, Tax Arbitrage, Profit
Shifting.

Sunder Ram Korivi

Motivation

i A developing country like India faces
i challenges in bridging
i deficits,
i business downturn and
i collections.
i domestic tax rates have forced a flight
of income to destinations outside India.
i In subsequent years, the mobility of
i funds from one country to another has
i been enabled by electronic transfers of
i money. Secrecy laws in various fax
i havens have led fo layering of owner-
i ship structures of offshore financial
i entities, and possible re-entry through
: capital market transactions in round-
fripping arrangements. Of late, informa-
i tion on Indian bank account holders has
i come under the possession of Indian tax
i authorities through bilateral arrange-
i ments. In addition, organizations such as
the International Consortium of Investi-
i gative Journdlists (ICIJ) have shed fresh
! light on such complex and sophisticated
i webs of financial transactions. The
i objective of this paper is fo consolidate
i information from diverse sources and
present such dynamic, unstructured
i information in a structured manner. The
i desired outcome is to suggest action
: points for the Indian tax authorities. This
i paper and its suggestions may be
: equally relevant for tax authorities in
i other developing and developed
: countries.

its budget
particularly in the light of
lower tax
For over 50 vyears, high
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Organization of Contents

The Background secfion and the
International Perspective are around
the common thread of tax-mobilization
efforts in line with the US FATCA-type
laws. Since India and its regulators are
members of international organizations,
the approach is in concert with OECD,
G8 and other multilateral bodies. This is
followed by a description of the Data
and Methodology. In subsequent
sections, Information from ICIJ, Other
Sources and the Response from Indian
Authorities are discussed. The paper
ends with a Summary and Conclusion,
which highlights key action points.

Background

In nature, winds move from high-
pressure to low-pressure areas. Likewise,
in the world of finance, movement of
infernationalinvestmentis driven by two
forces: interest rates and taxes. Tax
planning and avoidance are all about
organizing business affairs fo legiti-
mately mitigate tax impact. In recent
fimes, tax authorities have begun to
frown upon 'tax avoidance'. A new line
of thinking, i.e. 'tax minimization' is a

serious attempt to demarcate between
ethical and unethical tax avoidance
i Data and Methodology

countries at bringing taxes to book

i Data has been obtained from various
i sources: World Bank, ICIJ. Qualitative
Edofo have been put together using
i news analysis which keeps the subject
i matter contemporary. IClJ datais a pre-
processed, filtered set. This paper
i presents data in tabulated form, for a
i logical
i leading to actionable points for the tax
i authorities.

practices. Efforts by G-8 and other

come in the face of increasing difficulty
in addressing fiscal deficits. With
declining output in the manufacturing
and services sectors, the financial sector
comes under the microscope of the tax-
collector, particularly under the Dodd-
Frank reform environment. India and
several other countries are influenced
by OECD and other organizations to join
the international movement for plug-
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i ging tax loopholes. The effective tax
i rates for individuals and corporations in
i India are a moderate 25% or there-
i abouts, in line with many developed
i countries. However, India has legacy
problems since high tax rates (some say
(it was over 100% between 1970 and
£1980, as Income Tax was 97% and
: Wealth Tax was 4%) and capital controls
i resulted in a flight of money to Switzer-
§Iond and other countries. Though tfax
i rates have moderated, round-tripping
i of income escaping the tax net add to
the allure and popularity of tax havens
ifo a cerfain class of investors. Indians
i accounted for one of the largest groups
i holding bank accounts under the
i shroud of Swiss banking secrecy. India is
i an emerging 'BRIC' country, with US $ 1
: frilion-plus GDP growing at around 5%
i p.a., and a stock exchange (National
i Stock Exchange = NSE) that clocks the
. highest trade volume in the world. These
i factors highlight the investment interest
: that India generates, from domestic and
i overseasinvestors, on the primary as well
i as secondary markefs.
perspective, there arise investment-
i related incomes that are taxable, unless
i there are slices that escape the Indian
i tax net due to various

From the tax

instruments,
devices orjurisdictional aspects.

build-up of the discussion,



International Perspectives: Contours of
Tax Mobilization Efforts

USA has put in place the Foreign :
Account Tax Compliance Act (FATCA), i
which extends the arms of US fax :
authorities across countries. In USA, US $
385 billion is out of the tax net. USA is
pursuing the matter with Swiss banking
authorities. Swiss authorities have shown
a tendency to break away from the
past practice of protecting bank
secrecy. Similarly, Germany and France
are leading thoughts in the EU for i
plugging tax leaks arising from flight of
income to tax havens. Growing aware-
ness due to pressure groups such as
Citizens for Tax Justice (CTJ) and the
International Consortium of Investiga-
five Journalists (IClJ) has enabled the :

public and governments with powerful
sets of data. An Indian information
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Table 1: Country-wise % of untaxed GDP

Country % of GDP untaxed
Switzerland 8.5
USA 8.6
UK 12.5
Germany 16.0
Korea 26.8
Italy 27.0
Greece 27.5
Mexico 30.0

(Source: World Bank, 1999-2007, repro-
i duced fromTime, April 15,2013)

technology company, Tech Mahindra,

together with a US company, Dion
Global, have recently launched FATCA
TRAC for Australia and NZ. Similar such
aggregatfing and analytical fools will
empower governments in other
countries to pursue tax offenders.

Table 1 below depicts 8 counfries in
various stages of development. As can
be observed, lower the level of devel-
opment, lower, higher the percentage
of GDP remaining untaxed. It may be
presumed that India, being severely
under-banked, with a thriving cash-
based economy, a taxed population of
under 10%, and legacy of high taxrates
and capital controls since 1970, may
reasonably be assumed to have a
higher percentage of its GDP untaxed.

: In later developments, fresh data and
i analysis have come from ICIJ. The
i consortium has several leading news
publications as its members. A statistical
i outline of ICIJ and its work is fabulated
i below.

: Thus, the data and information available
 with ICIJ is extensive as well as intensive.
It is impressively well-organized, with
i country wise, entity-wise, ownership-
iwise and Indian city-wise data in
: tabulated form. A click on any item of
i any table provides links to other entities,
i owners, countries and cities. Mathemati-
i cally, it may be stated that graph plots
i are used depict various entities and
persons. Inter-connected nodes explain
i the extent of collusion between parties
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Table 2: Data and Analysis by ICl1J

Particulars Dimensions
Number of files 2.5 million
Number of journalists contributing 86

Countries from which journalists work | 49

Nature of data

Names of companies, key shareholders,
bank accounts, emails and
correspondence

Nature of information

High-tech data crunching, filtering emails
and accountledgers

Number of emails 2 million
Data period 30vyears
Number of companies covered 120,000
Number of individuals covered 130,000
Countries covered 170
and entities. It can be observed from : taken cognizance of the ICIJ data. FSB

the ICIJ graphs that the arrangements
are elaborate, sophisticated, meticu-
lously planned and executed. Notably,
the majority of offshore entities are
locatedin BVI, the mainlegal consultant
is Portcullis Trust Net and the main bank
used as a router of transactions is UBS.
Interestingly, UBS has recently decided
fo close down its wealth management
businessinIndia.

In subsequent paragraphs of this paper,
India-specific data and analysis are
discussed. Russia is also facing a similar
phenomenon of tax-leakages to

(FSB), an international body for coordi-
nation across country regulators, has
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i hasidentified shadow banking, enabled
: by the tax-immunity and secrecy rules of
i tax havens, as threats to markets and
: regulation. This is on account of devices
isuch as repos and lending against
i collateral, with the pro-cyclical nature of
i such activities inciting volatility. Round-
i fripping is also a distinct possibility.
i Accordingto astudy by an economist at
i McKinsey, $ 32 trillion is the estimated
i amount hidden in offshore accounts.
i According to Boston Consulting Group
i (BCG), the figure is estimated at around
i $ 28 frillion, in 50-60 tax havens around
i the world.

havens. The Financial Stability Board i

i Itis observed that there are tax havensin
developed as well as developing



Table 3: Classification of Tax-havens
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By Geography

By Development

Caribbean and Pacific: British Virgin
Islands (BVI), Cayman Islands, Cook
Islands, Samoa

Developed: Switzerland, Liechtenstein,
Luxembourg, Singapore

Europe: Liechtenstein, Luxembourg,
Switzerland, Cyprus

Others: BVI, Cayman Islands, Cook
Islands, Samoa, Cyprus, Mauritius,
Seychelles

Indian Ocean: Mauritius, Seychelles,

Singapore

countries. Delaware is a known tax-
haven within USA, with several US
corporations being headquartered

the case of other tax havens, some of
which are protectorates of the erstwhile

colonial powers, a benign view is taken
i the following sectors:
: monds, Real Estate, Mining and Textiles.
i These sectors need fo be examined in
i detail on criterion such as governance,
: capital structures, business models and
i also round-tripping of funds. Notably, in
i India, there is now a blurring line of
: distinction between business and
i politics,
: Surprisingly, Ahmedabad and Jaipur,
i despite being state capitals with savvy
i businessmen, do not feature on this list.
Parliament that the number of High Net-

i It may also be noted that in 2012 and
i 2013, Indian tax authorities have been
i reluctant to continue domestic income
i fax concessions for industries in special
ieconomic zones,

of their existence. Two consulting firms
that helped most Indians to set up most
of the offshore financial companies in
BVl and Singapore are: Portcullis
TrustNet (Singapore) and Common-
wealth Trust Limited (BVI).

The Indian Context

On February 28, 2013, Indian Finance
Minister, Mr P Chidambaram, men-
fioned in his Union Budget Speechin the

Worth Individuals (HNIs) declaring an
annualincome above US $ 166,667 was
only 42,800 from a population of 1
billion. The tax-GDP ratio also stands af
around 10%. During the budget speech,

a mention was also made on General
i businesses. This could possibly exacer-
bate efforts of Indian businesses to shift
i profits and capital out of India. Some of
g’rhese practices could border on the

Anti Avoidance Rules (GAAR) and Tax
Residency Certificate (TRC), with
reference fo cross-border investments
originating from tax havens.

: India-specific data fromICIJ, on offshore
i entities in tax-havens are tabulated in
i Table 4.

there. Nevada is another example. In :

i From the (Table 5), it appears, prima
i facie, based on the cities and towns

named, that the main activities are in
Finance, Dia-

across all polifical parties.

export-oriented
businesses and some infrastructure
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Table 4: India-specific Data from ICl1J on Offshore Entities in Tax-havens

Particulars Dimensions

Number of India-linked entities 505

Number of Persons (Indian shareholders) 612, laterreducedto 498
Number of big cities where shareholdersreside 13

Number of othertownswhere shareholdersreside | 11

(Source:ICl)
The location-wise break-up of the 498 individualsis tabulated below.

Table 5: Location-wise Break-up of Shareholders in Tax-haven based entities

S.No. | City/Town Numberof | Main Activity/Industry
Individuals

1 Mumbai 184 Finance, Diamonds

2 DelhiNCR 137 Real Estate

3 Kolkata/Calcutta |39 Trading, Manufacturing, IT

4 Bangalore 36 IT

5 Chennai 31 IT, Textiles

6 Hyderabad 14 IT, Real Estate

7 Bellary 7 Mining

8 Surat 5 Diamonds, Textiles

9 Pune 5 IT, Sugar, Real Estate

10 Ludhiana 3 Rubber/Tyres, Hosiery/Textiles

11 Rajkot 2 Pumps, Engineering

12 Madurai 2 Textiles

13 Vadodara/Barodal1 Engineering
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S.No. | City/Town Numberof | Main Activity/Industry
Individuals

14 Bhopal 1

15 Navsari 1 Diamonds, Textiles
16 Ajmer 1

17 Mayurbhanj 1 Mining

18 Nizamabad 1

19 Muzzaffarpur 1

20 Singbhum 1 Mining

21 Others 25

Total 498

(Source: ICU)
illegal, hence the enhanced allure of Hong Kong

taxhavens.

Continuing with data from IClJ, the
favourite destinations for Indian money,
inrespect of the 498 individuals from 22-
plus cities and towns are presented
below. Surprisingly, Mauritius does not
feature on this particular list (Table 6,
below). Perhaps, the tax planners are
conscious of the Indian tax authorities'

spotlight on Mauritius.

Table é: Offshore Leaks Database

Havens

B.V.lIslands

Caymanlslands

CooklIslands

Malaysia (Labuan)

Samoa

Seychelles

Singapore

Switzerland

UAE

(Source: IClJ)

i If we consider Mauritius to serve as an
{ aggregator and vehicle for routing
: 'official' investment into India, the 10
i centres named in Table 6, above,
probably serve as vehicles for receiving
i fax-evaded funds from India.
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Table 7: Matrix Connecting Cities/Towns
toTaxHavens

Haven Cities/Towns

BVI Bellary, Singbhum
Mayurbhanj, Mumbai
(Dharavi)

Malaysia | Nizamabad, Ludhiana

(Labuan)

(Source:IClJ)

Bellary has become infamous on
account of the Indian Supreme Court's
ban on itsillegal mining export activities.
Singbhum and Mayurbhanj are also in
India's eastern mining belt. From the two
illustrationsin Table 7, above, itis evident
that towns associated with Mining are
linked to BVI. Likewise, two individuals
are associated with Labuan (Malaysia).
The link seems to be the rubber/hosiery
industry. Notably, one of the names
from Mumbai is fraced to Dharavi, a
slum area (of Hollywood film 'Slumdog

Dharavi to an entity to in BVI in an
extremely complex web of transfers.
Dharavi has a thriving leather and
garment business and some residents
are luxury car owners. From an investi-
gative perspective, it may be worth
exploring networks and links leading to
smaller towns. A bigger and more
elaborate matrix can be built by
infelligence teams from the Income Tax
department based on such leads and
collating more information from
individual tax returns. This could be
modelled along the lines asICIJ.

Other Information:

Indian tax authorities have received

Volume 41, No. I, April 2015

i information directly from Switzerland,
{ France and Germany, among others.
i According to Swiss bankers, in 2004,
i Indians were among the largest number
i of secret account holders. As laws in
: Switzerland and other western countries
i foughen, funds are now moving towards
i Singapore and Dubai
i authorities have initiated and deep-
i ened the dialogue on tax information
exchange requests. However, the Swiss
: will not provide details on information
i acquiredillegally. France provided India
i with data on accounts with HSBC Bank,
i Geneva,
i through which such information was
i obtained. Germany has been at the
i forefront of fighting fax evasion acided by
i banking secrecy laws. The German
i Finance Ministry has sought the assis-
i tance of the mediain obtaining informa-
i tion on tax evaders, after revelations of
i offshore tax structures.
i received names of individuals from 1,400
bank account details purchased by
i Germany, in 2011, of bank account
i holdersin LGTBank, Liechtenstein.
Millionaire' fame). The link is from

i During the past 3 years (2010 onwards),
i the Government of India (GOI) has
 officially received information on 26
i Compact Disks (CDs). These contain
i specific
: fransactions by Indians with Germany,
i France, US,
Denmark, Czech Republic and Finland.
i According to experts, there is a possibil-
ity of round fripping in the Diamond
i sector, and of funds spilling over to the
i real estate sector. Indians engaged in
i diamond frade travel to Belgium, which
 is proximate to Switzerland, Luxembourg
i and Liechtenstein. As exports in dia-
i mond trade shrink, funds are diverted to
i the real estate sector: speculating in
i land prices and speculating in the prices

(UAE). Swiss

regardless of the means

India has

information on suspicious

Japan, South Korea,



ofrough diamonds.

Whereas the Japanese and German
companies have set up manufacturing
bases in India, investors from Singapore
and Dubai prefer investing in the Indian
financial sector. During the Cyprus crisis
at the beginning of 2013, remittances
from India to Cyprus-based funds came
to a halt, due to fear of safety of the
funds. Investment in the Indian real
estate sector has taken place through
the private equity route, through
Mauritius, Singapore and Cyprus. One
way to make Mauritius irrelevant is to do
away with short-term capital gains tax
or rationalize them to a competitively
low level.

Response of Indian Tax Authorities

The official response from Indian
authorities have come from its Ministry of
Finance, the Enforcement Directorate
of the Income Tax Act, its central banker
- the Reserve Bank of India (RBI) and its
securities market regulator - the Securi-
fies and Exchange Board of India (SEBI).

the paragraphs below.

A white-paper on black money by the

ESEARCH BULLETIN

i National Institute of Public Finance and
i Policy (NIPFP) was commissioned by the
: Ministry of Finance, and tabled before
i the Indian Parliament in late-2012. For
i collecting and collating black-money
i stashed outside India, the coordinating
i division in GOI's Ministry of Finance is the
{ Foreign Tax and Tax Research division (FT
: & TR). The Central Board of Direct Taxes
i (CBDT) has asked its officers to delve
Edeep info information on cross-border
i fransactions. However, the Ministry of
i Finance indicated a desire to have
tinternational
i amicably, as expressed to trainees at the
i Directorate of International Taxation,
i New Delhi. The number of information
i requests by India has gone up from 39 in
: financial year 2010, o 92in 2011 and 396
£in 2012, a 10-fold increase in 3years.

tax disputes settled

i Indian Income Tax officers from its Indian
i Revenue Service (IRS), trained at the
i National Academy of Direct Taxes
i (NADT), Nagpur, India, are likely to be
i posted in 14 countries, starting with USA,
i UK, Cyprus,
i Netherlands and France.

Specific responses are summarized in

i Consider the following two sets of
i countries mentioned below and their
{ commonalities:

Germany, Japan, UAE,

Table 8: Proposed Countries of Posting for Indian Tax Officers

Set A (countries on
which information
received on Indian

accounts) posted)

Set B (countries in
which Indian tax
officers are being

Common List (A N B)

Germany, France, US A, | USA, UK, Cyprus, Germany, France,
Japan, South Koreaq, Germany, Japan, UAE, | USA, Japan  (Total 4
Denmark, Czech Netherlands and countries)
Republic and Finland. | France (Total 8
(Total 8 countries) countries). Another 6

countries proposed to

be covered)
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Specified postings cover only 4 out of 8
counftries on which specific information
has been received. It is hoped that the
additional 6 proposed cover Set A

important to cover the 10 tax-havens
stated in Table 7, or else the Indian tax
mobilization efforts seem to be too
Mauritius-centric. There are also
indications that some Indian efforts are
on track, going by Portcullis TrustNet's

records.

India has entered
Avoidance Treaties

with Liechtenstein and Albania, the
number of TIEAs has gone up to 16.

Liechtenstein, fabled for the secrecy in
its banking laws, has initiated reforms in
2009.The 16 TIEAs also include those with
BVI, Bermuda and Cayman Islands.
India has numerous pieces of informa-
fion from several countries on overseas
investment by Indian citizens, which are
now under various stages of processing
and investigation. The Enforcement
Directorate, GOI, hasinitiated proceed-
ings against 17 individuals under the
Income Tax Act and also under the
Foreign Exchange Management Act
(FEMA). The Indian Government had
earlier imposed penalties against 18
individuals, bringing the number of
issued penalty cases to 35. Singapore,

Volume 41, No. I, April 2015

into Double Tax
(DTATs) with 85
countries. It had also entered info Tax
Information Exchange Agreements
(TIEAS) with 14 countries until March 31,
2013. By signing agreements recently
i Nearly 40% of Direct Foreign Investment
: and 42% of Foreign Institutional Invest-
iment (Fll)
i Mauritius. 60% of Fll exposure to India is
: through Participatory Notes (P-Notes).
i The Governor of the Reserve Bank of
i India (RBI) has flagged off warnings on
Eround—’rripping of funds between India
i and Mauritius. The popularity of P-Notes
Eos a means of investing in the Indian
i capital markets is also worrisome, due
i the possibility of round fripping. On
i January 14, 2013, soothing statements
i by GOlonthe deferment of General Anti
i Avoidance Rules (GAAR) and exclusion
i of P-Notes from scrutiny took the
i Bombay Stock Exchange Sensitive Index
! (Sensex) up by 242.77 points (1.23%) to
£19,906.41
i Exchange Fifty (Nifty) up 72.75 points

i the heart of Asia's banking and offshore
{ industry will make laundering of profits
i from tax evasion a crime under a law
i taking effect from July 1,2013.

countries more specifically. It is equally

i The Finance Act 2012 made it mando-
i tory for Indian tax residents, irrespective
i of nationality, to report assets outside
: Indiain the taxreturn. Taxresidents, even
i with minimal or no foreign source
income, willhave toreport on:-
allegations that Indian authorities are
basing their actions on stolen informa- :
tion. This could be an outcome of alast-
ditch effort by Portcullis and TrustNet (of
BVI) to stave off investigation. Courts in
some countries do not take cognizance
of evidence based on stolen account

e Foreignbank accounts

e Financialinterestin any entity

Immovable property

Other assets in the nature of invest-
ments

e Other accounts of which the resident
is asignatory

e Trusts created under foreign laws

info India come through

and the National Stock



(1.22%) to 6,024.05 points. Noticeably
around end-February and beginning-
March in 2013, the Indian stock markets
exhibited panic-induced volafility on
news that the Indian tax authorities are
likely to bring the Tax Residency Certifi-
cate (TRC) from Mauritius into question.
With FlIs constituting the largest investor
group, the Sensex fell 290.87 points
(1.52%) to 18,861.54 and the Nifty fell

on Union Budget announcement day
on Feb.28, 2013, on the contentious TRC
matter. The panic subsided only upon
reassuring words from the government.

The Securities and Exchange Board of
India (SEBI) has indicated that the Anti
Money Laundering guidelines are being
revamped. The existing guidelines,
called the Anti Money Laundering and
Combating Financing of Terrorism
(AML/CFT) standards were last
revamped in 2010 by the Financial
Action Task Force (FATF). SEBI is a
member of the International Organiza-
fion of Securities Commissioners
(I0SCO) as well as the FSB and India is
one of the signatories of FATF which has
around 34 nations as its signatories.

Summary and Conclusions

Tax havens are an outcome of high tax
rates in the 1970s. India has joined the
concerted international movement in
clamping down freaty abuse, in an
effort to collect its rightful share of taxes.
Defenders of tax havens aftempt fo
classify them as bad and good havens.
The bad havens are those that receive
income from illegitimate activities for
custody and probably laundering, for
individuals and unincorporated entities;
the good havens are those that act as

i aggregators to pool
investment into incorporated entities.
 Efforts of the Indian taxmen in examining
i fransactions from Mauritius are in the
i direction of investment flowing through
incorporated entities, with a possibility of
i round tripping. There remains a larger
i issue of examining funds flowing through
i unincorporated entities, from illegal
i activities, across 10 tax havens other
103.80 points (1.78%) to end at 5,693.00 :
i investigations need fo cover smaller
i cities and towns, including unincorpo-
i rated entities and small businesses. The
i suspect industries are diamond jewel-
! lery, real estate, textiles and finance. The
i sunset clause for tax exemptions for
i various businesses is approaching,
i pushing more firms towards profit-shifting
i towards havens. For tax authorities, data
{is no longer the problem. Banking
i secrecy laws are getting diluted due to
{ infernational pressure, and the flow of
i data through bilateral information
exchange agreements is on the rise. In
i parallel, data and information, right
i down fo the addresses of key personnel
tin offshore finance companies, are
i available through alternate channels
isuch as ICI.
FATF are tacit recognition of the quality
i of data and information flowing from
(ICI.
right track in broad-basing their efforts
i away from Mauritius, and posting tax
officers in other countries. At the policy
i level, there is a case for (a) removal of a
i plethora of deductions and exemptions
(b) reducing effective rates of taxes to
i render tax arbitrage irrelevant and (c)
i easing of procedures to move into the
i next frajectory of tax administration.
i There is also a case for strengthening the
i databases of the tax authorities across
: countries.
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international

than Mauritius. Also, within Indig,

Action plans of FSB and

Indian tax authorities are on the
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Market Response to Share Buyback
Announcements in the Bombay Stock Exchange

Abstract:

This paper empirically examines the
impact of Open Market stock
repurchase announcements on
stock prices' growth rates in the
Bombay Stock Exchange covering
the period from July 2008 to Septem-
ber 2012 by using the econometric
models of sub-periodic growth rates
estimatfion - Kinked Exponential
Models. The results show a mixed
impact of share repurchase announ-
cements on stock prices growth
rates. The entire sample is then
divided into sub-samples based on
size of buyback, firm size and type of
industry. The findings reflect that,
mid-cap firms register higher stock
prices' growth rates compared to
large-cap and small-cap firms. The
findings also show that, size of
repurchase is positively associated
with the stock prices' growth rates.
Finally, the stock price response to
share repurchase announcements is
found to be favourable for services
sector firms than that of the non-
services sector firms.

Key Words:

Share Repurchase, Open Market
Repurchase, Kinked Exponential
Models, Share Price growth, Under-
valuation.

Chanchal Chatterjee
Debdas Rakshit

Paromita Dutta

Infroduction

:Share repurchase / buyback' by
i companies was first originated in the US
tin the late 1960s, and assumed wide
i popularity by mid
i buyback practice is very much popular
:in US, Canada and UK. The motives
i behind share buybacks include return-
ing surplus cash to shareholders, increa-
i sing promoters' stake, improving earn-
iings per share, reducing takeover
threats and most importantly, prevent-
i ing undervaluation of shares in the stock
: market. India recognized this corporate
: practice since late 1998. Indian firms can
i repurchase shares under the open
Marketroute orunderTender offerroute.

1980s. The share

: Share buyback is believed to inject
some buoyancy into stock prices as the
i buyback price is set at a level higher
i than the prevailing market price and has
E‘rhus been regarded as an essential
i measure to 'rescue a plunging stock
: market' (Licdo, Ke and Yu, 2005). Several
: US and Canadian market based studies
i document that share
i announcements reflect positive infor-
i mation to the market. Dann (1981),

repurchase

" Share repurchase and Share buyback are same. We will
: use these two terms interchangeably in the paper.
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Vermaelen (1981), Netter and Mitchell
(1989) and lkenberry et al. (1995, 2000)
find significant positive market reaction

ments. Since ifs inception in 1998 in

nascent stage in India and has
remained under researched However,
inthe recent past, anincreasing tfrend of
share repurchase by Indian firms is
evident. At this backdrop, this paper
makes an attempt to empirically
examine whether share repurchase
announcements under open market
route have any material impact on
stock prices' growth rates. The results
show that positive influence of share
repurchase announcementis evidentin
some cases but thisis not common to all
repurchase announcements as theore-
tically postulated.

several subsamples based on firm size,
industrial sector and size of repurchase
announcement. The results show that
the average growth rate of stock prices
of small buyback size firms is reduced
after repurchase announcement
whereas, this growth rate is increased
for big buyback size firms. It is also
noficed that medium cap firms have
received more positive stock response
following a stock repurchase
announcement than large-cap firms
while, small cap firms are unable to
receive any positive stock price growth
following repurchase announcements.
Finally, the stock price response to share
repurchase announcement is found to
be favourable for services sector firms
unlike the non-services sector firms.

The remainder of the paper is designed
as follows. The review of literatures is
presented in Section Il. Section |l
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i describes database and methodology.
i Section IV presents the empirical results
i and finally Section V concludes.

fo the stock repurchases announce-

! Literatures Review

India, this corporate practice is sfill in a

i Most of the studies covering severadl
aspects of repurchase have been
i conducted in the developed econo-
i mies like US, Canada, UK etc. Various
i studies have examined the underlying
i motives behind repurchase announce-
iment and most common motives
: identified are returning surplus cash to
i shareholders, capital structure redesign,
anti-takeover mechanism and the
i application of preferential tax rates
i ((Licdo, Ke and Yu, 2005). Badrinath and
: Varaiya (2000), Western and Siu (2002),
i Financial Executive Internationals (1999)
i etc. also report similar motives behind
: repurchase announcements.

The whole sample is further divided info

: However, in redlity, the principal reason
behind share repurchase is to prevent
i undervaluation of share prices in the
i market. Dann (1981), Vermaelen (1984),
i Netter and Mitchell (1989), Comment
iand Jarrell (1991) find support of the
undervaluation hypothesis and observe
i significant  positive abnormal  returns
i around
i periodin US. Comment and Jarrell (1991)
i document that, during the period of
i announcement, abnormal returns are
: highest for Tender Offers and lowest for
i Open Market buybacks, indicating that
: tender offers are more informative to the
i market. Studies like kenberry et al. (1995,
: 2000) and Balachandran and Troiano
i (2000) also support the of undervalua-
 fion theory.

repurchase announcement

Eberhart and Siddique (2004) find lack of
i consistent evidence of positive stock
refurns following repurchase announce-



ments and document that liquidity :
change is the dominating factor in
i dividend is not changed and a positive
i special dividend is paid and conclude
i that share repurchases do not substitute
i for special dividends.
i Michaely (2000) report that dividend
i forecast errors are negatively associated
: with share buyback activity, implying

explaining announcement period's
abnormal stock returns. Cook, Krigman
and Leach (2004) also support the
liquidity hypothesis. Chatteriee and
Rakshit (2012) observe that, the positive
influence of repurchase on share price is
not prevalentin all the buyback cases as

hypothesized theoretically. An empirical
analysis of share buybacks for the period
i become more negative as the firm
i spend more money on repurchase. This
implies that share repurchases and
i dividends are substitutes.

(1991) ¢

In India, there is lack of in-depth study on
ishare repurchase activity and its
i implications for the corporate and the

from 1998-99 to 2002-03 in India reveals
that the actual buyback price is less than
one half of the maximum price in nearly
50 per cent of the cases analyzed.
(Gupta et al. 2006). Hertzel
document that share buyback
announcements had little or no effect on
the share price of rival firms, the informa-

tion contained in buyback announce-
i have been conducted in developed
i economies, it has remained almost a
fvirgin area in
i expected to fill up at least a part of this
igap by confributing to the existing
i literatures with main focus on the impact
iof Open Market stock repurchase
: announcement on stock prices' growth

mentsis primarily company specific.

The regulatory framework around share
buyback varies across nations and has
significant impact on this corporate
practice. Rau and Vermaelen (2002)
exhibit that the form and intensity of share
repurchase activity in the UK is influenced

by the tax consequences associated with
pension funds. Firms announcing repur-
: Database and Methodology

both in the short- run and in the long-run :

i The present paper covers share repur-
i chases announcements from July 2008
i fo September 2012. For sample selec-
 fion, two criteria were used: first, the firm
i should have been listed in Bombay
i Stock Exchange (BSE) for at least 30
i frading days before the repurchase
i announcement date and second, the
i firm should have all
i required by this study. A total of 54
irepurchase programmes met these
criteria. The analysis period extends from
i -30 fo + 30 frading days relative to the

chase in UK earn smaller excess retumns,

compared to US firms primarily because
of the regulatory provisions in the UK that
made it less likely, that the firms could
disseminate superior information to buy
back shares under the situation of under
valuation of stock prices.

The issue of whether share repurchase
and dividends appear to be substitute
payout methods has been examined by
several researchers. De Angelo, De
Angelo and Skinner (2000) observe that
on an average, firms get significant

ESEARCH BULLETIN

positive abnormal returns around 1per
cent when the practice of regular

Grullon and

that the difference between actual and
expected dividend payments tends o

market at large. While numerous studies

India. This paper is

ratesinthe Bombay Stock Exchange.

relevant data
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buyback announcement date (t=0).

The Kinked Exponential Models

the comparison of the period wise
(dividing the whole period info two sub-
periods) performance of the variable
concerned. To measure sub-period's
growth rates there are several
approaches. One of them used by the

function for each sub-period. As this
method involves estimation of relatively
large number of parameters, if results in
the unnecessary loss of degree of

fit a single frend equation with dummy
equation with dummy variable for two

where D=0 for the first sub-period and
D=1 for the second sub-period. Here the
respective growth rates in the first and
second sub-periodsare b1 and (b,+b,).

But Boyce (1987) showed that the
ment and comparison of sub-period's
growth rates, suffers from 'disconfinuity
bias' which implies that each of the
estimated sub-period's growth rate is

higher or lower than the estimated
growth rate for the whole period. To

paper estimates 'Kinked Exponential
Model' of the following form for measur-
ing sub-period's growthrates:

Volume 41, No. I, April 2015

LnY,=a,+b, {D,1+XD,K} + b,{D,t-XD,K+
; =2 =2

In the stock price growth measurement EDJK?H """ * bi{DiT'EDJK""JrFZiPJK*
exercise of pre and post buyback
period, a subject of concemn is to i *.o + 0, (Dt Doy Kit) # U (6)
measure sub-period's growth rates for

: Where a, and b, values are the parame-
ters, K, values are kinked points and D is
i the dummy variable for the sub-period j,
i such that D=1 for jth sub-period and D=0
for sub-periods other thanj. Herei &j=1,
(2...m.

early scholars is to fit separate growth

 Ifthe originis shifted fo break point (i.e. to
: the kinked point), the simplified form of
i the kinked exponential trend for two
i sub-periods would be as follows:
freedom. An alternative approach is to

LnY,=a+b, (D/1) +b, (D)

variables. The form of exponential trend

) | : Where D=1 forjth sub-period and
sub-periods is Ln Y, = a+b,t+b, (f x D), :

: D=0 for other sub-period (where j=1, 2).
i Here b1 denotes the estimated growth
rate of the first sub-period and b,
denotes the estimated growth rate of
the second sub-period.

above approaches, for the measure-

i Itis also enquired whether the estimated
i growth rates for two sub-periods are
stafistically significant or not. DW (Durbin
: Watson) statistic has been used to test
i the existence of auto correlation
overcome fthis difficulty, as per the problem. F.or fesfing fhe ‘QOOdn?SS o fif
recommendation of Boyce (1987), this of the eshmo’fe.d.’rrend equo’rpn, The
i study uses coefficient of determination
Eodjus’red by the degree of freedom,

popularly symbolized as Adjusted R”.



Here the sub-periods are pre-buyback
(first sub-period) period and post-
buyback (second sub-period) period of
frading days -30 to +30. The trend break
here denotes the share repurchase
announcement date (t=0).

The sub-periods growth rates have been
computed for all the buyback as well as
their matching control companies and
also for the market index
corresponding to the relevant periods. It
will facilitate to undertake a comparo-
five analysis among the growth rates of
the buyback companies, control
companies and obviously, of the market
as well. With regard to the analysis of the
impact of share repurchase on stock
prices, one should adopt a more refined
fechnique for such measurement by
means of isolating the effect of share
repurchase from that of other general
factors influencing stock prices and that
can be done by eliminating the effect
of general market movement. Hence,
the study has selected Sensex as the
marketindicator.

Control Sample Selection

Stock prices are influenced by a variety
of factors like general market trend,

order to isolate the impact of share
repurchase from other factors, the
confrol sample methodology is used.
Corresponding to every buyback
company, a control company (which is
a non-buyback company) is selected.
Next, the kinked exponential growth
rates of the buyback companies,
confrol companies and the Sensex

event window of -30 to + 30 frading days
around the repurchase announcement
date (t=0) are computed and analyzed.

ESEARCH BULLETIN

i This will facilitate analysing whether any
i change in stock price growth rate is
t attributable to share
i announcements. For instance, if negao-
i five or no change in growth rate is
observed for control company and the
i Sensex but a positive growth rate is seen
i for the concermned buyback company, it
i can be taken as the positive impact of
i repurchase on stock prices.

(Sensex) i

i Formation of 'control sample'is a crucial
i task which can be done by adopting
the method of paired sample. Compao-
i nies under the 'control sample' may be
i selected by matching certain charac-
teristics like, the category of industry, size
i of the company in terms of furnover,
imarket capitalization,
: employed,
i undertaken by the company etc. Here
i control firms are selected on the basis of
: furnover in such a way that the selected
i control firm has the closest turnover with
that of the corresponding buyback firm
i and it is also ensured that both of them
belongto the same industry.

repurchase

or capital
nature of the business

Empirical Results

i Analysis of Kinked Exponential growth
i rates

industry specific factors and others. In

i A summary statistics of the selected
EsTock repurchase programmes are
i presented in Table- 1. While analysing
i growth rates of stock prices of the two
Esub—periods, analysis is made case fo
i case for each of the 54 repurchasing
i firms, their matching control firms and
i the Sensex for concemed window
i period (-30, +30) trading days.
(representative of the market) for the

iIt is to be noted from the values of
i Adjusted R? and F statistic that in all cases

Kinked exponential trend gives good-fit.
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Further, the estimated values of Durbin-
Watson (DW) stafistic establish that the
auto-correlation problem remains
absent in all cases. These statistical
features (good-fit and absence of auto-
correlation problem) are observed in
almost all the cases of growth estimation
in this paper. The differences of sub-
periodic growth rates of the repurchasing
firms are reported in Table 2. Results show

that of first sub-period) are positive in 50
per cent cases whereas, this difference is
negative in the remaining 50 per cent
cases. Table-3 shows the number of
statistically significant and total positive
as well as negative growth rates in the first
and second sub-periods around the
window (-30, +30). Repurchasing firms
have reported positive statistically
significant growth rates in 18 (32.14 per
cent) cases in the second sub-period as
opposed to 20 (35.71per cent) cases in
the first sub-period. For confrol firms
(Sensex) such percentages are 28.57 per
cent (33.93 per cent) in the second sub
period and 21.43 per cent (19.64 per

hand, negative significant growth rates

in period Il as opposed fo 12 (21.43 per
cent) cases in period | for the repurchas-
ing firms. However, for control firms and
Sensex these numbers have remained
almost unchanged (20 in period | and 19
in period Il for confrol firms and 17 in
period I and 16 in period Il for Sensex). In
a nutshell, a mixed impact of repurchase
on stock price growth rate is observed in
the case of repurchasing firms.

Stock price response to the size of
buyback

Size of the repurchasing stock is positively

Volume 41, No. I, April 2015

i related to the abnormal returns of stock
i repurchase  announcements
1989 and Ratner,
i proposed buyback amount as a percent-
i age of paid up capital and a free reserve
has been taken as a proxy of the size of
i buyback. In India, maximum buyback size
i can be 25 per cent of paid up capital
i and free reserve. Repurchase announce-
i ments up to 10 per cent of paid up capital
that the difference in growth rates
(growthrates of second sub-period minus
: 'Big'. The empirical findings are reported in
i Table 4. The results indicate that the
i average growth rate of stock prices of
i small buyback size companies is reduced
after share repurchase (from 0.1033 per
i cent in period | fo 0.0148 per cent in
i period ll). However, this average growth
i rate has increased for Big buyback size
i Companies (from a negative 0.0979 per
i cent before repurchase to a positive
0.3796 per cent affer repurchase).
i finding supports the views of Garrison
(1989) and Ratner (1990) that, Size of the
i repurchase is positively related to the
i abnormal returns of stock repurchase
: announcements.

cent) in the first sub period. On the other

i Stock price response to the firm size

are observedin 15 (26.79 per cent) cases

i Vermaelen (1981), Ho and Michaely
£ (1988) and Ratner (1990) document that
i the stock price reaction of large firms is
i less positive than that of small firms
: around
i Barry and Brown (1984) observe that the
mass media tend to provide less news
i coverage of small firms than large ones,
i which ultimately leads the large firms'
prices to be more informational.

(Garrison,

1990). Here, the

and free reserve have been taken as
'small' and rests have been considered as

This

repurchase announcements.

i In order to examine the impact of share
i repurchase on stock prices across firms of
i different sizes, the market capitalization is
taken as a proxy for firm size. Firms have



been categorised (following BSE
cafegorization) info three categories
namely, large cap (Market Capitaliza-
fion is above Rs. 1,00,000 million),
medium cap (Market Capitalization is Rs
20,000 to 1,00,000 million) and small cap
(Market Capitalization is up to Rs 20,000
million). The results are presented in Table
5. Itis observed that the average growth
rate of stock prices of small cap firms is
decreased after repurchase

fo 0.0508 per cent in post repurchase

evident for medium cap and large cap
firms. The average growth rate of
medium cap firms is enhanced to 0.2452
per centin the post buyback period from
a negative growth rate of 0.1958 per
cent in the pre buyback period. Large
cap firms have reported an increase in
average growth rate after repurchase
although it has remained negative in
both the periods. Thus, medium cap firms

response following a stock repurchase
announcement than large cap firms
whereas, small cap firms are unable to
receive any positive stock response
following repurchase announcement.

Stock price response to the type of
industry

With an aim to examine whether stock
price response to repurchase announ-
cements vary across industry type, we
have categorised the sample firms in to
two classes: services sector firms and
non-services sector firms. The results are
presented in Table 6. The results show
that the average stock price growth
rate of services sector firms is increased
from a negative growth rate of 0.1776
per cent in pre repurchase period to a

ESEARCH BULLETIN

i positive average growth rate of 0.0637
i per cent in the post repurchase period.
i However, non-services sector firms have
ireported a decline in this average
i growth rate in the post buyback period
(0.0889 per cent) from pre buyback
i period (0.2034 per cent). Hence, the
i stock price response to repurchase
i announcement is found to be favour-
i able for services sector firms than the
(from i
0.2211 per centin pre repurchase period
i Conclusion

period). However, an opposite picture is

i This study uses event methodology to
Eexomine the impact of Open Market
i stockrepurchases on stock prices' growth
i rates in Bombay Stock Exchange (BSE).
The empirical findings report a mixed
i impact of share repurchase on stock
i price growth rate. The findings indicate
that, share buybacks do not necessarily
i inject buoyancy into stock prices in all the
i cases as theoretically postulated.

have received more positive stock

i From the sub-sample analysis, the study
i shows that size of the buyback is positively
i related to the stock prices growth rate.
i With regard to the firm size and stock price
growth rates following share repurchase
i announcements,
i received more positive response than
large-cap firm, while the small-cap firms
i are unable fo receive any positive stock
! price response after the share repurchase
announcements. Finally, the stock price
i response fo repurchase announcement is
i found to be favourable for services sector
: firms unlike the non- services sector firms.
i These findings reveal that, this corporate
i activity does not carry much information
ifo the investors and
i general, cannot revive their share prices
with certainty through share repurchase
i announcements.

non-services sector firms.

mid-cap firms have

Indian firms, in
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Table 3: Number of Statistically Significant Positive and Negative Growth Rates

Buyback Control
Movement of growth Companies Companies Sensex
rates Pre Post Pre Post Pre Post
Positive significant 20 18 12 16 11 19
Positive insignificant 12 15 13 9 19 13
Negative significant 12 15 20 19 17 16
Negative insignificant 12 8 11 12 9 8
Total no. of cases 54 54 54 54 54 54

Table 4: Average kinked exponential Growth Rates of Share Prices on the basis of

Size of Share Repurchase

Pre buyback period | Post buyback period
Small buyback size Companies 0.1033 0.0148
Big buyback size Companies -0.0979 0.3796

Table 5: Average kinked exponential Growth Rates of Share Prices on the basis of

firm Size
Pre buyback period Post buyback period
Small Cap 0.2211 0.0508
Medim Cap -0.1958 0.2452
Large Cap -0.3683 -0.2709

Table 6: Average kinked exponential Growth Rates of Share Prices on the basis of

Type of Industry

Pre buyback period | Post buyback period
Service Sector Companies -0.1776 0.0637
Non-Service Sector
Companies 0.2034 0.0889
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Modeling Risk and Return across Indian Stock
Market - An Empirical Study on Bombay Stock
Exchange and National Stock Exchange

Abstract:

Modeling risk and return in the stock
market has always been a priority : .
among the market participants Elnfroduchon

because successful modeling may EEver since the introduction of formal

sfock exchange dealings, investors are
i always in search of systematic trading
o - : i strategies that can earn above normal
market is inefficient where successive  rate of return. However such an attempt
i can succeed only if the trajectory of
i stock price changes can be estimated
i precisely, which again requires model-
i ing the stock returns effectively. Fortu-
i nately, there has been tremendous
i improvement in the field of statistics and
i analytics during last few decades that
i has made this modeling simpler to a
i great extent. As a result these tech-
nigues have been successfully applied
market does not follow random walk i by many researchers to explain a
i number of unique characteristics of
i stock market return including condi-
i fional mean and time varying volafility
i and thereby to model returns across
i stock exchanges around the world. Our
i study aims at identifying such scope in
mean return and volatility (Risk) in the the context of Indian stock exchonges
i through a set of comprehensive

advance modeling techniques and ;odvonced modeling techniques.

ISRy (SRS e TREE fiem S élmplicationsofModeIing Risk and Return

: of Stock Market

lead to consistent abnormal return by
applying systematic trading sfrategies.
However modeling is possible only if the

price changes do noft follow random
walk.

Indian stock market was traditionally
believed to be efficient in weak form.
Unfortunately recent studies have
raised serious questions over this
traditional belief. Researchers have
shown, based on advance statistical
techniques, that return in Indian stock

and hence there may be sufficient
scope for modeling the return series for
both mean return andrisk.

In this context, the article makes a
sincere attempt to model both the

Indian stock market based on various

ciency of Indian burses.

Key Words:
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Modeling stock market risk and return is
. . Eclosely associated with the concept
B3E Sensex, Coelation, Regression, i Efficient Capital Market. According fo

i Fama (1970), a capital market is efficient
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in weak form if it is not possible to earn
above normal return based on past
price information. In other words, in a
weak form efficient market stock price
changes would follow a random walk
leaving no scope for anyone to predict
future changes. Hence successful
modeling of market return would act as
a confrary evidence of weak form
inefficiency of the stock market apart

return. From this perspective our study is
likely to serve twofold purposes.

Literature Review

(a) On studying the behavior of stock
prices: Early attempts to study the stock
price behavior can be fraced back to
the beginning of previous century.

Bachelier (1900) was the first to point out
i refurns. Worthington and Higgs (2006)
i examined 27 emerging market using
daily return and traditional as well as unit
i root tests to find that most emerging
i markets do not follow random walk.
behaviour of 22 U K stock and commod-

i In India, Rao and Mukherjee (1971), Ray
£ (1976), Sharma and Kennedy (1977),
: Kulkarni
i Sharma (1983) conducted studies in
i various regional as well as national stock
i markets fo find mixed results. Yalawar
i (1988) used non parametric tests on 122
listed stock of BSE and found existence of
i significant auto-correlations. Gupta
i (1989) and Obeidullah (1990) found
Esigniﬂcon’r support for the weak form
i using serial correlation test and run test
ion weekly returns. Sunil Poshakwale
£ (1996) studied the daily prices of SENSEX
iand found that weekend effect is
i persistent in BSE meaning the market is
inefficient. P.Srinivasan (2010) studied

that price movement in market is
random. Later Cowles (1933) found that
there was no significant evidence of
any ability of investors to outguess the
market. Kendall (1953) examined the

ity price series in search of regular
cycles. Instead of discovering any
regular price cycle, he found each
series to be "a wandering one...."
Regarding stock price behaviour only,
H.V. Roberts (1959) was the first fo
question the existence of systematic
patterns in stock prices. He demon-
strated that a series of cumulative
random numbers, which are obviously
free from any systematic patterns, may
closely resemble the actual stock price
series but changesin the stock prices do
not exhibit any pattern just like the
changes in random numbers. Granger
and Morgenstern also provided
substantial empirical support for the
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i random walk phenomenon; using some
i stafistical tests of dependence between
i successive stock price changes (e.g.
i Serial Correlation and Runs Test) they
i found generally insignificant departures
fromrandomness. Samuelson (1965) also
i found supportive evidence for random
: walk. Following this Fama (1970) devel-
i oped a formal theoretical structure of
i market efficiency which shifted atten-
from helping investors devise effective
strategies to earn above average
i forms of efficiency (semi-strong and
i strong form) also. However research
i attempts to study stock price behavior
i did not come to an end here. Friend et
Eol. (1970) and Williamson (1972) found
i results in support of random walk in US
i stock market whereas Solnik
Esupported the random walk model in
i European market.

fion of researchers from random walk
and weak form of efficiency to othertwo

(1973)

Fisher (1996) also
suggested autocorrelations of monthly

(1978), Barua (1981) and



the daily closing values of NIFTY and
SENSEX using ADF test and PP test. The
results confirmed that the return series
does not contain any unit root and
hence the market is not efficient in the
weak form.

Studies on modeling stock market return

fively lessin number as the tools required
for these types of studies were devel-
oped only after 1970s. Even then a
considerable number of studies are
available already, at least in Interna-
fional context. Aggarwal, Inclan, and
Leal (1999) examined the stock market
volatility of 10 largest emerging markets
in Asia and Latin America using GARCH
models. They found that shifts in volafility
of considered emerging markets is
related to important country-specific
political, social, and economic events.
Balaban, Bayar, and Faff (2003)
forecasted stock market volatility of
fourteen stock markets. They employed
eleven models and use symmetric and
asymmetric loss functions to evaluate
the performance of these models.
Kasch-Haroutounian and Price (2001),
Glimore and McManus (2001),
Poshakwale and Murinde (2001) and

that significant autocorrelation, high
volatility persistence,
asymmetry, lack of relationship
between stock market volatility and
expected refurn and non-normality of
the return distribution are basic charac-
teristics of stock market volatility in
fransition countries.
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i different ARCH based models to study
i volatility of Nifty and SENSEX. Mishra et
: al.(2010) examined voldatility of Nifty and
i SENSEX returns using TGARCH approach.
i P.K.Mishra (2010) also used unit root test
and GARCH models to explain volatility
: in SENSEX.

(b) On Modeling Stock Market Return:

i Research Gap

and risk (i.e. Volatility) are compara-

i The studies on modeling market retumn
i and associated volatility in Indian burses
i suffer from a number of shortcomings. At
: first, all the studies considered only the
i two most popularindicesin India namely
: SENSEX and Nifty. However these two
i constitute only the top 30 and 50 market
i capitalization stocks and thus cannot
i represent the entire market movements
i effectively. A broad base index such as
i BSE 100 or CNX 500 could have more
Ecleorly captured the market volatility.
i Secondly, asymmetric volatility issue has
i been taken up for Nifty and SENSEX only
in the study by Mishra et al. This phenom-
i enon requires better analysis using other
i indices also. Keeping this in mind the
current study will fry extending the
i advanced models
i GARCH to otherindices. It shall also try to
i address the asymmetric volatility issue in
i the context of other broad base indices.
Murinde and Poshakwale (2002) found

i Objective ofthe Study

significant

i The central objective of this study shall
! be toidentify a model that can precisely
i explain the risk and return characteristics
i across Indian stock market. However, in
i this process, the study would tfry to
address the following specific objec-
i fives.

Studies in Indian context are, however,
still scanty. Pal (2005) studied volatility of
SENSEX using advanced modeling
techniques. Joshi and Pandya used

like ARMA and

i. To model the return i.e. conditional
mean return (since returns depend
on events) across Indian stock
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market with reference to indices
selected from BSE and NSE.

i. To model the risk i.e. volatility of
retfurn across Indian stock market
with reference to indices selected
from BSE and NSE.

ii. To test the weak form efficiency of
BSE and NSE.

Empirical Methodology

Data and Sample Period

i their market capitalization. Whereas,
i SENSEX and Nifty are the most popular,
i others are broad based indices contain-
iing progressively higher number of
i stocks. Now, for each of the indices
i under BSE and NSE, we considered a
i sample period starting from the incep-
i tion of such index up to 31.03.2014. Daily
i closing index values have been col-
i lected the for the above sample period
using the database available in the
i official website of BSE and NSE.

Daily index returns (R,,,) are calculated
i as:

The present study has considered only

Bombay Stock Exchange (BSE) and
National Stock Exchange (NSE) to
represent Indian stock market. This is
because -

i. Both BSE and NSE have nationwide
reach with huge number of trading

‘R, =Ln (It /1, ), Where, R, = retum at
i periodt; I,= index at period t; |, =index
atperiod -1 andIn =naturallog.

Stafistical test techniques have been
i applied on the return series calculated
i asabove.

members. BSE is world's No. 1 :
exchange in terms of listed mem-
bers.

ii. Together they constitute more than
90% of the stock market activity in
India.

ii. They offer the best of frading
technology which can even
compete with international prac-
fices.

iv. Allthe otherstock exchanges hardly
have significant frading activities
and are even at the edge of being
closed down.

Research Methods

i Financial time series, especially stock
i market refurn series often exhibit certain
i interesting features. They have fatter tails
: than normal distribution and are found
itfo be leptokurtic. They also show
i statistically significant serial correlations
i even at higher lags. What adds fo this is
i the excess volatility at times, also known
i as volatility clustering, a feature techni-
i cally known as heteroscedasticity. Thus,
{in order to model the return series @
i number of statistical techniques have
i been applied. These are as follows:

Ljung-Box Q Test on Serial/Auto Correlation

Further it has selected three indices :

each form BSE (SENSEX, BSE 100 and BSE
500) and NSE (Nifty, CNX 100 and CNX

500). All these indices constitute
individual stocks selected based on
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i This is a complementary to the tradi-
i fional auto correlation test and fests
i existence of serial independence up to

210



condition of existence of white noise

~7
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Q =T (T+2)
27 %

»
—~ Y
Am

Where is the k th autocorrelation, Tis the
number of observations and m is the
maximum lag. It is asymptotically
distributed as a c¢’, under the null
hypothesis that all m autocorrelation
coefficients are zero. Accordingly, a

confirm a non random series fit to be
modeled.

Tests of Stationarity; Unit Root Tests

is based on stationary time series. A
series is said fo be (weakly or

depend on time. Any series that is not

series is the random walk. However, the
random walk is a difference stationary
series since the first difference of is
stationary. A difference stationary series
is said to be integrated and is denoted
as | (d) where'd' is the order of integra-
fion.

Standard inference procedures do not

apply to regressions which contain an
infegrated dependent variable or
: Using the above equation, the null
i hypothesis of a unitroot (6 =0; where § =
i 1-p) is tested against the stationary
alternative of (6<0). Acceptance of null
hypothesisimplies the existence of a unit

intfegrated regressors. Therefore, it is
important to check whether a series is
stationary or not before using it in a
regression. The formal method to test
the stationarity of a series is the unit root

ESEARCH BULLETIN

i test. The equation of unitroot testis,
and pure random walk. Ljung-Box Q

LY=oy, te,

:This is basically an autoregressive
: process (and RW with a drift but without
i a frend; for a with trend model another
i term B, is also included). If p = 1, it means
unit root is present and the series is a
i random walk. But if p< 1, we conclude
: that there is no unit root and the series is
S o . - i stationary.

statistically significant Q stafistic will :

 In this study we have used two powerful
i festsonunitroot. These are:

(a) Augmented Dicky Fuller Test (ADF
i Test
The theory behind time series estimation )
EThe study uses Augmented Dickey -
: Fuller (ADF) unit root test which consists

covariance) stationary if the mean and : ot stimating the following regression:

auto covariances of the series do not :
‘ noan ! FAY,=0,+8 Y, tat+ X bA Y+
stationary is said to be nonstationary. A i~ 1 7° ntatt 3 HTE

common example of a nonstationary : ) ) ) )
P 8 i Where ¢, is a white noise, t is the frend

term, a, is an intercept (constant) and 9,
B, and a, are coefficients. The appropri-
ate lag may be set based on minimizing
i Akaike
i Schwarz Information Criterion (SIC) or
iHannan Quinn Criterion and
i MacKinnon's critical values are used fo
i determine the significance of the test

Information Criterion (AIC),

staftistic.
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root or non- stationarity, thereby
indicating presence random walk and
weak form efficiency of the market. Asa
result modeling becomesinfeasible.

(b) Philips Perron Test (PP Test)

alternative (nonparametric) method of

testing for a unit root. The PP method

distribution
correlation.

is unaffected by serial

The test can be applied kernel-based
sum-of-covariances to estimate the
residual spectrum at frequency zero.
Finally MacKinnon's critical values are
used in order to determine the signifi-
cance of the test statistic associated.

Techniques for Modeling Return and Risk

a) Modeling Mean Return; ARMA Model

(ARMA) is basically a combination of

Autoregressive process and Moving
i specified and estimated is adequate.
i Box and Jenkins suggest two methods:
i overfitting andresidual diagnostics.
values plus a combination of current

:Now, a series
i sufficiently predictable by a best fitted
{ ARMA model if it produces statically
i significant  coefficients of either the
i variable or error or both. Hence, such a
i phenomenon, for a stock orindex return
i series, will clearly confirm weak form
i inefficiency of the market.

average process and hence assumes
that the current value of some series y
depends linearly on its own previous

and previous values of a white noise
error ferm. The model could be written
as-

Y= o, Yo+ to, Y-pte+Be,....+B
Yt-g

q

Where ¢, is the error term.
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i Although the existence of ARMA models
i predates them, Box and Jenkins (1976)
i were the first o approach the task of
i estimating an ARMA model in a system-
i atic manner. Their approach was a
practical and pragmatic one, involving
i three steps:

Phillips and Perron (1988) propose an

: (1) Identification

controlling for serial correlation when

: (2) Estimation

estimates the non-augmented DF test
equation, and modifies the t-ratio of the
coefficient so that its asymptotic
i [dentification involves determining the
i order of the model required (order of AR
and MA term) to capture the dynamic
i features of the data. This can be done
i by ACF and PACF (auto correlation and
Eporﬁol autocorrelation) plotting or by
i using Information Criterion (AIC, SBIC or
: HQIC).

(3) Diagnostic checking.

i The second step involves estimation of
: the parameters of the model specifiedin
istep 1. This can be done using least
isquares or
i depending on the model.
Autoregressive and Moving Average

: Step three involves model checking --

maximum likelihood,

i.e. defermining whether the model

is considered to be



b) Modeling Volatility; ARCH and
GARCH Models

The basic assumption underlying the
ARMA models mentioned above is that

ESEARCH BULLETIN

i fics of financial time series namely -

e Fat tails or excess kurtosis (financial
fime series are leptokurtic and not
normally distributed).

the time series is homoscedastic i.e. it

has constant or unconditional variance
and hence they consider modeling only :
the conditional mean. But in practice

e Voldtility clusteringi.e.large changes
tfend to follow large changes, and
smallchanges tend to follow small.

most of the financial time series have

conditional or time varying variance.
Thus Engle (1982) proposed an autore-

c) Explaining Information Asymmetry;
i Threshold GARCH Model

gressive conditionally heterosce-dastic

(ARCH) model for specifying condi-
fional volatility. GARCH model essen-
fially generalizes the ARCH model by
modeling the conditional covariance
as an ARMA process instead of an AR
process like the ARCH model. Thus
GARCH (p, g) can be represented as
follows: (Mean equatfion may be an
ARMA process also)

g
Y=g+ Y1+ +0l—g+ e =ap + Z Qi + €
i=1

gt‘\PHNN(o’O-LZ)

2 _ 2 2 2 2 i
Oy = Qot+oq€_q+- '+Qq£z—q+1310t—1+' : '+'5PU!—P :

q
— 2 Tx—, 3
=ap+ E Q€+ E Ejfff,j
i=1 =
J3

: Simple GARCH models sometimes fail to
i explain some of the observed properties
i of financial time series. For example,
i stock return series are often character-
! ized by the stylized fact that conditional
i variance tends to be higher after a
i decrease in refurn than after an equal
fincrease i.e. volatility is higher when
stock prices are falling than when prices
i are rising. Thus bad news (or negative
i returns) is more likely to be associated
i with greater volatility than good news
i (or positive returns). This is called asym-
metric volatility effect or volafility due to
finformation asymmetry. Threshold
: GARCH (TGARCH) or simply TARCH
i model, a variant of GARCH model, can
i effectively model such information
: asymmetry.

Where 0,>0, >0 fori=1,23....q and :

B=0andj=1,23...p

In the above equations o is the ARCH :

term andbisthe GARCH term.

While higher order GARCH models are

possible, in general the GARCH (1,1)

model will be sufficient to capture
volafility.

GARCH models are really helpful in
explaining two important characteris-

EUnder TGARCH model the variance
i equationis modified as

P2 r 2 T

Ol =gt @ gt Yk=1Yk
2 q 2

St kEtgt Ejzlﬁj O

Where S, = 1 wheneg, < 0andS, =0
iwhen g,20

That is, depending upon, whether g, is
above or below the threshold value zero
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Table 1: Descriptive Statistics of Sample Indices Return Series

Statistics SENSEX | BSE100 | BSE 500 | Nifty CNX 100 | CNX500

Mean 0.000601 | 0.00059 | 0.000559 | 0.000556 | 0.000672 0.000511
Median 0.00095 | 0.001126 | 0.001659 | 0.000876 | 0.001483 0.001541
Maximum 0.1599 | 0.154902 | 0.146179 | 0.163343 | 0.159417 0.15034
Minimum -0.13661 | -0.12748 | -0.1244 | -0.13054 | -0.13049 -0.12885
Std. Dev. 0.017587 | 0.01698 | 0.01618 | 0.017287 | 0.015941 0.016112
Skewness -0.06591 | -0.09912 | -0.46622 | -0.07811 -0.33973 -0.48564
Kurtosis 8.743278 | 9.671503 | 9.040754 | 9.665947 12.0719 9.687407
Jarque-Bera 7953.631 | 10736.13 | 5895.12 | 10592.42 | 9676.142 7041.891
Probability 0** 0** 0** 0** 0** 0**
Observations 5784 5784 3787 5718 2806 3701

Note: ** Statistically Significant at 1% level

(0), €, has differential effect on the
conditional variance o/. When ¢, is
positive, total effects are given by o’
butwhene isnegative, total effectsare
givenby (o, +7) €. So one would expect
v. to be positive for bad news to have
larger impact. This phenomenon is also
known asleverage effect.

i fively skewed with very low mean and
i standard deviation, suggesting lower
i expected returns and risk. The measure
: of kurtosis (more than 3 in all cases)
i suggests that the daily return series have
i fatter tails (lepto-kurtic) than the normal
i distribution over the sample period.
i Jarque-Bera (JB) statistic with significant
i p value indicates that the return series

: are not normal. So, the results are quite

It may be worthy to mention in this
context that, there are other variants of
GARCH model also. However TGARCH is
considered to be the most appropriate
inthe context of stockreturn series.

i consistent as in most of the studies
i financial time series, especially security
i returns,
i characteristics.

are found to have similar

Eln addition to descriptive stafistics,

Empirical Results

i correlogram (Table 2) of the sample

i series indicates that Q statistic is signifi-

Behavior and Characteristics of Return
Series

i cant at 1% level for almost all the lags for
i each of the six indices. Thus all the

i sample series have significant auto-

Descriptive Statistics and Correlogram:

The descriptive statistics of return series
for all the sixindices have beenreported
inTable 1 below.

: correlation even athigherlags.
Stationarity Characteristics

To detect the stationarity characteristics

i of the series, we have used Augmented

Theresultsreveal that all the BSE and NSE
Indices returns under study are nega-

Volume 41, No. I, April 2015

: Dickey-Fuller Test (ADF Test) and Philips
Perron Test (PP Test) on all the three forms
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Table 3: Results of ADF and PP Test

ADF TEST STATISTICS PP TEST STATISTICS
With With

With Without intercept | With Without intercept
Index Intercept | Intercept | & trend Intercept | Intercept & trend
SENSEX -69.9208 -69.851 | -69.9272 -69.879 -69.8631 | -69.8809
BSE 100 -67.7938 | -67.7262 | -67.7961 -68.497 -68.5525 | -68.4893
BSES00 -54.7895 | -54.7375 | -54.7852 -54.8023 -54.8354 | -54.7968
NIFTY -53.0822 | -53.0137 | -53.0842 -68.6993 -68.6993 | -68.6971
CNX 100 -48.7731 | -48.7024 48.789 -48.78 -48.6264 -48.789
CNX 500 -53.5905 | -53.5508 | -53.5838 -53.5983 -53.5788 | -53.5912
Test critical values:
1% level -2.56572 | -3.43231 | -3.96106 -2.56572 -3.43231 | -3.96106
5% level -1.94093 | -2.86229 | -3.41129 -1.94093 -2.86229 | -3.41129
10% level -1.61663 | -2.56722 | -3.12748 -1.61663 -2.56722 | -3.12748

of random walk (without intercept, with
infercept and with intercept and frend).
Optimallag length is determined by the
Schwarz Information Criterion (SIC) for
ADF test and Newey-West Criterion
using Bartlett Kernel under PP test.
Moreover MacKinnon's critical values
are used to determine the significance
of the test statistic. The null hypothesis of
a unit root has been rejected in favour
of the stafionary alternative in each
case if the test stafistic is more negative
than the critical value. The results are:

We find that the test statistic is more
negative than the critical value foreach
of the six indices under study for both
ADF and PP ftest, thereby clearly
indicating that the return series do not
contain any unit root and hence are
stationaryin natfure.

Modeling Conditional Mean Return
Existence of statistically significant serial
correlation among the return series

under study at near and distant lags

scope for modeling the conditional

Volume 41, No. I, April 2015

i mean of the series. Further the series are
i also found to be stationary (without
i having any unit root), which confirms
i that an Auto Regressive and Moving
i Average (ARMA) model will best suit the
: series and not an ARIMA model (used for
i modeling Non- stationary time series).
: Now, in order to identify the best fit we
i followed the approach 'minimizing the
i information criterion' to decide on the
: optimallag length to be considered. We
: opted to minimize the Akaike Informa-
i tion Criterion (AIC) for the selected lags.
i We considered a maximum of 3 lags for
i each of the AR and MA terms, thereby a
i total of 15 possible lag combinations for
t each of the return series. The reason
i behind considering up fo 3 lags only is
i the fact that asimple AR (p) process can
well be represented as a MA( ) process
i and vice-versa. Hence, a maximum of
i ARMA (3, 3) would be sufficient to
i capture the characteristics of the data
iat any time. To test the statistical
significance of the constant term and
i coefficients t test has been employed.
i Theresults are:

clearly indicates that there is significant

f It is found that, except for SENSEX and



=
=
i
—
=]
)
«Q
I
)
o
<
Wi
)
W

|9A8] %G 1D JUDDIUBIS #

[[OAS] %1 1D JUDDBIUBIS , DION;

+0 1z9811'8 €ZoreL’0 (€lvW «0 /EYE8Y L §912Z1°0 (€lvW

«0 L1S6S5°1T 8Z¥02/°0 TIvw +0 ¥26/5°9¢ €19888°0 (Tlvw

«0 8625€°96- | ¥¥Tl08 L~ (LvW «0 66980°01- | 209€/Z°0- (L)JvW | 00s 354

«0 ISSL°€0L- 120TL6°0- (2)dv | 00§ XND | +0 90€TL'Sh- | £658Y6°0- (Tlav

+0 £619°202 6111261 (L)av «0 €/85/1 G1/88€0 (L)av

64600 | ZE¥SS9'1 2250000 2 96500 | SZE0e6' | 950000 2

#8E10°0 | ¥//€9%°C €6£65Y°0 (€lvwW +0 T5¥88T°6 GZ8eT1 0 (elvw

v18L'0 | 8r99¢el GG8re0 (TlvwW «0 G65ST°0C /018080 (Tlvw

«0 STLYS Y- 69/916°0- (LW «0 999//'81- | £58908°0- (LvwW

#EIY0'0 | 6/€66'L- 67888¢°0- (elav «0 lvzév'ce- | 92v16°0- (c)dv | 00l13s9g

€660°0 | S298¥9°Ll- | 8620SY 0- (2)dV | 00LXND | 40 T6vvT'TT TLVET6 0 (v

+0 GSE160°G 8056660 (v #S810°0 | 28SSSET £65000°0 2

#8£€00 | 910gTl'T /90000 2

«9000°0 | €59/€¥°¢ 1£619€°0 (elvW €TeT0 | 6L9¥61°1- | T0TVST O (elvwW

«0 9/862C1 9169110 TIvw «€100°0 | 8€861T'E- | 9¥€€LL 0 (Tlvw

#9920°0 | §82LI1TT- | T4EreT0- (Lvw v1¥6'0 | 905€£0°0 £6800°0 (VYW

#6100 | 1296£€C- | ¥S8YST0- (€l 8820 T65290°1 G69661°0 (el

+0 68826'Cl- | 2198€8°0- (2lav ALIN | «6900°0 | £6620/°C €566€/°0 (2)av | x3asNas

«¥2000 | ¥116€0°€ GZ92€€0 (v 78680 | €88/Z1°0 858500 (1)av

#£620°0 | TL6/£TT §5000°0 2 «€8000 | SL¥9C 18€000°0 2

SN[PA d 101S-} #2020 | a1qpupA | (19pow) | anpA 4 [TTIS #o0D | 3|qpupA | (1°PowW)
VWAV 3204 VWAV 204

"B IDWHAO JO [SPOW VYWYV PaHI 1599 SU} JO sHiNsaY 1y SIq;

5

Volume 41, No. I, April 201

217



ESEARCH BULLETIN

Table 5: Voldatility of Index Return Series

SENSEX Return
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BSE 500 Return CNX 500 Return
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Table 6: Results of ARCH LM Test on ARMA Model
Index Model Type F stat p value
SENSEX | ARMA(3.,3) 373.4925 | O*
BSE 100 | ARMA(2,3) 436.3156 | O*
BSE 500 | ARMA(2,3) 319.2047 | O*
NIFTY ARMA(3,3) 347.9469 | O*
CNX 100 | ARMA(3,3) 182.1659 | O*
CNX 500 | ARMA(2,3) 328.4967 | O*
Note: * Significant at 1% level

CNX 100, all other indices under study

have statistically significant coefficients
of the lagged variable and/or innova- :
tions (errors) at 1% levels and in few
i Modeling Volatility of Returns

CNX 100 Returns, some of the coeffi- :

As mentioned earlier, best fitted ARMA
i models, though can effectively model
i the conditional mean, they are not

cases at 5% level. Even for SENSEX and

cients are statistically significant at 1% or
5% level. All this clearly suggests that
stock market returns can be efficiently

Volume 41, No. I, April 2015

i modeled on previous returns and/or

current or previous innovations using a
properly selected laglength structure.
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always capable to explain other

series like fat tail etc. Moreover they also
fail fo capture the associated volatility
structure. In our case also we find that
stock market returns exhibits excess
volatility (Table 6) at times (i.e.
heteroscedastic). Moreover the
volatility is more after a fall than an

clear evidence of volatfility clustering
below.

To see whether the ARMA structures
were at all capable of explaining such
volatility clustering (also known as ARCH
effect) we have applied a popular test
on heteroscedasticity namely ARCH LM
fest. The results of the test have been
incorporatedin table 6 below.

As expected we find that for all the six
indices, F statistic under ARCH LM test is

essentially suggests that ARMA was not
sufficient to capture those characteris-
fics of the series and some advanced
volatility model should be tried.

Volatility Clustering

In this study we have used GARCH (1, 1)
model as a GARCH (1, 1) model can
sufficiently capture volatility over a long

model on all six index return series have
beenreportedinTable 7.

The results show that the variance
equation coefficients are all statistically
significant at 1% level which essentially
suggests that GARCH (1, 1) model has

Volume 41, No. I, April 2015

i volatility.

important characteristics of the return

: Further, results of ARCH LM test (table 8)
i show that F statfistic is insignificant in all
i cases confirming that there is no ARCH
effect left. It suggests that GARCH (1, 1)
i model
i explanation for the excess volatility and
: fat tailfeatures of the return series.
increase. In other words, there exists :

Modeling Asymmetric Volatility

and asymmetric volatility as shown

i Apart from fat tails and volatility cluster-
: ing our sample return series exhibit higher
i volatility when stock prices are falling
E‘rhon when prices are rising. As men-
i fioned earlier, this phenomenon found in
i most stock/indexreturn seriesis known as
'information asymmetry'. Theory sug-
i gests that the possible reason behind
i such a notion is the fact that bad news
(or negative returns) is more likely to be
i associated with greater volatility than
i good news (or positive returns).
statistically significant at 1% level. This :

i To verify such argument we have used
i Threshold GARCH or simply TGARCH
i model. We used simple TGARCH (1, 1)
i model with the following equation for
: conditional variance:

Modeling Conditional Variance and :

has provided an adequate

2

i _ 2 2 2
PO 0t oon et S et Bioy,

: Where the dummy variable, S,, = 1 when
i ¢,<0(badnews)andS,, =0 when ¢,>0
. . : (good news). When ¢, is positive, total
fime period. The results of GARCH (1, 1) . 2 .

i effectsare givenbya, €, butwhen g, is
i negative, total effects are given by (o, +
fy)€’,. Ifitis found that y, is positive, we
i may conclude that bad news will have
i larger impact than good news and as a
i result volatility will be higher in period of
 faling prices as compared to that of

successful contributions to model the rising prices - which is also exhibited by



<
[
[
—
|
>
(=)
.
O
oz
<
wi
)
w

[OAS] %G 0 JUDDIUBIS #

[9AS] %1 }O JUODLIUBIS , ‘9JON

«0 [ 65¥0£'S8 | 282780 (I-THOAVD 0 [ €9TTES6 [ 2259580 ([-THO¥VD (€72
«0 | zesesrs | €98sel’0 | (0>(1-)ais3y) (€2) | «0 /ETY 10l | 694€€1°0 (0>(1-)AIsad)« |  vWav
«<v(1-)dIsFy | YWY Zv(L-)aisay
«0 [ 608//5°S | €122900 | ev(l-]AISy 00S | «0 | ££G€59°G | 6819500 Zv(1-]ais3y | oos 359
XND
«0 [ €/91Z°0l | 90-395°9 2 «0 [ S80Sev'6 | 90-365°G 2
W0 [ €152 16 | 119980 (1 THDAVD 0 [ ZL1ZE vl | 149%980 (l-THDYVD
0 | L6L1ol | 688510 | (0>(1-)ais3y) (e¢) | 0 T6/T€/°/ | 10€0£0°0 (0>(1-)aIs3d) « (€2
<v(1-)dIsFy | YWy Zv(l-)aisay | vway
«0 | 85¥50S°C | 1£0S200 | ev(l-]AIsy 00l [ «0 [ 6/9S/°€l | 8968800 zv(l-]aisay | ool 3s9
XND
«0 | 8¥¥¥/9'8 | 90-3/L% 2 «0 [ 969101 | 90-3¢8% 2
«0 | 728€/SL | ¥91£80 | (1 JHDAVD «0 ySLY' Syl | €062/8°0 (I-JHDAVD
«0 | 1820589 | 966£90°0 | (0>(1]AISTd)« (€2) [ «0 | £Lv¥15°9 | 8190900 (0>(1-]aisay)« (€
ev(l-)dIsay | vway v(l-)aisay | vwav
«0 [ 690121 | 819€800 | ev(l-]AIS3y AUIN [0 [ 996£6CL | #/1580°0 Zv(1-)aIsad | x3asnas
«0 | €2096'6 |90-301°G 2 «0 [ 20ZSs0'6 | 90-35/Lv 2
d T [TET%e) 3|qpLpPA | (]9pow) | d TT #9202 3|qpUPA | (IPOW)
Xapuj Xapuj

[9POW (1°1) HOYVOL JO sHNs3Y :4 3]

5

Volume 41, No. I, April 201

221



ESEARCH BULLETIN

Table10: Results of ARCH LM Test on TGARCH

Mean

Eqn.

Model Variance Eqn. o}
Index Type Model Type F stat value
SENSEX ARMA(3,3) | TGARCH (1.,1) 0.06415 | 0.8001
BSE 100 ARMA(2,3) | TGARCH (1.1) 0.517983 | 0.4717
BSE 500 ARMA(2,3) | TGARCH (1.1) 0.03254 | 0.8569
NIFTY ARMA(3.,3) | TGARCH (1.1) 0.122952 | 0.7259
CNX 100 | ARMA(3.3) | TGARCH (1,1) 1.130127 | 0.3878
CNX 500 | ARMA(2,3) | TGARCH (1,1) 0.514617 | 0.4732
Note: F Statistics are insignificant

the return series under study. The results
of the model are shown in Table 9
below.

The results of TGARCH model (Table 9)
reveal that apart from the coefficients
of the variance equations being
statistically significant, 1 is positive in all
cases meaning higher volafility in the
events of bad news.

i correlation at near and distant lag. Also

they were stationary and hence

confirmed suitability of ARMA instead of
: ARIMA  model.
i process were also found to be satisfac-
ftory with most coefficients being
i stafistically significant.
GARCH results with significant oo and B in
i all cases supported the hypothesis that
i conditional volatility changes over time

The results of ARMA

In addition,

i due to volatility clustering as the sum of

Moreover the ARCH LM test statistic
(Table 10) is found to be insignificant in
all the cases, which indicates that no
ARCH effect is left and the model has
the same benefits as offered by the
GARCH modelused beforehand.

Conclusion

i (a+B), a measure of volatility persis-
itence, is very high in most indices
implying that the effects of shocks tend
i fo last for long periods before they die
i out. The results indicated that returns
EexhibiT persistence and volatility
i clustering.
i effectively explained the information

Finally, TGARCH model

: asymmetry of returns and successfully

The study employed the most compre-
hensive set of modeling techniques to
model the sample return series along
with a number of powerful tests to
analyze their characteristics. The resulfs
closely resembled to that of other
emerging stock exchanges of the world.
All the return series were found to be
non-normal with significant serial

Volume 41, No. I, April 2015

i completed the modeling task. Since
! prediction based on past returns is not
i possible in a weak form efficient market,
i the results also confirms the weak form
i inefficiency of the Indian market. Thus it
imay be concluded that unlike the
i developed countries, Indian burses can
i still be predicted, only that we need is to
i device the bestmodel.
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On the Relationship between Implied Volatility
Index and Realized Return Volatility

Abstract:

The volatility estimation based on
historical return now became least
preferred tools in line of ex-ante
option implied volatility based
forecast. The aim of this study is to
analyze the relation between
realized volatility and volatility
forecast using implied volatility index
and forecast based on historical
returns. The competing volatility
forecasts are obtained for 10 -day
and 22 -day forward-looking horizon,
and the estimation is presented in
ARCH/GARCH in-sample and out-of-
sample framework. The empirical
result evidence that implied volatility
is the unbiased forecast of realized
volatility, while Risk Mefrics and GJR
forecast remain biased estimate of
realized volatility. DM-test explains
that implied volatility is the best
candidate in explaining future
volafility for 10 -day horizon. The
practical implication of the sfudy
holds importance in the volatility
estimation and portfolio risk
assessment using forward-looking
volatility forecasts.

Key Words:

Implied voldafility; Realized Volatility;
India VIX; Forward-looking; GJR-
GARCH; Risk Metrics.

Imlak Shaikh

Infroduction

i The forecasting of stock market volatility
i remains the main concern in valuation
: of financial assets, and the importance
i of volatility forecasting cannot be
i underestimated
i decision, investment proposals, stock
i valuation and portfolio risk manage-
: ment. It is an essential task to the quants
i fo estimate the true value of future stock
 market volatility. Traditionally speaking,
fin last two decades there was much
i attention given on the ARCH/GARCH,
i historical volatility, Risk Metrics, stochas-
fic volatility etc. in stock market volatility
i assessment.
Evolofili’ry studies become more promi-
i nent among the academics, practitio-
i ners and policy makers is the option's
i based
i market efficiency, an opftion instanto-
i neously impounds the arrival of new
i source of information; hence implied
i volatility estimate based on observed
: option price gives the true volatility
: measure of future stock market volatility
i for the remaining life of the option. Some
i of the significant contributions on this
i appears (e.g. see Canina and Figlewski,
i 1993; Christensen and Prabhala, 1998;
: Hansen,2001; Christensen and Hansen,
: 2002; Shaikh and Padhi, 2013; Shaikh
i and Padhi, 2014 a,b), they show that
: implied volatility is the best predictor of
i future stock market realized volatility.
More particularly, one can say that the

in monetary policy

The second strand of

implied volatility. Under the

Volume 41, No. I, April 2015



ESEARCH BULLETIN

prediction ability of implied volatility
validates the joint hypotheses of market
efficiency and applicability of BS-
options pricing model.

The formal study of option based
implied volatility and its forecasting
ability has been analyzed in the studies

Simon (2003). Fleming et al. (1995)
explore the forecasting ability ofimplied
volatility and inter-temporal relation
between volatility and stock returns.
Blair et al. (2001) argues that option
based volatility forecast (VIX) with
various forecast horizon provide most
accurafe forecasts of future stock
market volatility. Giot (2002, 2005)
describes the information content of
volatility indices, volatility forecasts
based on VIX and VXN for the S&P100
and NASDAQI100 indices, and con-
clude that VIX and VXN contain highest
information in the volatility forecasting
and marketrisk assessment.

Fleming et al. (1995), Simon (2003), Giot
(2002, 2003, 2005) and Friins et al.
(2010a, 2010b) explore the forecasting
performance of implied volatility based
on the in-sample and out-of-sample
forecasts, show that implied volatility
outperforms the conditional volatility.
Poon and Granger (2003) and Lopez
and Navarro (2012) have shown the
importance of volatility forecasting in
the financial market. The critical review
has shown that implied volatility
outperforms other competing volatility

realized volatility, GARCH-GJR,
RiskMetrics etfc.) in the prediction of
future stock market volatility.

Morauz et al. (1999) and Skiodopulus
(2004) examines the predictive ability of

Volume 41, No. I, April 2015

i French market volatility (VX1) and Greek
i volatility index (GVIX), they conclude
i that volatility index can be used to
i predict the future stock market volatility
i of various horizon and investor can use
i the information contain in the implied
i volatility in-order-to to build profitable
i options strategy.

of Fleming et al. (1995), Blair et al. (2001),

i Arak and Mijid (2006) argues that VXO
and VXN volatility index are the forward-
i looking and gauge of investor sentiment.
i Aboniomi (2006), Banerjee et al. (2007)
fand Hsu and Murray (2007) address
i various
: between volatility index and realized
: volatility. Aboniomi
i relatfion using linear and probit model
i and conclude that voldatility trading yields
i positive retun based on the forecast of
i inear model. Banerjee et al. (2007) find
i strong predictive ability of VIX while Hsu
and Murray (2007) find the possibility of
i mispricing and market inefficiency.

issues on the relationship

(2006) deals this

More recently Yang and Liv (2012) and
i Sifopoulos and Fassas (2012) analyze
: the forecasting power of TVIX and GRIV
i index for the Taiwan and Greek options
i market respectively. Yang and Lin (2012)
i show that TVIX is the strong indicator of
i future stock market volatility, and TVIX
 based forecasts
i GARCH forecast. Siriopoulos and Fassas
: (2012) also find the similar results for the
i Greek options market and conclude the
{ GRIV index best explain the realized
i volatility beyond that impound in the
 historical volatility.

forecasts (such as historical volafility, :

i The aim of this paper is to analyze the
Ereloﬂonship between implied volatility
i and realized return volatility, and the
i other volatility forecasts based on the
i conditional volatility framework. The
i India VIX is the volatility index based on

outperforms the



the CNX Nifty options, the India VIX is
calculated in real time and the same
disseminated to the market participant.
Hence, here we want to fest the
forward-looking forecasting ability of
India VIX against the forecast based on
the historical returns. The empirical work
has been expressed in in-sample and
out-of-sample framework using
RiskMetrics, GJR-GARCH models. The
empirical evidence based on the OLS

volatility forecasts outperform than the

The practicalimplication of this relation-
ship are of twofold:- (i) First, this kind of
relationship encouraged the volatility
fraders to forecast the future stock
market volatility using opftions based
volatility (i) Second, as implied volatility
is the forward-looking expectation of
the future stock market volatility can be
used as the risk assessment tools in the
risk management (e.g. VaR).

Data and empirical model
Data sources and description

To analyze the information content of
India VIX as the forecasts of future stock
market volatility, the daily closing of India
VIX has been downloaded from NSE. The
sample period consist of November,

underlying CNX Nifty stock index has
stock refurn has been calculated in
order to obtain other volatility forecast
measures. The t + h forward-looking
volatility forecasts are obtained for 10 -
day and 22 -day horizon.

In-sample ARCH/GARCH forecasts

In order to assess the superiority of

RV, =0 +Bo,

ESEARCH BULLETIN

i implied volatility and historical return
i volatility
: framework is used. In addition, in the
i varionce equation, squared lagged
: implied volatility has been allowed in the
nested regression to know the predictive
i ability of India VIX against historical
i return volatility. More intuitively, to allow
tinformation asymmetry GJR-GARCH
i asymmetry term also allowed in the
nestedregression.

and 2SLS clearly show that implied :

i Out-of-sample forecasts

RiskMetrics and GJR based forecasts. !

i We calculate various competing
Evoloﬁli‘ry forecasts using India VIX and
i historicalreturn on Nifty equity index. The
i forward-looking volatility forecast 10 -
day and 22 -day horizon is obtained for
i implied volatility, RiskMetrics and GJR-
{ GARCH. The implied volatility is rescaled
Efor daily volatility and forecasts are
i obtained for 10 -day and 22 -day
i horizon. Similarly, the RiskMetrics and
: GJR-GARCH forecasts are obtained
i using the same forward-looking horizon.

in-sample ARCH/GARCH

Realized voldatility

i Realized volatility is the historical retumn
i based volatility forecasts obtained as
i the square root of the sum of square of
i returns for the 10 -day and 22 -day
i horizon.

2007 to April, 2013. The corresponding

i Empirical model

been obtfained, and contemporaneous :

i To analyze the information content of
i various competing volatility forecasts as
the forecast of realized volafility an
i ordinary least squares method has been
express as follows:

+e, (1)

it

o, = Volatility forecast for 10-day and 22 -

Volume 41, No. I, April 2015
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day horizon
i=Implied volatility, RM, GJR-GARCH

Rv,=Realized volatility
g,= White noise errorferm

Moreover, there are some possibilities of
measurement errors with the implied
volatility (e.g. Christensen and
Prabhala, 1998 Christensen and
Hansen, 2002 and Shaikh and Padhi,
2014) hence 2SLS estimates are also
reported.

Hypotheses
(1) Implied volatility is the unbiased
estimate of future realized volatility,

based on OLSresults.

(2) 2SLS estimate is more consistent
than OLS estimate.

(3) The group of volatility forecasts is
equally important in the forecast-
ing of realized voldatility, based on
DM-test.

Forecast evaluation based on DM-test

we obtain the residual for RV-Implied
Volatility, RV- RM, RV- GJR using Root

-test (1995) has been employed to

best forecaster of stock market volatility.
RMSE=g,=(RV,-c)".

Summary statistics

Table 1 summarizes the descriptive
statistics for various volatility forecasts of

~and B represents the mean and other
 statistic for realized volatility and other
competfing volatility forecasts. The
i average realized volatility for 10 -day
i horizon found to be 4.71%, and the
i average implied volatility, RM, GJR
i forecast are respectively 4.62%, 4.90%
i and 5.02%. One can notice that average
{ implied volatility is very close to realized
i volatility, this signifies that implied
: volatility is the best candidate to explain
i volatility forecast of 10 day horizon. The
f identical results are also visible from
i Panel B for the mean score of volatility
i measures for 22 -day horizon. It is seen
i that the standard deviation of 10 -day
: horizon s lesser than the 22 -day horizon,
i this explain that as the prediction horizon
fincreases variability of forecast also
i increases. One of the interesting fact one
i can nofice that stock return volatility
i forecasts are more variable as the
i standard deviation appears higher than
: the SD of implied volatility. Once can say
i that historical return volatility forecast are
more variable and implied volatility is the
i smoothed expectation of realized
volatility (e.g. Christensen and Prabhala,
i 1998; Christensen and Hansen, 2002).

i Table 2 report the correlation metrics
i between realized volatility and volatility
i forecast of 10 -day and 22 -day horizon.
o ‘It is seen clearly from the table the
Mean Square Errors (RMSE) criterion. DM Ecoefficien‘r of correlation appears
; » : : statistically significant, this implied that
assess which volafility forecasts is the & o yo|atility forecast explain the future
i stock market volatility. But, the coeffi-
i cient of correlation for GJR-forecast
i speaks that it explains more that the
iimplied volatility and RiskMetrics
i forecast. The second best forecast is
i implied volatility, but for true comparison
i DM-test can be performed in the next

10 -day and 22 -day horizon. Panel A " section. Figure 1 and 2 also describe the

Volume 41, No. I, April 2015
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time series plot of 10 -day and 22 -day ! indicates that volatility persists in the
volatility forecasts with realized volatility, i stockreturns over aperiod of time. When
the visual inspection of the graph §We include the information asymmetry
clarifies that all volatility forecasts i term using GJR model, the asymmetry
conform to the realized volatility with { parameter also remains stafistically
insignificant gap. The empirical results : significant. The log-likelihood value
are reported in the next section on this : increases marginally as compare to

relationship. GARCH specificatfion. Now, in the next
irow we wanted to know how implied
Empiricalresults and discussion i volatility explain the stock market

i volatility in ARCH framework, it is seen
Table 3 describes the stock market i clearly that historical return do not
volatility assessment in terms of India VIX explain the stock market volatility, and
and historical returns of Nifty index. The i implied volatility appears statistically
GARCH parameters in the first raw i significant. Moreover, when we consider
appears statistically significant; this i only implied volatility in the nested

............................................................................................... R
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regression still implied volatility remains
more powerful in explaining the stock
market volatility. The last regression
clearly explains that historical return and
expected volafility index best explain
the stock market volatility with highest
log-likelihood.

Table 4 report the HAC-OLS results on
the relation between realized volatility
and competing volatility forecasts. The
results are presented for 10-day and 22 -
day forward-looking forecasts horizon.
The slope coefficient of implied volatility
with 10 -day and 22 -day horizon
appears respectively 1.14 and 1.08
positive significant; moreover the
intercept term remains insignificant.

implied voldatility subsumes the impor-
tant information to explain the future
stock market volatility with 10 -day and
22 -day horizon. In addition, as we report
the Wald F -stat for the test of joint
hypostases thatintercept=0 anslope =
1, in case of 22 -day horizon the null is
accepted at 10% level of significance.
At this point one can say that implied
volatility is the unbiased estimate of
future stock market volatility. Now,
looking at the second forecast RM, the
slopes are respectively 0.76 and 0.72,
but smaller than the slope of implied
volafility. Similarly, the slope for GJR
forecast appears 0.95 and 0.96 positive
significant. The results lead us to believe
that implied volatility is the best candi-
date among other volatility forecast,
hence one can conclude that RM and
GJR are biased forecast of realized
volatility. But for the frue comparison we
perform DM -test reported in the next
paragraph.

the implied volatility under the suspicion

i that
i presence of error-in-variable
i violates the core assumption of OLS
i regression that regressor and errors are
i independent. The measurement error
i causes the under estimation of slope and
i over estimation of intercept. Hence,
finstfrumental variable estimation is used
i fo obtain the fitted values of implied
i volatility and the same is replaced in the
second stage of OLS. The 2SLS slope for
i 22 -day horizon appears 1.09 and Wald -
i fest F -test also remains insignificant.
i Moreover, the Hausman H-stat (1.58)
i appears to be insignificant. This indicates
i that implied volafility is not measured
t with error and OLS estimates are more
i consistent that the 2SLS.

Hence, the empirical results explain that

i Table 6 reports the ranking of various
i volatility forecasts based on Diebold
 and Mariano (1995) test. To explain the
: future realized volatility of the 10 -day
iand 22 -day horizon we have three
i competing volatility forecasts. To
i employ DM-test we need the difference
i between RV and forecasts that is
i obtained using loss function based on
i RMSE. The null hypothesis is that the
i group of volatility forecasts is equally
important in forecasting the RV. Table 6,
i for 10 -day horizon DM-statistic appears
i significant for the two group of volatility
Eforecos’r namely implied volafility and
i RM, the negative t-statistic implies that
: first forecast (i.e. implied volatility) is the
: best to explain the realized volatility. But,
i next two values of DM-statistic explain
i that GJR is the best estimate for the
i future volatility. Similarly, for 22 -day
i horizon the first rank goes to RM and
i secondto the GJR forecast.

ESEARCH BULLETIN

The
(EIV)

it is measured with errors.

Conclusion
Table 5 explains the 2SLS estimation for
i The study aims to explain the relationship
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between redlized volatility and volatility
forecast based on the historical refurns
and option's implied volatility index. The
three competing volafility forecasts
namely implied volatility, RM, GJR is

obtained for t + h forward-looking :

i Blair, B. J., Poon, S.-H., & Taylor, S. J.
: (2001). Forecasting S&P 100 volatility: the
fincremental information content of
t implied volatilities and high-frequency
i index returns. Journal of Econometrics ,
£105(1), 5-26.

horizon. The relationship has been :

studied using simple OLS and 2SLS,

moreover DM-test employed torank the
best volatility forecasts.

Canina, L., & Figlewski, S. (1993). The
iinformational content of implied
: volatility. Review of Financial Studies,
£ 6(3),659-681.

The OLS results show that implied :

volafility is the unbiased estimate of

future realized volatility and at the same

time volatility forecast based on the
historical

returns also subsumes the :

i Christensen, B. J., & Hansen, C. S. (2002).
i New evidence on the implied-realized
i volatility relation. The European Journal
i of Finance, 8(2) , 187-205.

information to explain the future stock :

market volatility. The OLS results explain
that implied volatility is the best candi-
date for realized volatility, and RM and

GJR are the second best alfernative to

i Christensen, B., & Prabhala, N. (1998).
i The relation between implied and
i realized volatility. Journal of Financial
: Economics, 50(2) , 125-150.

forecast the future volatility. The DM-test

also supports this result, but, based on

the 22 -day horizon RM is the best and

second best forecastis GJR.
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Private Placements in the Indian Capital Market
- with reference to the Companies Act, 2013

Abstract:

Private placements are gradually
becoming means of raising long-
term funds in the Indian capital
market by both private and public
companies. Thereafter, an overview
of the concept of private place-
ment is given to enable a betfter
appreciation of its unique role in
raising funds for organizations that
are not publicly quoted in a regis-
fered stock exchange. The changes
in the provisions of the new Compa-
nies Act, 2013 in regards to private
placement have been done
keeping in mind, the investors'
protection. Fixed timelines for share
allotment and levy of interest on late
refund of subscription money with
interest are some good steps
fowards safeguarding investors'
interests. The paper endeavour to
present an overview of private
placements as sources of long term
funds in the Indian Capital Market. It
also looks at the issues raise in the
private placement procedure and
the changes made in the new
Companies Act, 213 with respect to
old Companies Act, 1956.

Key Words:

Private Placement, Long-term

Funds, Resource Mobilization,
Secuirities.
237

Gholam Syedain Khan

Introduction

i Savings, investments and the borrowings
are the three widespread phenomena
i imbibed in the financial system of any
country. The persons or insfitutions with
i excess funds invest and the deficit
i economic units resort tfo borrowing in
order to cover their shortfalls. Similarly,
i when business houses suffered from any
i fund deficit or need to expand their
operational activities, they need to raise
i long-term funds in the capital market of
i the country. When it decides to raise its
Ecopi‘rol, speed and fewer procedural
i requirements are two factors which are
i of major concern. This becomes even
i more crucial when foreign shareholders
i are involved and time has to be fac-
E‘rored for potentially securing internal
i approvals at various levels for those
{ investments by such foreign sharehold-
: ers. There are many methods to raise the
i capital, though; companies often take
irecourse fo private placement for
alloftting shares and increasing their
i capital. Itis basically, used to refer to the
i sale of securities of a company that is not
i quoted on the floor of a regular stock
i exchange to aselect group of investors.

{ Private placement is considered as a
¢ vital means of raising capital and it is in
i increasing trend in the world capital
i markets as it has some unparalleled
i advantages compared with other
i refinancing  ways.

Firstly, based on
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keeping constant expansion pressures
of current stock markets and avoiding
secondary market shock. Listed firms
can raise sufficient external capitals
from equity-controlled shareholders,
institutional investors and strategic
investors using private placement.
Secondly equity-controlled sharehold-
ers can pour quality assets into listed

higher-quality stock assets are infro-
duced into capital market, which are

and future related party tfransactions,
enhancing sustainable profitability and
independence of listed firms. Thirdly
regulatory section need lower informao-
tion disclosure of private placement
and implement easy audit procedures,
which are helpful to saving financing
costs and time at the same fime
protecting commercial secrets of listed
firms (Wang and Zu, 2014).

Private placements typically occur in
the form of block deals issued o firm
managers, private equity players, or
banks and other financial institutions. I
was reserved primarily for private
unquoted companies as well as small
firms who are desirous of raising long
term funds; but who are unable to bear
the technicalities and cost of an initial
public offer (IPO). In recent times
however, some emerging markets have
relaxed theirrules and regulations which
barred publicly quoted firms from raising
funds in the capital market through
private placements. Private place-
ments from its very name is supposed to
be private, and allowing firms that are
publicly quoted in the Stock Exchange
to engage in it could prove very
dangerous as it could lead to a great
deal of malfeasance in the capital
market. In the background of these

Volume 41, No. I, April 2015

i issues, the objective of this paper is to
i provide an overview of private place-
i ments as sources of long term funds in
i the Indian Capital Market. It also look at
i the issues raised in the private place-
ment procedure and the changes
i made in the new Companies Act, 213
{with respect to old Companies Act,
£ 1956.

firms through private placement and

i Private Placement as sources of Long-
i termfunds

helpful to reducing re-investment time

i The private placement route offers
i several advantages to issuer for raising
i resources. The time taken by, as well as
i the cost of issue for the private place-
i ment route is much less for the issuer as
i compared to the public and right issues.
i Olowe
! placement is an arrangement whereby
an issuing house arranges for the
i company shares to be bought privately
: by small number of investors such as high
i net-worth individuals and institutional
i investors. A private placement as the
i name indicates is a placing carried out
i privately rather than through the Stock
i Exchanges new issue market. A private
i placing of securities could be described
i as occurring on the primary finance
i market (Freear, 1985). In private place-
ments, securities are placed by a
i stockbroker with clients who have
already agreed to subscribe, advertising
i and underwriting costs are avoided and
ithe security does not benefit from
i access to the Stock Exchange trading
i market. Also they tend to be smaller in
i size with low marketability which greatly
i reflects in its price. Wruck (1989) argues
i that private placements ensure better
i monitoring by more informed, sophisti-
i cated investors, and hence, the market
i reacts positively to their announcement
in anficipation of improvements in

(1997) opined that private



allocation of corporate resources.
private placements can mitigate the
information asymmefry problem
discussed in Myers and Majluf (1984).
According to them, management can
credibly convince investors in a private
placement about the firm's prospects
through one-on-one negotiations -
which would be infeasible when
dealing with a large number of public
investors.

Issuesin Private Placement

Although, there are ample of examples
where private placement are very
good for the long-term finance of the
companies, but sfill there are several

issues raised in the private placement
market by researchers which need to
i Private placements as a favoured
i destination

particularly in equity is to determine the

Eln all these plethora of issues, private
i placement is still considered as the
preferred destination for raising capital
i in short span of fime. Private placements
i occupy a particular niche in the Capital
i Market of most economies where it
i serves as an absolute means of raising
i long term funds for small and medium
i size firms. Such firms are usually faced
i with the highest issue costs in public
fissues (Brealey and Myers, 1996). Such
 firms in ferrible need of funds who are
i faced with high floatation cost would
 find private placements very enticing.

is clearly aimed at discouraging :

i In terms of instrument, debts instruments,
i mainly bonds and debentures of
i different maturities, were preferred the
i most. The equity portion was raisedin the
i form of preference shares. The factors
i that led to private placement becom-
ing a favoured route for Indian corpo-

be addressed in the Indian context. The
main problem of private placement

issue price of private placement.
Rational issue price and price discount
are directly related fo the vital interests
between old and new shareholders,
and are related to the successful
implement of private placement
program. Reasonable pricing of private
placement is reflected by price dis-
countlevel of private placement. As per
the SEBI regulations the issue price in a
private placement cannot be lower
than the maximum of the most recent
market price and the average market
price in the previous six months. This rule

managers from "timing" the market and
also from "manipulating” stock prices in
order fo issue shares to themselves at
low prices (managerial self-dealing).
Hertzel and Smith (1993) find that price
discounts of private placement reflect
information costs borne by private

ESEARCH BULLETIN

i investors and abnormal returns reflect
Hertzel and Smith (1993) suggest that
i value, information effects appear to be
i relatively more important than owner-
i ship effects for the smaller firms. Hertzel
Eond Rees (1998) propose that private
i equity placement conveys favourable
i new information to investors and that
i the information reflects the changes of
i future earnings. Cronpvist and Nilsson
(2005) suggest that private placements
i are often made to passive investors,
i thereby helping management solidify
: their control of the firm. Price discounts of
i private placement, stock-price reac-
i tions, post placement activities of the
: purchasers, and large blocks of stock
i favour managerial entrenchment as the
i explanation for many private place-

favourable information about firm

ments.
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rate and financial institutions are as
follows as given by Pathak (2011):

inthe primary market since 1995-96.

September2003.

e Private placement has no lock-in
period except when it is in favour if

promoters.

e There is no compliance system for
the merchant bankers in private :
placement as in the case of public !

i o The company wants to raise money

issues.

e The limit of bank's investment on
debt has been made this market
i o The privately owned company

more buoyant.

e Benefits of operational flexibility and

attractive pricing.

this markeft.

The major issuers of privately placed
securities are financial institutions, banks
and central and state-level undertak-
ings. The subscribers are banks, provi-
dent funds, mutual funds and high net
worth individuals. In India privately
placed securities are admitted for
frading, but are nof listed. Banks do not
frade these securities and hold them fill
mafturity. Hence, there is no secondary
market for such securities. There is still not
much depth in the private placement
market as the number of investors is
quite low and it is regulated as per the
Companies Act and the SEBI guidelines

Volume 41, No. I, April 2015

i in India. Further they have to comply

i with the listing agreement of stock

i exchanges.

e The prolonged subdued conditions

i As given by Emenike (2014), private

i placement s best used when:

e Private placementsin India were not
bound by any regulatory system fill

e A company needs cash to furn itself
around and cannot spell out ifs
hopes in a prospectus to raise funds
by public subscription. Hence,
sophisticated investors are invited
privately who can make a value
judgment on the company's pros-
pects and put up the money for
investment purposes only;

for special purposes, like a take-over
or merger quickly;

needs the financial muscle for going
public;

e A privately owned company wants
e Short-term debentures and non-
convertibles debentures are more
popular with issuers and investors in

to remain private but desires to use
the facilities provided by the capital
market for funds raising (Osaze,
2002).

: Available data indicates that private
placement has become the preferred
i route for raising capital by both private
i and public sector companies. In India,
i this route has gained enormous impor-
i tance during the last few years, in view
i of the prolonged subdued conditions in
i the new issue market. Table - 1 reveals
i that from 2008-09 to 2009-10 the amount
i of resources raised through private
i placement almost doubled from Rs.
: 956.89 bilion to Rs. 2332.94 in private
i sector, and the same momentum of
i raising
i placement, traced in public sector also.

resources through private
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The public sector garnered huge
resources from the private placement
markets. The resource mobilisationin the
private placement market in the last
few yearsisinincreasing frend. Now, the
question arises, after the implementa-
fion of the sfringent rule of the new
Companies Act, 2013, the resource
mobilisation in the private placement
markets willincrease?

Private Placement in the new Compa-
nies Act, 2013

The Companies Act, 2013 primarily
prescribes four modes of increasing
share capital: Public issue, Rights issue,
Bonus issue and Private placement. In
the case of public issues, securities are
allofted to the general public. A public
or a private company can also increase
its share capital base through a rights
issue where securities are allotted to the
existing shareholders on a pro-rata

who intend to raise capital without
diluting stake of their existing sharehold-
ers. Under a bonus issue, a company
canissue fully paid-up bonus shares to its
members out of its free reserves, security
premium account or capital redemp-
fion reserve. A private placement of
securities is an offer by a company, to a
select group of persons to subscribe its
securities.

Private placement is discussed in details
of Chapter Ill, Part Il of the Companies
Act, 2013 deals. Section 42 of the
Companies Act, 2013 defines 'private
placement' which is resemble to the
interpretation of the Supreme Court as
"any offer of securities or invitation to
subscribe securities to a select group of
persons by a company (other than by
way of public offer) through issue of a

Volume 41, No. I, April 2015

i private placement offer letter and
i which satisfies the conditions specified in
 this section including the condition that
i he offer orinvitation is made to not more
ithan 50 or such higher number of
persons as may be prescribed (exclud-
iing QIB's and employees offered
i securities under ESOP) in a financial
fyear'.

EThe new provisions of the Companies
i Act, 2013 have widened the scope and
i cover awhole lot of instruments by using
i the word 'securities, and not 'shares’,
i which can
i debentures and other marketable
i securities etc. The Companies Act, 2013
iunder section 42(4)
i company to comply with the provisions
tof SEBI Act & SCRA, if any offer or
i invitation is not in compliance with the
i provisions of the section and such offer
: or invitation shall be freated as a public
i offer.

basis. This route is apt for companies

i In order to ensure greater control and
i compliance over the private compa-
i nies, the Companies Act, 2013 has
i withdrawn most of the exemptions as
i available under the Companies Act,
£ 1956 and made significant changes in
i the provisions relating to private place-
iment of securities,
important route for raising the funds by
i the companies. The companies Act,
1956 did not define the term 'private
i placement'
ishares or debentures/invitation to
i subscribe for shares or debentures to any
i section of the public were not regarded
i as public issues under section 67(3) the
: Act, 1956i.e where shares or debentures
i are available for subscription or pur-
ichase only to those receiving the
: offer/invitation and offer/invitation is a
i domestic concern of the issuer and

include shares, bonds,

mandates a

which was an

rather certain offers of
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those receiving the offer/invitation,
were fermed as private placement.
However, as per the proviso to section
67(3) of the Companies Act, 1956, when
a company made an offer or invitation

50 or more persons, such offers was
freated as made to public. Under the
Companies Act, 1956 the conditions
relating fo private placement were
applicable only to public companies.
On the confrary Act, 2013 provides
various conditions for private place-
ment of shares and debentures which
apply to both private companies and
public companies.

Background of the change

The changes made in the new Compa-
nies Act, 2013and the conditions
imposed in relation to private place-
ments by companies seem to have
been issued on the background of the
case of Sahara Group. Two subsidiaries
companies of the Sahara Group,
Sahara India Real Estate Corporation
Limited (SIRECL) and Sahara Housing
Investment Corporation Limited (SHICL)
issued unsecured optionally fully-
convertible debentures (OFCDs)

more than two crores investors. The

the public by Sahara through issuance
of OFCDs were minutely scrutinised by
Securities Exchange Board of India
(SEBI) and they issued a show cause
notice to SIRECL and SHICL inter alia
stating that the issuance of OFCD's are
public issue and therefore liable to be
listed u/s 73 of Companies Act, 1956 and
also directed to refund the money
solicited and mobilized through the
prospectus issued with respect fo the
OFCD:s, since they had violated various

Volume 41, No. I, April 2015

i other clauses of the SEBI (Disclosure and
i Investor Protection)
i and also various provisions of the SEBI
i (Issue of Capital and Disclosure Require-
i ments) Regulations, 2009.

to subscribe for shares or debentures to

i However, Sahara Group defended that
{ OFCDs were issued in the nature of
: "nybrid instruments" as defined u/s
i 2(19A) the Companies Act, 1956 and
SEBI did not have jurisdiction to adminis-
i ferthose securities since Hybrid securities
i were not included in the definition of
: 'securities’
i Exchange Board of India Act, 1992, or
the Securities Confract Regulation Act,
: 1956
governed by the Central Government
i under section 55A(c) of the Companies
{ Act, 1956. Later on the Supreme Court
i held that OFCDs issued by Sahara Group
i were public issue of debentures, hence
i securities and once the number 49 is
i crossed, it attract the proviso to Section
67(3) and will be treated as an issue to
i the public. Further,
i Section 73(1) of Companies Act, 1956
and application for listing becomes
i mandatory which falls under the
i administration of SEBI u/s 55A(1) (b) of
: the Companies Act, 1956.

amounting to about Rs 24,000 crores to

: Penalty for Contravention

large scale collection of money from

i Regulations related to private place-
: ments across the world shed some light
i on the critical issue of managerial self-
i dealing. Regulators typically restrict
i possible self-dealing in private place-
i ments by either (i) prohibiting managers
! from participating in private placements
altogether, or (ii) placing restrictions on
i the issue price in a private placement to
i ensure that managers are unable to
i expropriate shareholder wealth by
Eissuing shares tfo themselves or other\

Guidelines, 2000

under the Securities and

(SCRA), instead it would be

it also attracts



friendly investors at huge discounts. On
the same line, the new Companies Act,
2013 also become more stringent in
dealings with private placement
According to Section 42(10) of the Act,
2013, if a company makes an offer or
accepts monies in contravention of the
section 42 of the Act, 2013, the com-
pany, its promoters and directors shall
be liable for a penalty which may
extend fo the amount involved in the
offer or invitation or two crore rupees,
whicheveris higher. The company is also
required to refund all monies to sub-
scribers within a period of thirty days of
the orderimposing the penalty.

Since the requirements for raising the
funds by way of private placement

significantly increase the compliance
burden on private companies looking
fo raise funds through private place-
ment. As no specific exemption has
been provided for private companies or
small companies, it will lead fo reduce
flexibility available to private compa-
nies and the companies operated by
closely held people for the raising funds.
However, through the implementation
of this section, better governance of alll
companies is expected which will lead
to the transparency in the affairs of the
Company and accountability of the
directors. The strictness of this section
can be seen as aresult of the loopholes
in the earlier Companies Act, 1956
whichleadto Sahara Group case.

Conclusion

There are various reasons why private
placements are preferred over other
kind of issues like rights or a bonus issue
from the companies' standpoint. In the
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i right issue or bonus issue, a company
i can issue only 'shares', whereas in a
i private placement, it can issue 'securi-
i fies' i.e. shares, debentures and even
i hybrid
i convertible debentures even to persons
i other
i changes in the provisions of the new
i Companies Act, 2013 in regards to
i private placement have been done
keeping in mind, the protection of
i investors.
i dllotment and levy of interest on late
refund of subscription money with
i inferest are some good steps towards
i safeguarding
Companies cannot now promise share
i allotment, collect money from inter-
i ested investors and then delay allot-
have been made more stiingent, it will
i order to ensure that private placements
i stay private, the Companies Act, 2013
Ecleorly prohibits advertisements. As a
i result, unlike the practices under the
: Companies Act,
i cannot now Uutilize media, marketing
i channels, services of agents and brokers
: or ofher distribution channels to make a
i private placement. The mandate for
i maintaining separate bank accounts
has intfroduced transparency and
i accountability.
quantum of penalty for violation of
i section 42 and detailed provisions,
i pavesway for the better governance for
i all the companies and we can expect
i there is no instance of misinterpretation
i of the law by the companies. Indian
i business houses that are willing fo raise
i their capital through private placement
i have to comply with the stringent rules
laid down by the new Companies Act,
: 2013 and SEBI regulations and at the
i same time they also have to be cautious
i enough to decide the price of the issues.

instruments like compulsorily

than shareholders too. The

Fixed timelines for share

investors' interests.

ment and issue of share certificates. In

1956, companies

Further, with high
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Regulation and Corporate Finance: Case of
FCCB issuances by Indian firms

Abstract:

Issuance of Foreign Currency
Convertible Bonds (FCCBs) by Indian
firms is regulated fo a large extent by
various agencies. We examine
various aspects of prevailing
regulations and analyze trends in
issuance of FCCBs by Indian firms
during 1993-2013 in light of these
regulations. Market conditions, firm
specific financing objectives and
other factors that may influence
capital raising activities have been
addressed in many previous studies.
This paper attempts fo throw light on
the influence of regulatory require-
menfts on corporate financing in the
Indian context. Regulators may like
to re-examine these frends and
frame future policies and issuers will
also be able to evaluate appropri-
ateness of FCCBs as a financing
instrument in meeting their objec-
tives.

Key Words:

Regulation, FCCBs, India, Trends.

Vrishali N. Bhat

Infroduction

: Historically, businesses were financed
iout of equity contributions
i borrowings from banks and financial
i institutions.
i became a lesser hindrance for doing
i business and scale of operations
i expanded the need for supplementing
i these traditional sources were increas-
fingly felt. As is the case with production
i fechnologies,
i contributed significantly to the evolution
i of financial strategies that served the
imanagement objectives
i Deposits from public, bonds, deben-
i fures,
i convertibles and other instruments
: presented themselves as an answer.

and

As political boundaries

competitive pressures

better.

preference shares, warrants,

{In Indian context, financing choices
: were
i legislative conftrols instituted by regulo-
tors such as Ministry of Finance, Reserve
i Bank of India, and Ministry of Industries
: and Commerce. For over two decades
after independence multilateral agen-
i cies like International Finance Corporo-
i fion and Asian Development Bank and
: Indian development finance institutions
i like Industrial
i India, Industrial Finance Corporation of
: India and Industrial Credit & Investment
i Corporation of India were key providers
i of industrial finance. Supporting them
: were State Finance Corporations and
i State Industrial Development Corpora-

limited because of numerous

Development Bank of

Volume 41, No. I, April 2015



ESEARCH BULLETIN

fions at theregionallevel.

Gradually with relaxation of legislative
confrols, Indian firms could also use
various innovative financing options to
meet their objectives. For instance; in
the Indian context; issuance of foreign
currency convertibles was permitted
only from late 1993 onwards. In this
paper we focus on Foreign Currency
Convertible Bonds (FCCBs) issued by
Indian firms.FCCBs are corporate debt
instruments denominated in a currency
different from the issuer's domestic
currency. The coupon and principal is

i Indian firms have accesses overseas
i capital markets for their financing
i requirements. They have raised capital
{in the form of Equity (i.e. ADRs/GDRs),
i Convertible Debt (i.e. FCCBs) and Non-
i Convertible Debt. On average FCCBs
i represent nearly 26% of total capital
i raised from overseas capital markets
: during 1993 to October 2013. As can be
i observed from Figure 1, FCCBs have
been widely used as a financing
{ instrument especially during the period
i 2002-2009. Given the use of FCCBs issues
by Indian firms, there is a need to analyse
i frends, issues and challenges toissuers.

payable in the foreign currency. The

bonds usually carry an option to the
investor to exchange, either in whole or
in part, the principal and interest
accruing thereon for equity shares of
the issuer. In some cases the issuer may
also have an option to redeem the
bonds before maturity.

Issuing firms can decide the issue terms
such as coupon, tenor, pricing, call

EThe rest of the paper is structured as
i follows. We first review literature related
i fo convertible bonds. Then in the next
i section we examine various aspects of
i the regulatory environment prevailing
i on date in the Indian context. We also
present the frends on use of FCCBs by
i Indian firms in light of these regulations.
 We conclude with some insights on
i areasfor furtherresearch.

protection and call price to meet their

objectives while adjusting to the legal

Literature on why Convertible Bonds

environment and market conditions.

However; in the Indian context exhaus-
five regulations govern not only aspects
like issuer eligibility but also other
characteristics of the issue such as size,
pricing, tenor efc. Thus; FCCBs issued by

fIn this section we review relevant
! literature on convertible bond financing.
{ We present the literature according to
i the research question addressed
i therein.

Indian firms are different from similar :

insfruments issued in other countries. A

: Why Convertible Bonds?

closer examination of these regulations

and their influence on trends in use of
FCCBs by Indian firms will be useful to
both regulators and issuing firms.
Regulators may like to re-examine these
frends and frame future policies and
issuers will also be able to evaluate
appropriateness of FCCBs as a financ-
ing insfrument in meeting their objec-
fives.

Volume 41, No. I, April 2015

i Agency problem (i.e. shareholder-
i creditor conflict of interest) and informa-
i fion asymmetry (between mangers and
investors) are the main theories explain-
i ing use of convertible bonds. Sharehold-
iers in highly levered firms can have
fincentives to increase firm risk by
i accepting more projects having volatile



returns. Jensen and Meckling (1976)
and Green (1984) propose that convert-
ible bonds can be used by firms to
resolve/mitigate this risk-shifting prob-

with firm value but conversion dilutes

Therefore, in the presence of convert-
ible debt; shareholders' incentive to
accept risky projects with high potential
returns is reduced. Other studies by
Chesney and Gibson-Asner (2001), Julio
et al (2007) extend Green's work.
Empirical evidence shows that convert-
ibles are more likely to be used by small
growth oriented firms; they are used to
finance R&D expenses or acquire
intangible assets.

Stein (1992) argues that firms faced with
a situation where raising equity s
unattractive due to significant informa-
fion asymmetries, may resort to issuing
convertible debt as an indirect method
of raising equity. Convertfible debt
mifigates the adverse selection cosfs
(negative signalling) associated with
raising equity. It acts as a substitute for
equity in firms with significant informa-
tion asymmetries and high financial
distress costs. Stein's model extends the
findings of previous surveys done by
Pilcher (1955), Brigham (1966) and
Hoffmeister (1977) where respondents
(mainly managers of firms) referred to
"delayed equity" as the prime motive for
issuing convertible bonds.

Mayers (1998) focuses on appropriate-
ness of convertible debt to resolve a
future financing problem where firms
may need fundsin stages for expansions
and emerging growth opportunities.
Mayers proposes that the conversion
feature of convertible debt helps in
reducing the problems associated with

ESEARCH BULLETIN

i sequential financing as well as control-
i ling the overinvestment problem. This
view is further supported by Cornelliand
i Yosha (2003) and Chang et al (2004).
lem. The incentive to convert increases

: Why Foreign Currency Debt?

the equity held by current shareholders.

Henderson et al (2003) observe that
i international debt accounts for more
i than 90% of all international security
tissues. They also find that the share of
i foreign convertible bonds amongst all
i convertible bonds has been steadily
{ increasing. Therefore, the importance of
i studying issues like currency denomina-
fion and choice of markets in relation to
i debtsecurities.

i As noted by Keloharju and Niskanen
i (2001), Kedia and Mozumdar (2003) and
i Aabo
Eforeign exchange risks (in the form of
i receipts or assets in foreign currencies)
i explains firms' preference to raise debtin
foreign currencies as against domestic
i currency. Further as noted by Shapiro
: (1984), Rhee et al (1985), Jorion and
i Schwartz (1986) and Hodder and Senbet
i (1990); the presence of market imper-
: fections (flotation costs, corporate tax
i arbitrage, legal barriers and costs of
{information gathering for foreign
: investors) gives rise to opportunities for
i minimizing borrowing costs and thus
i influences currency denomination of
i debt. Other researchers (Dufey (1972),
i Siegfried et al (2007) and Habib and Joy
: (2008)) have also shown that the choice
i between domestic and foreign cur-
i rency is affected by conditions (size and
i depth) of local debt market, the desire
 to diversify investor base, the duration of
i the underlying sovereign bond markets,
i nominal
i between two currencies and exchange
 rate volatility.

(2006) hedging exposure fo

interest rate differentials

Volume 41, No. I, April 2015



ESEARCH BULLETIN

Law/Regulation and Corporate Finance

Rights of providers of capital (i.e. equity
shareholders and creditors/bond
holders) are protected in various ways
and fo varying degrees across coun-
fries. Shleifer and Vishny (1997), La Porta
et al (1997) examine differences in the
provisions of corporate laws (with
respect fo legal protection offered to

find that in countries with poor share-
holder protection laws; debt is more
widely used. This is because default on
debt is easier to define and observe.
Consequently firm in countries with
stfrong creditor protection laws rely
more on debt capitalwhereas firms in
countries with strong shareholder
protection laws rely more on equity

capital. Rajan and Zingales (1995), Miller
i some also include foreign currency
i convertibles. There is a lack of studies
i focussing exclusively on the foreign
i currency convertibles.
i relation between law and issuance on
i convertible debt has been examined
i from the context of the local bankruptcy
{laws and/or laws for protection of
: minority shareholders. However; FCCBs
iissued by Indian firms are substantially
i different. The issuer has little freedom in
 structuring/designing  the convertible
i debt as most issue terms themselves are
i subject to regulations. Thus an analysis of
i the regulations and their influence on
i use of FCCBs as a financing instrument is

and Puthenpurackal (2001), and Reese
and Weisbach (2002) are other studies
which emphasize the connection
between legal systems and corporate
finance and provide similarinsights.

While these aforesaid studies refer to
ordinary or straight debt; others have
extended these studies to call protec-
fion terms in convertible securities. Firms
can time calling the bond to meet their
next investment requirements.
Korkeamaki and Moore (2004) find that
investments after a convertible issue are
closely related fo the call profections
tferms. Demirguc-Kunt and Maksimovic

(1999) argue that legal systems promote
i systems within the country.

be more

: Data

better shareholder protection. Convert-

: A list of Indian firms which have issued
i FCCBs from 1993 to October 2013 is from
{ PRIME Database. This database pro-

stock market development and
therefore convertibles will
equity-like in countries that provide

ibles issues in these counfries are
therefore expected to have weaker call
protection terms which can be used to

Volume 41, No. I, April 2015

i force investors to convert from bond-
i holders to shareholders.
{ (2005) uses cross country sample of
i convertible bonds and provides further
i evidence of the relation between call
protection terms, coupon rate and legal
i systems prevalent in the issuers' country.
i In countries with weak bankruptcy laws;
i convertibles are found to have strong
i callprotectionterms.

providers of capital) and their enforce-
ment in various countries. Their studies
i have focused on bonds issued by
i American/European firms or other well
i developed debt markets. In view of
! differencesin the stage of development
tof capital
i environment there is scope for examin-
i ing convertible debt issuances by firms
from emerging markets. Also these
i studies have focussed mainly on

Korkeamaki

Most of these studies reviewed above

markets, the regulatory

domestic currency convertibles though

Further; the

useful before extending it to legal



vides the name of the issuing firm,
industry classification of the issuer, issue
date and issue size. For other
terms/features of the issue; the issuing

online from the ISI Emerging Markets.
Details of the regulations and amend-
ments thereto are accessed online from
Reserve Bank of India.

There are a total of 305 issues of FCCBs
by Indian firms during this period.
However, Annual Reports are not
available for the period 1993-2002.
Therefore issues from 2003 to 2013 are
only analysed. In some cases complete
detailed information about the
terms/features of the issue is not men-
fioned in the Annual Reports. Subject to
this; all available data is analysed and
presentedin the next section.

Regulations and Trends in Issuance of
FCCBs

In the Indian context issuance of Foreign
Currency Convertible Bonds was
permitted only in 1993. The Ministry of
Finance vide Notification No. S-
11(25)/CCI-11/89-NRI, dated 12th

November, 1993 outlined the "“Issue of i
i many tight regulatory restrictions on
i total financing costs and end use of
Efunds making many Indian firms not
i eligible to issue FCCBs. As against this,
the period during 2002-2009 witnessed
i an increasing frend and accounts for
i about 83% of total FCCB issuances. This
i may be due to a combination of factors
i like

Foreign Currency Convertible Bonds
and Ordinary Shares (Through Deposi-
tory Receipt Mechanism) Scheme,
1993". AlFCCB issuances have to further
comply with the policy guidelines
applicable to ECBs as nofified and
amended from time to time. Issuers are
also governed by provisions of the
Companies Act; 1956, Foreign

Exchange Management Act; 1993 and
i governing FCCBs, and growth of Indian
i equity markets. During 2009-13 the tfotal
capital raised through overseas capital
i markets has declined considerably
i mainly due to the effects of the global

Income Tax Act; 1961.

The policy guidelines as originally issued
contained many restrictive clauses
regarding issuer eligibility, end use of

ESEARCH BULLETIN

i funds, total financing per annum,
! prepayment, pricing etc. These guide-
: lines were liberalized gradually through
i amendmentsissued from time to time.
firm' Annual Reports are referred to

i After relaxation of exchange controls in
ithe early
i accessed overseas capital markets for
: primary issues of equity, straight debt
i and convertible bonds.
Eobserved from Figure 1, during 1993-
i 2001,
i overseas capital markets for equity
Efunds. Equity funds represented about
i 59% of total capital raised through
i primary issues in overseas capital
i markets during this period while FCCBs
irepresented a mere
i during 2002-2009nearly 40% of total
: capital raised has been through FCCBs.
i This reflects the increased use of FCCBs
i as a financing instrument in recent years
: by Indian firms.

1990s, Indian firms have

As can be

Indian firms mainly accessed

11%. However,

It is observed from Figure 2 that during
: 1993-2001, FCCBs have beenissued only
! intermittently. This period accounts for
fonly about 6% of total funds raised
i through FCCBs over the years. A
i declining frend in the total funds raised

may be primarily due to factors like

increased economic activities,
gradual amendments to the regulations
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Figure 1: Overseas Primary Market Issues by Indian firms

% of Total Funds Raised

Overseas Issues by Indian Firms

Source: PRIME Database, India

Figure 2: FCCB issues by Indian firms
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economic meltdown. Assuch; post 2009
i the proposed issue does not violate
i maximum limits for FDI in the sector in
A closer examination of the FCCB i
issuances by Indian firms during 2003-
i clearance from FIPB and the Finance
i Ministry, GOL.

the use of FCCBs has declined.

2013 in light of the policy framework
governing their issuance reveals the
followingissues and challenges.

Eligibility: FCCBs are treated as Foreign
Direct Investment (FDI) in the issuing firm.
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As such the issuing firm must ensure that

which it operates. If the FDI limit is likely to
be exceeded, the firm must obtain prior

gPrimorin Corporate bodies registered
§under Indian Companies Act,
i which are

1956

listed on Indian stock



exchange are eligible to issue FCCBs.
Initially unlisted companies were not

onwards unlisted companies seeking to
raise capital through FCCBs were
eligible subject to simultaneously
seeking listingin the domestic markets.

Housing Finance Companies (HFCs)
were not eligible issuers initially. But from
August 2005 onwards listed HFCs were
also permitted subject to fulfiment of
condifions regarding minimum net
worth & issue size conditions. This led o
an issue of USD 500 million by Housing
Development Finance Corporation in
September 2005. This was the largest
issue of FCCBs by any Indian firm fill then.

NGOs engaged in micro financing
activities, Multi-State Co-operative

activities and NBFCs exclusively involved
in infrastructure financing as “eligible
issuers"in 2005, 2006 & 2009 respectively.
However, there have been noissuances
of FCCBs by such NGOs/Co-operative

Societies/NBFCs till date.

Thus, Individuals, Not for Profit organiza-
tions and Trusts are not allowed to issue
FCCBs. Further, to protect interests of
investors and misuse of funds, compa- :
nies restrained from accessing capital
markets by the SEBI are also not permit-
ted toissue FCCBs. NBFCs, FIs and HFCs
though eligible issuers, are required to
seek specific prior approval from the RBI.

Only International Banks, Multilateral
International
Capital Markets, Export Credit Agen-
Suppliers of equipment and
Foreign Collaborators are recognized
as lenders or investors of FCCBs. Thus,

Financial Institutions,

cies,

ESEARCH BULLETIN

i the bonds may be subscribed to only by
i non-residents.

eligible. However, from September 2005

i As given in Table 1, more than 200
i companies from diverse sectors have
i raised funds through FCCBs to meet their
i financing
i Predominantly FCCBs have been issued
i by firms in Metals & Forgings, Automo-
i biles & Auto Components, Pharmaceu-
i ficals & Hospitals (nearly 11% each),
i Power Generation & Supply, Telecom-
 munications and Information Technol-
i ogy (around 9% each). Firms in other
i sectors like Oil Exploration, Chemicals &
! Fertilizers,
i Business, Transport & Logistics and
i Banking/Financial Services etc. have
i alsoissued FCCBs.

Further amendments have notified i

i Table 1: Industry Classification of FCCB
: issues by Indian firms

Societies engaged in manufacturing

requirements/objec-tfives.

Hospitality, Food & Agro-

Industry Amount o
USD Mn.

Automobile & 3,009.96 11.09

Automobile

Components

Banking & 864.00 3.18

Financial

Services

Construction 601.02 2.21

& Infrastructure

Chemicals & 1,194.97 4.40

Fertilizers

Food, Beverage | 1,073.25 3.95

& Hospitality

Pharmaceuticals | 2,812.60 10.36

& Hospitals
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Indusiry Amount T i permitted to be used for Import of
USD Mn. i capital goods, new projects, moderniza-

i fion/expansion of existing production

Machinery & 310.49 1.14 i units. The scope was enlarged in 2004 to
Equipments i include investments in overseas wholly
i owned subsidiaries and joint ventures,

Electronics 675.00 2.49 i overseas mergers/acquisitions. Further
i amendments in 2008 and 2009 permit-

Engineering 132.00 0.49 i ted payments for spectrum allocation
iand development of integrated

Diamond 275.00 1.01 E‘rownships. But we find that no FCCBs
Cutting & i have been issued fill date to finance
Jewellery ispectrum allocations or develop

{ infegrated townships.
Metals & Forgings| 2,810.42 10.35 [
i Subject to prior approval and fulfiiment

Paper & Plastics | 560.00 2.06 of other terms and condifions specified
i by RBI, funds may also be utilized for
Information 2,358.62 8.69 : premature redemption of FCCBs issued
Technology i earlier. Refinancing of rupee loans
i availed from domestic banks is permissi-
Mining/Minerals | 705.00 2.60 ble in case of sea ports, airports, roads

i and power sector through a scheme of
Oil Exploration 1,315.00 4.84 i tfake-out finance From July 2011

& Petrochemical : onwards firms were allowed fo issue fresh
i FCCBs to meet redemption obligations
Transport & 1,109.18 4.09 i of old outstanding FCCBs to the extent of
Logistics : theirredemptionvalue.
Telecommu- 2,660.62 9.80 i In line with the permissible end use as
nications specified by the ECB guidelines, about
i 68% of the funds have been used for
Textiles 648.38 2.39 i funding capital expenditure plans
i (including expansion/modernization of
Others 1,308.15 4.82 i plants and import of capital goods) as
i shownin Figure 3. Nearly 24% of the funds
Power 2,718.36 10.02 |:i have been used to finance overseas
Generation i acquisitions and investments in subsid-
& Supply  iaries/joint ventures. Around 8% of funds
i have been used for refinancing of old
Total 27,142.02 100.00 loans/redemption of old FCCBs. Due fo

: regulatory restrictions on end use of
Source: PRIME Database, India and : funds we do not observe much diversity
Annual Reports of respective compaies | in actual utilization of funds. We thus

i notice that due to end use regulations
End Use: Capital raised through FCCBs s : funds raised through FCCBs have been
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used for capital investments. This is in
contrast to the international evidence

used to finance risky investments like
R&D oracquiringintangibles.

Figure 3: End Use of FCCB funds by

Indian firms

ESEARCH BULLETIN

i shipping have also issued FCCBs for less
i than USD 100 millions.

where convertibles have been mainly |

: Table 2: Issue Size of FCCB issues by

Expansion

End Use of Funds "z

Modernization
10%

Import of Capital
goods

Total 6%

50%

Refinancing
9%

Source: Annual Reports of respective :

firms

Issue Size: Companies in service sector
i Source: Prime Database,
i AnnualReports of respective firms
equivalent per financial year without

: It may be noted here that the permissible

(hotels, hospitals, sofftware companies)
may raise up to USD 100 million or

any previous approval for rupee and/or

foreign currency expenditure. Others
may raise up to USD 500 million per
: size relative to the size of the issuing firm
i may be more prudent as this may prevent
: the firm from facing financial crisis in case
: of eventual non-conversion of bonds.

As given in Table 2, FCCB issue size !

i Currency Denomination: The currency
i denomination choice is entirely left to
i the issuer. As such issuers may prefer to
i issue bonds in the currency in which most
: of their revenues are denominated so
i that the FCCBs act as a natural hedge to
foreign exchangerisk. Also the choice of
i currency denomination is limited as the
i Indian Rupee is not fully convertible.
fIndian firms have mainly issued U.S.
i Dollar denominated FCCBs as reported
i in Table 3. Around 95% of the funds is
raised is through U.S. Dollars only. Some

financial year. Specific approval is
required if the amount to be raised
exceeds these limitsin any year.

ranges from USD 5 millions to USD 500
millions. Nearly 80% of number of issues
are of small size - up o USD 100 millions
and represent about 42% of total funds
raised. A smallminority of 4% of the issues
exceeds an issue size of USD 300 million
and represents about 21% of total funds
raised.

Apart from firms in the service sector
(hotels, hospitals, software companies);
firms from many other sectors like steel,
textiles, media & entertainment and

Indian firms

i[Issue  |Noof |%No | USD %o

| Size Issues| of Mn. usb

usb Issues

0-100 238 [79.33]110,154.95141.90
101-200(40 13.33 | 6,336.84 |26.14
201-300(10 3.33 [2,687.00 [11.09
301-40016 2.00 [2,119.29 |8.74
401-50016 2.00 |[2,940.00 |12.13
Total |300 |100 |24,238.08 | 100

India and

issue size is restricted at a flat sum of USD
500 million. However, restricting the issue
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companies have also raised Euro (3% of
funds raised) or Japanese Yen (2% of
fundsraised) denominated FCCBs.

Table 3: Currency Denomination of :

FCCBsissued by Indian firms

Curr- NoofJ%No usbD %
ency |Issueq of Mn. usb
Issues|
u.s. 282 194.31121,307.06 | 94.95

Dollars

Euro |10 3.34 1619.09 2.76
Japa |6 2.01 |450.58 2.01
nese

Yen

Swiss |1 0.33 164.50 0.29
Francs

Total 299 | 100 [22,441.23 | 100

Tenure|No of [ % No |USD %
Issues| of Mn. usb
Issues
3 10 [379 [12025 |0.57
i| years
(15 244 | 92.42 (19,727.06|94.27
i| years
more |10 [379 |1,078.56 |5.15
i than
s
i| years
264 100.00{20,925.871100.00

Source: Annual Reports of respective
firms

Maturity: The bonds must have a

amounts up to USD 20 million. In case of

i Table 4: Tenure (issue date to maturity
: date) of FCCBsissued by Indian firms

ESource: Annual Reports of respective
: firms for the years 2004-2010

{ It appears that most firms have issued
i bonds with tenures of 3 or 5 years to
comply with the regulations. However,
i the payback time required for the
investments/projects financed through
e ; {FCCBs may be a more appropriate
minimum average maturity of 3 years for consideration in determining the tenure
: of these bonds.

amounts above USD 20 million and upto

USD 500 million, a minimum average ELisTing: Listing of the FCCBs on an

overseas stock exchange is not manda-
Less than 4% of the issues have fenures fory in Indian context. Howgver, in order
i fo atftract better valuations for the
securities and to provide investors with
20 millions) and represent less than 1% of | an exitroute most of the issues are listed.
i As mentioned in the annual reports of
i the respective firms, the bonds are listed
i on overseas stock exchanges mainly at
: Singapore, Luxembourg, London, and
i Hong Kong. Few issues of very smalll size
i are notlisted.

mafturity of Syearsisrequired.

of 3 years as shown in Table 4. These
comprise only of small issues (up to USD

total funds raised. More than 90% of the
issues (representing 94% of total funds
raised) have tenures of 5 years. Also, in
less than 4% of issues (representing 5% of
fundsraised) the tenure exceeds 5 years
and extendsup to 13 years.
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Financing Costs: The all-in-financing
cost includes coupon, other fees and
redemption i
premiums and related costs. The all-in-
financing costs (as currently prevailing)
cannot exceed 300 basis points over the

expenses payable,

6 month LIBOR (for currency of borrow-
ing) where the maturity periodis up to 5
years.

macro-economic policies.

As seen in Table 5(A), most of the bonds
issued are either 'zero coupon' (51% of
issues) or carry low coupons of 0.5-4%
(nearly 43% of the issues). In 6% of the i
issues, the coupon is equal to or
exceeds 5%. However, in most cases a

redemption premium is payable at
maturity if the bond is not converted as

In case of maturity period :
exceeding 5 years, the costs cannot
exceed 500 basis points over the 6
month LIBOR (for currency of borrow- :
ing). These ceilings are reviewed from
time to time and adjusted to reflect the

ESEARCH BULLETIN

e The average of the weekly high and
low of the closing prices of the
related shares quoted on a stock
exchange during the two week
preceding therelevant date.

Table 5(A): Coupons on FCCBs issued by
i Indian firms

Coupon No of % No. of
Issues Issues
0% 100 51.28
0.5%-2% 56 28.72
2.1%-4% 27 13.85
5% and above 12 6.15
Total 195 100

ESource: Annual Reports of respective
: firms for the years 2004-2010

can be observed from Table 5(B). :

Redemption premiums ranging from 5%
to about 60% are observed in most

i Table 5(B): Redemption Premium on
i FCCBsissued by Indian firms

cases. The redemption premium ranges :

up to 20% of principal in about 18% of
the issues and from 21% - 40% of princi-
pal in 45% of the issues. In 37% of issues,
redemption premium even exceeds :
40% of the principal. Thus, it is noticed
that though the coupon may be :
zero/low, the yield to maturity is much

higher.

Pricing: The pricing should not be less
than the higher of the following two :

averages

e The average of the weekly high and
low of the closing prices of the
related shares quoted on the stock
exchange during the two months :

preceding therelevant date and

Redemption No of % No of
Premium Issues Issues
upto 10% 6 5.77
11-20% 13 12.50
21-30% 20 19.23
31-40% 27 25.96
41-50% 35 33.65
51%and above | 3 2.88
Total 104 100

ESource: Annual Reports of respective
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firms for the years 2004-2010

The "relevant date"is the date on which
the Board of the issuing company
passes the resolution authorizing the
proposed issue. Until 2008 the guidelines
required issuers to consider equity price
movements during 6 months preceding
the relevant date. The guidelines were
amended to enable issuing firms to take
advantage of the most recent changes
in equity prices.

As the date of the specific Board

domain for all cases, we compare the
conversion price relative to the stock
price prevailing on the date of the FCCB
issue. We find conversion premiums (the
difference between conversion price
and market price expressed as a
percentage of market price) ranging
upto more than 100%. In few cases we
also find 'negative premiums'. This may
be attributed to the volatility of stock
prices between the 'relevant date' and
the actual date of issue of FCCBs.

Again the regulations specify the 'floor’

In case of adverse market conditions
presenting themselves during the
tenure of the bonds; foo large conver-
sion premiums may reduce effective-
ness of FCCBs.

Security: The borrower/issuing firm is free
to decide the nature of security to be
provided to the lenders. However,
creatfion of charge over immovable
assets and financial securities is subject
to FEMA Regulations/Notifications.

We find that all FCCBs issued by Indian
firms are "unsecured".

Volume 41, No. I, April 2015

i It may also be noted here that creation
i of specific reserves to meet redemption
i requirements is not mandatory. In the
i absence of both (charge over assets or
i creation of reserves); adverse market
i conditions and/or financial condition of
i the issuing firm may lead to situations
i where firms are unable to meetredemp-
 tion obligations. Such failure will not only
i adversely affect the defaulting firm but
also the credibility of Indian firms in
i international capital markets. Hence
i appropriate
: infroduced to address these issues.
meeting is not available in public

: Prepayment/Buyback: RBI had allowed
repurchase/buyback of FCCBs by issuers
ionly from December 2008 to March
: 2009. The buyback had to be at a
: minimum discount of 15% to the book
i value. Buyback could be executed with
i existing foreign currency reserves or fresh
EECB raised for this purpose. Bonds so
i repurchased had to be cancelled and
i could not be reissued. Once again RBI
i permitted buyback of FCCBs during July
: 2011 to March 2012. The buyback had to
i be at a minimum discount of 8% to the
i book value.

for pricing but do not specify any 'caps'.

It is fo be noted that buyback was per-
i mitted only during certain periods.
i Further, buyback of FCCBs issued by
i Indian firms had to be executed not at
i market determined discounts/values
i but at the values specified by RBI. As
i suchwe do not observe any buybacksin
i case of FCCBsissued upto 2004. We also
do not observe any buybacks in case of
i FCCBsissuedin 2009 and 2010. In case of
{ FCCBs issued during 2005-2008; bonds
were repurchased to the extent of only
: 2.70% of the fotal issue value. The very
i low buybacks may be attributed to the
: unwillingness of the investors to accept

regulations may be



steep discounts and rather receive the
redemption values on maturity.

As many issues are sfill outstanding and
are unlikely to be converted; RBI may
consider allowing buybacks again in
future. However; in view of poor investor
response in previous instances and

fion obligations for the issuers, it may also
consider permitting buybacks at market
determined discounts.

Conclusions

Issuances of FCCBs by Indian firms as
well as issue characteristics are gov-
erned by many regulations. In this study,
we have therefore analysed the trends

financing instrument by Indian firms in

desired

financinginstruments.

Apart from regulations; equity/bond
other macro-

market conditions,

ESEARCH BULLETIN

i economic factors as well firm specific
i conditions may affect the issuance/use
tof FCCBs as a financing instrument.
i Issuing firms will need to maintain a fine
ibalance between
i compliances, market conditions and
i their financing objectives to successfully
! issue FCCBs.

financial implications of large redemp-

i Further research on cross country
comparison of issue characteristics will
i enable us fto comment on effectiveness
i of the instrument. An evaluation of
i corporate laws in different countries as
i compared with India and the influence
i of legal systems on the issue characteris-
fics will also help develop greater
iunderstanding about the
: betweenlaw and corporate finance.
and challenges in use of FCCBs as a
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Extent of Retail Investors Participation in Indian
Stock Market- A Survey of Selected Cities in

India

Abstract:

The economic liberalization process
undertaken by the Indian govern-
ment during early 1990s has opened
up new dimensions for Indian
economy. The Indian capital market
especially stock market has
achieved new heights with the
implementation of liberalized
reforms. Since then the stock market
has grown in leaps and bounds.
Despite of such robust growth of
stock market, participation of retail
investors is minimal. In this paper a
survey was undertaken in five cities
of India to assess participation of
retail investors. Indian retail investors
still prefer traditional forms of
investment like Bank Fixed Deposits,
Post office savings, National Saving
Certificates efc. Indian stock market
remains to be dominated by Foreign
Institutional investors and Domestic
Institutional Investors. To counter
affect such, it is necessary that
domestic retail investors should
participate more in the Indian Stock
Market.

Key Words:

Retail Investors, Indian Stock Market,
Chi-square test.

Kajal Gandhi

Introduction

i The purpose of this study is to make an
i assessment of the incidence of retail
! participation in the stock market in India.
To be more specific, the study seeks to
i ascertain the retail investors' attitude
i fowards stock market investing and to
assess their perceptions of the various
i aspects of the Indian stock market. Most
i of the retail investors do not have much
{ investment expertise and most of them
: have but modest investment portfolios.
iThe mode of making
i decisions and developing investment
i portfolios by retail investors are different
in many respects from those by
i institutional and high-wealth investors. It
tis the latter category of investors who
: actually dominate the stock market. But
i retail investors are also important and
i they are also able to play a criticalrole in
i the growth of the stock market. Retail
i participation is particularly important for
i small cap companies. For some obvious
i reasons, institutional investors are not
i quite keen to invest in these companies.
i Retailers can be very important for the
i survival
i Another important role of retail investors
: lies in providing a stable ownership base
i for companies. This is because most
i retail investors tfrade relatively infre-
quently. However, all this can happen
ionly when retail participation in the
i stock market is sufficiently large. The

investment

of small cap companies.
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present survey provides first-hand
information on the contents of retail
investors' investment, and their trading
habits and decision making.

This paper is divided into five sections.
Section 1 explains the procedures used

The section also describes the form and

the purpose. Section 2 describes the
profile of the respondents. Section 3
analyzes the responses received from
the respondents. Section 4 provides the
concluding remarks.

The Survey Process

The survey was conducted in five cities:
Mumbai, Delhi, Kolkata, Chennai and
Ahmadabad. It started in January 2010
and lasted fill July 2011. The fotal
number of respondents surveyed was
1000. The number of respondents from
each city was 200. They consisted of
persons of various gender, marital
status, age groups, income groups,
occupation and percentage ofincome
they saved. Initially, a pilot survey was
conductedin above five cities taking 50
people from each city at the survey of
retail investors was random. The result of
Chi-square test performed on above
showed that qualification and marital

one's propensity to invest in stock
market. The results were crosschecked
by an indirect oral interview which was
conducted with an expert in this field
who at that time was a key official of
Mutual Fund-SKP Securities Ltd. It was
finally observed that that qualification
was the most significant factor affecting
investment decisions of respondents in
the market. Based on this outcome, final
population was divided into above

Volume 41, No. I, April 2015

i mentioned strata and the remaining
i samples were collected using stratified
isampling method. Around 57%
i Graduates, 26% Higher Secondary, 56%
i Post-Graduates and above and
Eremoining 10% Secondary and below
i secondary were selected.

to conduct the retail investors survey. :

i Respondents' Profile

content of the questionnaire used for

i As has been mentioned earlier, we have
i surveyed
i come from 5 big cities. The profile of the
Eresponden’rs surveyed
: below.

1000 retail investors. They

is explained

: As observed from above Table 1.1 that
i male respondents as compared fo
: female are greater in all the five cities. In
i every city married respondent are larger
ias compared to unmarried except
{ Mumbai where number of marital status
i are same. Maijority of respondents in all
i five cities belong to the age group of 26
‘to 35 years
i respondents in all five cities belong to the
i class of graduates (i.e. 57%). Salaried
i person are highest respondent (44%) as
i compared to other professional in all five
cifies. People who belong fo lower middle
i class whose income is under 3 Lacs are
i highest respondent in all five cities. People
i whose saving is in between 10% to 30%
i are highestin numberin all five cities.
status were important factors affecting

The above result throws light upon low
i participation of respondents in stock
i market.
: selected countries like Australia was 41%
i of population by end of 2008, 21% by
end of 2008 in Hong Kong, 18% by end of
: 2008 in UK, 10.5% by 2007 in China, 39.5%
i by end of 2008 in Taiwan, 27.7% by 2009
£ in US whereas India has only 1.3% of retail
i participation by end of 2010 (Shah J.,
:2012).

(i,e. 47%).Majority of

The retail participation in
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Table 1.1: An Overview of Demographic Distribution of Respondents City-wise

Demographic Mumbai | Kolkata | Ahmedabad | Delhi Chennai
Factors

Male 142 146 171 157 190
Female 58 54 29 43 10
Married 100 142 122 136 138
Unmarried 100 58 78 64 62
Under 25 77 8 70 45 29
26 TO 35 91 89 97 86 108
36 TO 45 27 63 21 39 38
46 TO 55 5 32 8 16 23
56 TO 65 - 7 2 10 2
65 & Above - 1 2 4 -
Below 6 22 1 4 3
Secondary

Secondary 9 19 2 20 24
Higher 51 49 51 37 73
Secondary

Graduates 127 102 128 116 95
Post Graduates 7 8 18 23 5
& Above

Business 73 76 47 73 67
Professional 16 25 9 12 11
Salaried 101 60 107 55 114
Student 2 8 14 31 4
Home Maker 8 27 20 20 2
Retired - 4 3 9 2
Under 3 Lacs 127 177 139 112 126
3LlacsTO 5 62 17 59 61 61
Lacs

5LacsTO 10 10 6 2 24 13
Lacs

10 Lacs TO 20 1 - - 1 -
Lacs

Above 20 Lacs - - - 2 -
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Demographic Mumbai | Kolkata | Ahmedabad | Delhi Chennai
Factors

Between 10% to 148 181 172 134 143
30%

Between 30% to 43 19 23 58 45
50%

Between 50% to 9 - 5 8 6
70%

More than 70% - - - - 6

Response Analysis

i As observed from above Table 1.2 that

i gender was a significant factor among

Propensity to Invest in Stock Market
across Different Groups of Demogra-
phics

respondent's choice of investing in sfock

i market in cities like Mumbai, Kolkata,
i Delhi and Ahmedabad. Marital status

i showed a significant difference only in

In this section, we try to analyze the
propensity tfo invest in stock market :
across different groups of demogro-
phics. To ascertain which demographic
factor affects most on one's choice of
investing or not in the stock markeft, , we
performed Pearson's chi-square testl,
the result of which can be summarized
as follows:

Here, we want fo test the Null Hypothesis
(Ho): there is no significant difference in :
propensity to invest in stock market :
across different groups of demographic
factor like sex, marital status,
qualification, age group, income group
etc.

Alternative Hypothesis (H,): there is
significant difference in propensity o
invest in stock market across different
groups of demographic factor like sex,
marital status, qualification, age group,
income group etc.

 cities like Mumbai and Ahmedabad.
: Age group factor showed a high
i significant statistical difference in cities
i ike Ahmedabad and Chennai then
{ followed by Mumbai. Income group of
respondent was highly significant factor
i in Ahmedabad. Qualification was seen
ito be highly significant in Mumbai,
i Kolkata and Chennai and also seen to
i be significant in Ahmedabad. Again,
i occupation was also seen to be
i significant factorin all five cities.

i This result is in line with previous studies
i which showed that demographic
factors play an important role in one's
: choice of investing in stock market
i which is a high risk investment avenue.
i Investor's
correlates with the investor's demo-
: graphic factors, such as age, level of
i education, income, marital status, and
iwealth
: Schlarbaum, 1974, 1977; Riley and Chow
: 1992). Investor's risk tolerance tends to

risk folerance positively

(Lease, Lewellen, and

i increase with the age. Investors tend to

If the level of significance i.e. p < 0.05,
then we reject null hypothesis otherwise
acceptit.

Volume 41, No. I, April 2015

ibe
Eopprooching retirement. Besides that,
i the

risk averters when they are

level of investor's education
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influences positively investor's risk
behavior (Schooley and Worden, 1999).
More specifically, investors with specific
jobs, namely corporate executive,
lawyer, doctor, tend to be more risk
tolerant (Barnewall, 1987).

Again, Warren et al. (1990) and
Rajarajan (2000) predict individual
investment choices (e.g., stocks, bonds,
real estate) based on lifestyle and
demographic attributes. These investors
see rewards as contfingent upon their
own behavior (Rajarajan, 2002).

As pointed out by Evans (2004) those
investors less than 30 years old tend to
take morerisk than do the older ones.

Purpose of Making Investment

The purpose of making investment
varies among investors. Different
people invest for different reasons
though the basic objective remains
same for all i.e. obtaining maximum
return out of one'sinvestment.

From the response of the survey,
purpose for making investment by

was based on the mean of ranks
obtainedin order of preference.

Itis observed from Table 1.3 that people

business purposes belong mainly from
Kolkata and Mumbai compare to other
cities those who don't invest but prefer
foinvest for business purposes belong to
Chennai & Delhi.

People who prefer to invest in stock
market for retirement purpose belong
mainly from Delhi and Chennai as
compared to other cities and those who

Volume 41, No. I, April 2015

i don't invest but prefer to invest for
i refirement purpose belongs from Delhi
fand Mumbai. People who prefer to
finvest in stock market for unforeseen
i purpose belong mainly from Chennai
: and Ahmedabad compare to other
i cities and those who don't invest but
i prefer to invest for unforeseen purpose
i belongs from Delhi and Mumbai.
i Mumbai, Kolkata and Delhi have the
Ehighesf number of respondents who
i invest as well as don'tinvest but prefer to
finvest in stock market as an investor.
i People who prefer to invest in stock
i market for children's educations belong
{ mainly from Kolkata, Delhi, Chennai and
: Mumbai compare to Chennai those
i who don't invest but prefer to invest for
i children's educations belong to
: Chennai & Delhi.

{In Mumbai people prefer to invest in
i stock market mainly for investment and
i business purpose. In Kolkata people
preferto investin stock market mainly for
i children's education, investment and for
i business purpose.
people prefer to invest in stock market
i mainly for unforeseen events. In Delhi
Y i people prefer to invest in stock market
respondents was analyzed.The analysis : mainly for children's education and
retirement. In Chennai people prefer to
finvest
i children's education, unforeseen events
i andretirement planning.

who prefer to invest in stock market for :

In case people don't invest but prefer to
i investin stock market as aninvestmentin
i Mumbai, Kolkata, Delhi and Chennai.
i Ahmedabad always wants fo invest in
stock market forany unforeseen events.

In Ahmedabad

in stock market mainly for

i As observed from Table 1.4 that among
i all cities, Mumbai and Kolkata have
significant propensity to invest in stock
i market for business purpose. Chennai
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and Ahmedabad have high significant
propensity fo invest in stock market for
refirement plan and unforeseen events.
Only Chennai have higher significant to
invest in stock market for investment.

Only Kolkata and Delhi have higher :

significant to invest in stock market for
children's education.

It is observed from above Table 1.5 that
in Mumbai, there is

significant

i difference in mean spending in Gold,
i Post Office saving scheme, shares and
property. In Kolkata, there was a high
i significant difference in mean spending
of respondents among Post Office S.S.,
: shares, Property and Others. In Ahme-
i dabad, there was observed significant
Edifference in mean spending in Insu-
Eronce, shares, Property and Gold. In
: Delhi, there was significant difference in

Table 1.4: Frequency of Respondents Who Considers Following Factors While

Making Normal Investment

Factors Mumbai | Kolkata | Ahmedabad | Delhi | Chennai
Return on investment 157 142 31 98 36
Time frame of

Investment 77 29 26 115 58
Capital Requirement 73 6 13 77 53
Knowledge of

investment 89 20 14 88 65
To earn more than

inflation rate 99 6 11 46 49
Market Sentiments/

security 104 30 10 74 48
Ease of Investing 108 123 10 49 42
Terms of investment 200 200 200 200 199
Don’t consider any of

the above 3 1 1 3 10

mean spending in shares, property and

others. Whereasin Chennai, therewas a
high stafistical difference in mean :

spending of Gold, Insurance, shares
and Property and then followed by a

significant difference in Bank FD, Post :

office saving scheme and others.

Volume 41, No. I, April 2015

Expectations from One's Investment

Expectation from investment varied
i from person to person. The graph below
depicts the total number of respondents
i opting for a particular expectation.

EThe city-wise results as observed from
i table 1.6 showed that people from
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Table 1.7 Distribution of Respondents about Their Awareness on Equity Yielding
Higher Returns than Other Investmentin Long Run

Center Frequency | Percent
MUMBAI Valid | YES 113 56.5
NO 87 43.5

Total 200 100.0

KOLKATA Valid | YES 180 90.0
NO 4 2.0

Total 184 92.0

Missing | System 16 8.0

Total 200 100.0
AHMEDABAD | Valid | YES 44 22.0
Missing | System 156 78.0

Total 200 100.0

DELHI Valid | YES 80 40.0
NO 120 60.0

Totall 200 100.0

CHENNAI Valid | YES 60 30.0
NO 139 69.5

Total 199 99.5

Missing | System 1 0.5

Total 200 100.0
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Table 1.8: Distribution of Respondents about Their Awareness on Equity Yielding
Higher Returns than Other Investmentin Long Run

Center Frequency | Percent
MUMBAI Valid YES 113 56.5
NO 87 43.5

Total 200 100.0

KOLKATA Valid YES 180 90.0
NO 4 2.0

Total 184 92.0

Missing | System 16 8.0

Total 200 100.0

AHMEDABAD | Valid YES 44 22.0
Missing | System 156 78.0

Total 200 100.0

DELHI Valid YES 80 40.0
NO 120 60.0

Total 200 100.0

CHENNAI Valid YES 60 30.0
NO 139 69.5

Total 199 99.5

Missing | System 1 0.5

Total 200 100.0
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Mumbai, Kolkata and Delhi considers a
return on investment as a major factor
behind investment. Mumbai, Delhi and
Chennai considers majority of factors
like fime frame of investment, capital
requirement for investment, Knowledge
of Investment, fo earn more than

i inflation
i security. Terms of investment are almost
i equally important to all cities. Mumbai,
i Kolkata,
i consider ease of investing as a one of
i the important factor before investment.
:Some people in Chennai feel they

ESEARCH BULLETIN

rate, market sentiments/

Delhi and Chennai also

Table 1.9: Factors/Changes Necessary to make Stock Market Investment more User

Friendly
Factor to make
Stock Market User
Friendly Mumbai | Kolkata [ Ahmedabad Delhi | Chennai
Ease of Trading 112 11 37 115 48
Good Advisor 97 28 40 160 115
Stability of the
Market 103 48 18 108 112
More knowledge of
Products in stock
market 69 112 10 55 44

consider some other factor apart from
thisstated factor.

As observed from table 1.7, almost 90%
people of Kolkata are aware of higher
return on equity than otherinvestmentin
compare to other cities. More than a
half of the populations of Mumbai are

other investment. Majority of Delhi and
Chennai people are unaware of higher
return on equity than otherinvestmentin
compare to other cifies. Significant
proportions of Ahmedabad people
have no saying on this matter as 78%
people didn't answer anything
regarding this.

As observed from table 1.8 Mumbai,
they don't invest in stock market

money, they have lack of knowledge

i regarding investment, they have time
i constraint to monitorinvestment, there is
i difficulty in documentation & operation
{ in stock market, they feel there is lack of
i good advisor who guide them to earn
i higher return even they feel there is lack
: of stability as an absence of fixed returns
i oncapital.

aware of higher returns on equity than

: As observed from 1.9 that in Mumbai,
i respondents gave more weight age to
{ ease of frading and stability of the market
: followed by good advisor and more
i knowledge of products in stock market.
In Kolkata, respondents stressed more on
i more knowledge of products in stock
i market and cities like Delhi and Chennai,
voted more for good advisor, stability of
i the market and ease of trading.

Delhi and Chennai respondent's feel

i Concluding Remarks

because they are afraid of losing :

In India, participation of retailinvestorsin

Volume 41, No. I, April 2015
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stock market is comparatively low. India
has one of the highest savings rates in
the world. But only a small percentage
of household savings in India is invested
in the stock market. The primary
destinations of savings across
household categories in India are
banks, post offices, insurance products,
and metals. Investment experts and
capitalmarketresearchers have tried to
find out the major reasons for Indian
household investors' not choosing the
stock market as the primary investment
destinafion. It has been observed that
the reasons are many and varied. There
is doubt about the safety of stock
market investments. Most retail
investors find the stock market activities
foo complex and difficult to
comprehend. The contfinued volatility of
the market is considered by many to be
a great demotivating factor. The
frequent occurrence of scams and
frauds is also cited to be an important
reason why ordinary household
investors fry fo avoid the stock market
route. The results from our survey of retail
investors reveal that the fear of losing
money is the primary reason why the
respondents try to avoid stock market

include procedural complexity, inability
to monitor investments and absence of
stable returns.

Our survey of retail investors was
conducted across five large Indian
cities-Mumbai, Delhi, Kolkata, Chennai,
and Ahmadabad. The results show that
only 38 percent of the respondents
have invested in the stock market. Of
these, a sizeable number is just passive
investors. Moreover, these investors
invest only a small fraction of their
savings in the stock market instruments.
The investors we surveyed all belong to

Volume 41, No. I, April 2015

i the middle class community; about 95 of
i the respondents have income under Rs
£ 6.00 lakh. In our survey, we have tried to
iascertain the
i behavior of the
Eques’rionnoire required respondents to
i tell about their saving habits, awareness
i of investment opportunities, objectives
i of making investments, and investment
i preferences. One of the key findings of
the survey is that insurance endowment
i policies are the most preferred
{investment instruments among the
i respondents.
i property, gold and bank deposits. Our
i questionnaire required respondents to
give their views as to the changes that
i should be effected in order to make
i stock market investments more user-
i friendly. About 44 percent of the
i respondents believe that stock market
{ investing can be made more attractive
if the quality of investment advisory
i services is improved.
 stability in market is considered by many
i (about 39 percent) to be an important
iway in which improvements can be
i brought about. About 32 percent of the
i respondents opine in favor of easing the
i frading procedures.

investing. Other reasons that are cited

i Retail participation in stock market in
i India is of paramount importance. The
i development of the capital market is
i not possible without increasing the base
i of investors. It is through enhanced retail
: participation that the investor base can
i be widened. The current low retail
participation is due to many complex
i issues. The matter should be pursued
i seriously. Since the problems are very
complex, it is not possible to solve them
i simply by making some policy changes.
i There are issues like price manipulation,
corrupt accounting practices,
i overpricing and incorrect grading of

investment-related
respondents. The

This is followed by

Bringing about



IPOs which need concerted efforts to
resolve. Regulators should take stern
action against all sorts of malpractices
in the Indian stock market. They should

seriously pursue investor protection.

Notes:

1. Pearson's Chi-square test or Chi-
square test is a non-parametric
statistical test to determine if the two
or more classifications of the sample
are independent or not. Chi-square
can be used as a 'test for goodness
of fit' which is generally used to
determine how well the assumed
theoretical distribution like Binomial, :
Poisson or Normal distribution fit to :
the observed data. Secondly, 'test !
for independence of attributes' :
shows whether two or more
attributes are interrelated and
thirdly, a 'test of homogeneity' fo
ascertain whether there is a
homogeneity among severclé
population in terms of its:
characteristics and evaluates the
equality of several population of

categoricaldata.

The formula for obtaining Chi-square

valueis as follows:

02=y (Oajﬁ)z
L

Where n is the number of cells in the
table. The obtained test statistic is :
compared against a critical value
from the chi-square distribution with
(r-1)©-1) degrees of freedom( Frank i

et.al., 2012).

2. Analysis of Variance or ANOVA is a
statistical technique to analyze
variation in a response (continuous
random variable) measured under

ESEARCH BULLETIN

condifions defined by discrete
factors (classification variables, often
with nominal values). ANOVA is used
frequently to test equality among
several means by comparing
variance among groups relative to
variance within groups.

. Active investors are those who are

continuously involved in buying and
selling actions in the stock market
(www.investopedia.com). They want
to overrule market average refurns
by picking attractive stocks, bonds,
mutual funds, time when to move in
and out of markets or market sectors
and place leveraged bets on the
future direction of securities and
markets with opftions, futures and
other derivatives. In their bid fo
outperform market they often take
help of various methods like
fundamental analysis, fechnical
analysis, and macro-economic
analysis fo determine profitable
future investment frends.

Whereas Passive investors on the
other hand are those who are not
frequently transacting in stock
market activity and are risk averse.
They make no attempt to distinguish
between attractive and unattractive
securities or forecast securities prices,
or fime markets and market secftors.
Though they want to make profit in
long term, but accept the average
returns. Passive investors will pur-
chase investments with the intention
of long-term appreciation and
limited maintenance.

For the purpose of our analysis, in
context of retail individual investors,
passive investors are taken as those
investors who participate very less in

Volume 41, No. I, April 2015
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stock market in comparison to
active investors.

References:

Characteristics of the Individual
Investor" .In W. Droms,
Allocation for the Individual Investor,
Charlottesville,VA.: The Institute of

Chartered Financial Analysts.

Evans, J. (2004). "Wealthy Investor
Attitudes, Expectations and Behaviors
fowards Risk and Retfurns." Journal of

12-18).

Franke, T., Ho, T. and Christie, C. (2012).
"The Chi-square Test Often Used and

458).

and Attitudes of Retail Investors with
Special Reference to Capital Market."
The Journal
Accountant (Issue- June, pp. 448-453).

Lease, R. ,Lewellen, W., and Schlar-
baum, G.( 1974)."The Individual Investor:
Attributes and Attitudes". The Journal of
Finance (vol. 29, pp.413-433).

Volume 41, No. I, April 2015

i Lewellen, W., Lease R. and Schlarbaum,
G.(1977)."Pattern of Investment Strategy
iand Behavior
: Investors". The Journal of Business (vol.50,
i No.3, pp.296-332).

Barnewall, M.M. (1987). "Psychological :

Rajarajan, V. (2000). "Investor's Lifestyles
ed., Assef :

among Individual

:and Investment Characteristics.”
i Finance India (vol. XIV, No. 2, pp. 465-

£ 478).

 Riley, W. and Chow, K. (1992). "Asset
i Allocation and Individual Risk Aversion."
Financial Analysts Journal (vol.48, No. 6,
! pp.32-37).

Wealth of Management (Summer, pp. : PP )

i Schooley, D., and Worden, D. (1999).
i "Investors Asset Allocations versus Life-
i Cycle Funds". Financial Analysts Journal

More Often Misinterpreted’. American (vol. 55, pp. 37-43).

Journal of Evaluation (vol. 33(3), pp. 448- éShoh, J. (2012). "Markets in Motions-

i Developments that Matters in Financial
Kannadhasan, M. (2006)."Risk Appetite I\/.\orke’f's", .

i Financial Technologies
i Management Company Ltd.(vol. 3, No.

of Management 529)-

Newsletter published by
Knowledge

: Warren, W, Stevens, R., and William, C.
i (1990)."Using Demographic and Lifestyle
i Analysis to Segment Individual Investors",
Financial Analysts Journal (vol. 46, No. 2,
i pp.74-77).



ESEARCH BULLETIN

Strengthening the Backbone of Indian
Economy: SME Exchange in Indiq,
a Global Comparative Study

Abstract:

More than 16% of the Indian SMEs
have either shut down their business
or have incurred losses in their
business as a consequence of the
2009 meltdown of the economy.
The Indian Banking system lagged in
its support to SMEs during that time,
resulting in unemployment, closure
of units with SMEs entering in fo a
debt trap. Eligibility norms for further
capital raising may need to be
revisited from the perspective of
SMEs. The SME Model Listing Agree-
ment needs to be further simplified
in relation to the post-listing compli-
ance requirements. The establish-
ment of the ITP is a step in the right
direction. SEBI's recent inifiative in
providing an impefus to the SME
sector by establishing a dedicated
platform for the listing and trading of
their securities is laudable. As is true
of all new reforms and initiatives,
there will always be varied critiques
on how the sfructure could be
improved.

Key Words:

SMEs, SME Capital, SME Listing, SME
Exchange.

Pooja Rani

Importance of a SME Exchange

i The Indian SME sector has been growing
rapidly, particularly in the last decade,
i SMEs have made very significant
i contribution to the overall economy
: which has started impacting the Indian
: GDP. At present, the SSI sector accounts
Efor over 90% of industrial units in the
i country, 40% of value addition in the
i manufacturing output and approxi-
: mately 35% of India's exports.

i The Global Economic Meltdown of 2009
i has made India understand that though
{ insulation in economy and country as
i whole is there; one cannot avoid the
i external shock. Changes in the global
i economy will have cascading effect on
! India too. More than 16% of the Indian
: SMEs have either shut down their business
i or have incurred losses in their business as
i a consequence of the 2009 meltdown of
i the economy. The Indian Banking system
i has not come forward to support the
: SMEs during that time, due to the stringent
i guidelines by RBI and resulting factor was
i lot of unemployment, closure of units with
: SMEs entering in to a debt trap.

! In the case of SMEs the Entrepreneur has
i a distinct disadvantage of not being
i able to hire a professional team and
i create a winning ambience.
i push the SMEs to the precipice with dire

This did

Volume 41, No. I, April 2015
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consequences of massive slow down
without any solutfionin sight.

SME exchanges are specialized equity
markets, differentiated from the main
exchange that provides risk capital for
promising entrepreneurs, promoting
innovation crucial for sustainable
economic growth. These exchanges
offer greater access to growth capital

for innovative SMEs, new jobs through
entrepreneurship, more investment :

i how the Over the Counter Exchange of
i India (OTCEl), arrived on the financial
market scene about eight years ago.
i Even then, it boasted of modern,
i investor-friendly systems most of which
were adopted by big brothers Bombay
i Stock Exchange and the National Stock
i Exchange, much later. The Exchange
: started off well during the boom of 1994,
i but somewhere along the way after
that, itlost outin therace for aslice of the
financial market.

opportunities for domestic portfolio

investors and local venture capitalists.
The main reasons for having an SMEs
exchange are:

It provides an immense opportunity for
investors fo identify and invest in
emerging, high-growth SMEs and
participate in the valuation of compa-
nies. This will ultimately create wealth for
all the stakeholders, including investors.
In addition, there are tax benefits for
investors.

i The OTCEI had failed because of two
i major reasons. One, none of the
! participants in the OTCEl market had
made any significant gains. Issuers found
i that marketing theirissues on the OTCEl is
i not easy. Neither did listing give them
any publicity. Some of the prospective
i issuers had, therefore, chosen the path
i of inflating their capital and seeking
i listing on a regular sfock exchange.
i Investors have hardly had any worth-
while returns from OTCEIl shares, with a
i few exceptions.

India tried to open the risk capital :

window to SMEs twice in past: first with
Over-the- counter Exchange of India
(OTCEIl) launched in 1990 and second
with 'BSE Indonext' launched in 2007. The
earlier attempts indicate that retail
investors shied away from investing in
SMEs either because of lack of knowl-
edge about track record and business
models of SMEs or investor's lack of
patience in understanding nuances of
the issues and envisioning prospects

: The intermediaries, be they members or
i dealers, had also failed to make any
i major gains, while the responsibilities
cast on them in terms of sponsorships
i and market making with low spreads
i have proved to be exacting. Most of
i them enrolled themselves to become
i stockbrokers as the dealership was
Eovoiloble quite easily and rather
i cheaply, compared to the membership
i of otherstock exchanges.

thereof. It is third time that an attempt

has been made to create SME dedi-
cated platform.

Failure of the Over-the-counter
Exchange of India (OTCEI)

An Exchange with a difference that is
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Secondly, the procedure of frading and
i seftflement on the OTCEl was quite
i cumbersome, with registration require-
i ments proving fo be a deterrent for
iinvestors and the T+3 continuous
Eseﬁlemem‘ programme casfing, as
i pointed out by Dave Committee, an



onerous responsibility on the support
systems such as custodians, clearing
houses and banks apart from the back
offices of dealers.

Experiences Abroad

In several countries in the world,
sustained efforts are made to foster the

of small companies. In the US, the Over-

The Counter (OTC) market regulated by
i mid- and small-caps on BSE. One of the
main reasons is that many SME promot-
i ers hold such a huge chunk of their
i company's shares that there is little left to
i frade. They are unwiling to dilute their
i stake. For example, promoters hold 75
i per cent of the shares of Orient Ceram-
ics, acompany thatlisted on BSEin 1993.

the National Associafion of Securities
Dealers (NASD) has been functioning for
a long time. This has been a prime
market for new and growing compa-
nies. NASD infroduced in 1971 an
electronic quotations system called the
National Associaftion of Securities
Dealers Automatic Quotations
(NASDAQ) with prescribed listing norms.

Failure of BSE- INDO NEXT Exchange

BSE IndoNext was formed to benefit
small and medium size companies, the
investors in these companies and the
capitalmarket as awhole. Investors and
the companies, which are listed only on

Regional Stock Exchanges (RSEs) have
: enough marketing has also not been
i done. The failure of BSE
i primarily due to the stringent norms
i (entry norms, asset base, exclusively
i listed on regional stock exchanges et al)
should act as a reminder for the market
i watchdog.

report finalised by a panel |

i An alternative platform for SMEs is good
i thinking, but it's worthless if there is
i nothing much fo lure SMEs themselves.
: Globally, the London Stock Exchange's
i Alternative
i depicts a perfect success story of such
platforms. Currently, it accounts for 1%
i of total LSE IPOs and 40% of all European

beenimpactedseverely, as the RSEs are
recording either nil or negligible trading
volumes. Investors in such small and
medium companies are therefore
unable fo find an exit route and realize
fairmarket value of theirinvestments.

The
appointed by the Securities and
Exchange Board of India (SEBI) on the
future of the Regional Stock Exchanges
(RSEs) post-demutualisation, has
brought info focus the dismal perfor-
mance of the Indonext platform of the
Bombay Stock Exchange (BSE) Ltd,
which was launched amidst much
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i fanfare for companies listed on RSEs. The
i special platform has failed to generate
i any sizeable volume and its monthly
i average turnover accounts for less than
i 5% of that of the BSE. In fact, it has fallen
i below 5%in the last two months. Inciden-
ftally,
i accounted for more than 6% of the
i average tumnover of the BSE.

second tiermarket to caterto the needs

i Another challenge was liquidity, which

in January 2006, Indonext

has often been an issue for hundreds of

: However, the share of Indonext was still
: higher in 2005, especially in August and
i September when it was nearly 8%.
i Thereon it has witnessed a steady
i decline. Analysts say the prime reason
i for the failure of Indonext is that there are
i not many takers for companies listed on
i the RSEs as there is hardly any informa-

fion available to the investing mass and

Indonext

Investment Market (AIM)
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IPOs. Even companies from India are
aiming for AIM. The majorreason behind
AlM's success is the flexible listing norms
that AIM offers, compared to the
mainstream frading platform (whereas
BSE IndoNext never had anything
uniquely different to offer).

Existing Framework for SME Listings in
India

SEBI has introduced the SME Model

i quently, SEBI further strengthened the
i framework for the issue, listing and
: frading of securities by SMEs* (SME Listing
i Framework) by aligning all the relevant
i regulations to accommodate separate
listing and trading arrangement for
i SMEs®.

: SME Listing Framework collectively refers
i fo the (i) Chapter X-B, (ii) the SME Model
Listing Agreement and (iii) the amend-
i mentsto the relevantregulations’.

Listing Agreement'. This was in continua-

fion of SEBI's earlier initiative in this

Policy Initiatives

regard. In its previous notification’, SEBI

had amended the SEBI (Issue of Capital
and Disclosure Requirements) Regula-
fions, 2009 (SEBI (ICDR) Regulations) by
inserting a specific chapter (i.e.,
Chapter XA, which was later renum-
bered as Chapter X-B) for the issue of
specified securities by SMEs’. Subse-

" Circular no. CIR/CFD/DIL/6/2010 dated May 17,
2010

? Notification no. LAD-NRO/GN/2010-11/03/1104
dated April 13,2010

° Chapter X-B of the SEBI (ICDR) Regulations is

applicable to companies whose post-issue face

value capital does not exceed rupees ten crores.

In addition, companies whose post-issue face :
value capital exceeds rupees ten crore butis up
fo rupees twenty five crore, may also issue their :

securities under this Chapter.

“ Through its circular no. CIR/MRD/DSA/17/2010

dated May 18,2010

° Pursuant to this, amendments were notified to the
the SEBI (Merchant :

SEBI (ICDR) Regulations,
Bankers) Regulations, 1992 (* Merchant Bankers
Regulations "), SEBI (Foreign Institutions Investors)

Regulations, 1995 (* SEBI Fil Regulations "), SEBI
(Venture Capital Funds) Regulations, 1996 (“ SEBI i
VCF Regulations "), SEBI (Substantial Acquisition of

Shares and Takeovers) Regulations, 1997 (*

Takeover Regulations ") and the SEBI (Stock

Brokers and Sub-Brokers) Regulations, 1992 (*

Stock Broker Regulations ”). In addition, guidelines
for market-makers on SME Exchanges (* Market i
Maker Guidelines ") were notified on April 26, 2010

to operationalise the SME Listing Framework,

which mandates market-making for all the scrips

listed and frading on the SME Exchanges
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: In order to fill this vacuum and based on
i constant demand from the SME sector,
i SEBI introduced Chapter X-B in SEBI
i (ICDR) Regulations, 2009 (initially
i infroduced as Chapter X-A and renum-
Ebered through a subsequent amend-
i ment) enabling creation of a separate
i platform for SMEs desiring access to the
capital market. Some of the key features
i of theregulations are:

Eo. Transparency in reporting financial
: and material information about the
issuer Company and its promoters -
detailed requirement of the offer
document and listing agreement
with the SME Exchange insisted upon,
on similar lines as for listing on the
Main Board;

i b. Increasing the threshold limit of
: investment to Rs. 1 lakh, thus ensuring
that marginal investors do not make
investment in SMEs. The increased
investment level would also ensure
that investors belonging fo the HNI
category or from the institutions
would participate in the investment
of SMEs either in the primary or the
secondary market;




c. Infroduction of the concept of

market making for a minimum :
period of 3 years to ensure that i
enough liquidity is maintained in the
initial period for investors, existing or
prospective. In a way, it also pro-
vides an option for initial investors to
exit from the investment by selling

shares to the market maker;

d. Insistence of minimum subscriber level

of 50 for asuccessful publicissue;

e. Increased onus on the Merchant
Banker for due diligence and filing :
final prospectus or red herring

ESEARCH BULLETIN

i b) Atleast 2/3rd of theirinvestments are
: in unlisted SMEs or which are listed on
the SME Exchange and balance in
other investments such as shares of
Venture Capital Undertakings (VCUs)
whose shares are proposed to be
listed or such listed companies which
are financially weak or is a sick
industrial undertaking. Additionally,
SEBI (Alternative Investment Fund)
Regulations, 2012 provides that
Alternative Investment Fund (SME)
Funds may enter info tie up with
Merchant Banker for subscribing to
the unsubscribed portion of the
sharesissued on SME Exchange.

prospectus with SEBl and Registrar of

Companies before opening of an
issue and also providing market

Amendments to the SEBI (ICDR) Regula-
: tions

making for the shares for a period of

3 years, either on own accord or
through a tie up with a nominated
investor. Also, honoring commit-
ments of defaulting underwriters on
devolvement is the responsibility of
the Merchant Banker;

f. 100% underwriting of shares so that
the SMEissueris ensured of success of
the public issue in terms of raising
capital; and g. Relaxing the norm for
grading of initial public offering.

In addition fo the above, SEBI has issued
SEBI (Alternative Investment Fund)
Regulations, 2012 which when read
together with Sec. 10(23FB) of IT Act,
1961, provides for income tax exemp-
fion to Venture Capital Fund (VCF) or
Venture Capital Company (VCC) and

Alternative Investment (SME) Category | :

Funds (See Annexure), provided:

a) At least 75% of their corpus are
invested in SMEs or SMEs listed on SME

Exchange

i The eligibility and disclosure require-
ments for SMEs proposing to list on the
: SME Exchanges are contained in the
i recently infroduced Chapter X-B of the
: SEBI (ICDR) Regulations (Chapter X-B)’.
i The eligibility requirements for a public
{ issue mentioned under Regulations 25-
i 27 have been made inapplicable fo
i SMEs. In addition, the draft offer docu-
i ment is not required to be filed with SEBI
i for observations/comments. Chapter X-
{B also infroduces certain innovative
: concepts which do not exist for listing on
i the Main Exchanges. One is that of the
"Nominated Investor" (NIs), which is
i defined as a qualified institutional
i investor or private equity fund, who
i subscribes to the issue in case of under-
i subscription or assists in the market
: making process. The role of Nis is espe-

” Chapter XA for the “Issue of Specified Securities by
: Smalland Medium Enterprise” introduced through
SEBI Circular no. LAD-NRO/GN/2010-11/03/1104
dated April 13, 2010 and later re-numbered to
Chapter XB by SEBI notification no. LAD-NRO/
GN/2011-12/25/30309 dated September23, 2011.
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cially relevant as other investors could
participation in making their investment

cated investors is usually an indication
of the investment being areliable one®.

The other is that of market-making
which has been made mandatory for a
minimum period of three years from the
date of listing or migration from the Main
Exchanges. This was done following
concerns expressed by merchant
bankers that compulsory market-
making obligations could result in them
holding large portfolio of shares similar
to private equity investors, which might
not be their expertise/line of business’.
The merchant bankers are now allowed
fo have a contractual arrangement
with NlIs, whereby the shares
bought/sold pursuant to market making
by them will be ulfimately fransferred

that the NI, as a concept, does not

under AIM; however, that of the
merchant bankerin the Indian contextis
analogous fo the NOMAD.

It is important to note that all other
provisions of the SEBI (ICDR) Regulations,
unless specifically excluded, remain
applicable to SMEs. Thus, the regula-
fions governing preferential allotment,
publicity restrictions, proportionate

the context of Flls investing in GDR issuances, that

companies with high Fll holdings are generally
be sophisticatedinvestors ..."”

stockexchanges.pdf
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i allotmentwould also apply to SMEs.
potentially place reliance on NI's

: SME Model Listing Agreement

decision as participation by sophisti-

i The SME Model Listing Agreement is
i required to be entered into by SMEs for
i the purpose of listing of the offered
i securities on the SME Exchanges and
i contains certain relaxations from the
i Main Exchanges' equity listing agree-
ment. However, this relaxation appears
i cosmetic in light of the recent circular by
i the Ministry of Corporate Affairs (MCA),
: allowing for companies to send their
ilong form annual
i electronic  mail
i addition, financialresults of SMEs may be
i submitted on a half-yearly basis instead
of the mandated quarterly filings for the
i Main Exchanges. Further, listed SMEs are
i not required to publish their financial
iresults and can instead make them
i available on theirrespective websites.
to/from the NI. It is important to clarify :

: Other Regulations

correspond to that of the NOMAD '

i Amendments have been also nofified to
i other regulations to further operation
i dlise the SME Listing Framework. The
i Merchant Bankers Regulations have
i been amended to reflect 100% under-
i writing and mandatory market-making
provided under Chapter X-B. Similarly,
i amendments have also been effected
ito the Stock Brokers Regulations to
i provide for no separate registrations for

° SEBI Order no. WTM/PS/ISD/02/2011 dated : dready registered sfock brokers and
September 21, 2011 in the matter of market :
manipulation using GDR Issues, which provides, in :

et s . at i ments have also been made to the SEBI

...Indian investors may invest in such companies : : :

with high percentage of holding by Flls/Sub- : FllRegulations, SEBI VCF Regulations and

Accounts, despite them being less liquid, since the Takeover

: Trading Regulations™ and the FUTP

considered more valuable as Flls are expected to

i " Securities and Exchange Board of India

* http://www.sebi.gov.in/boardmeetings/128/ :

report through
to shareholders. In

affiliated sub-brokers to trade on the
SME Exchanges. Appropriate amend-

Regulations. Insider

(Prohibition of Insider Trading) Regulations, 1992,
asamended



Regulations 24, also remain applicable
to SMEsin their current format.

In order to facilitate capital raising by
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i (ii) private placement or through a
: rightsissue.

i International Framework

small and medium enterprises including :

start- up companies which are in their
early stages of growth and to provide for
easier exit options for informed investors
like angel investors, VCFs and PEs efc.,
from such companies, it was decided
by SEBI to permit listing without an Initial

i The significance of discussing estab-
! lished international frameworks for SMEs
t and their experiences is to provide a
i background to the analysis in the
i subsequent section on the Indian legal
andregulatory regime.

Public Offer and trading of specified :

securities of small and medium enter-

: UK Alternative Investment Market (AIM)

prises (SMEs) including start-up compao-

nies on Institutional Trading Platform (ITP)
in SME Exchanges'".

The Institutional Trading Platform (ITP)

(i) The ITP shall be a platform for listing
and trading of specified securities of
small and medium enterprises
including start-up companies in a 'SME
Exchange' as defined under regula-

fion T06N(1)© of ICDR Regulations;

(ii)

rupees on this platform;

make a publicissue of its securities.

Capital raising has been made signifi-

cantly conducive for SME's

beinglisted on the platform.

" SEBI (Listing of Specified Securities on Institutional
2013(ITP

Trading Platform) Regulations,
Regulations) vide Gazette nofification No. LAD-
NRO/GN/2013-14/27/6720 dated October 08,
2013.

i Today AIM is firmly established as one of
the world's leading growth markets with
i a universe of companies from a wide
range of sectors around the world.

Since its launch in 1995, more than 3,100

i companies have joined AIM, raising over
: £67 billion to fund their growth. A number
i of factors have contributed to this
i successincluding:

: @ A balanced approach to regulation
The ITP shall be accessible only to
informed investors who are either
individuals or insfitutions and the
minimum trading lot shall be ten lakh

which facilitates a smooth transition to
becoming a public company and
allows companies to focus on growing
their business once on market

e A network of advisers that is experi-
(i) Companies listed on ITP shall not :

enced in supporting companies from
the time they first consider a flotation,
through to helping them raise capital
to fulfill their growth potential

e Aninfernational investor base that has
(i) A company listed on ITP shall not :
make an initial public offer while

the knowledge and understanding fo
effectively provide capital to compa-
nies as they progress and has confi-
dence in the regulatory environment.

e Geographical reach and wide sector
coverage The diversity of sectors and
regional coverage on AIM, with
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Differences between admission criteria a
Main Market

nd continuing obligations for AIM and the

Main Market

AIM

Minimum market capitalization

No minimum market capitalization

Normally three-year trading record
required

No trading record requirement

Minimum 25 per cent shares in public
hands

No prescribed level of shares fo be in
public hands

Prior shareholder approval required
for substantial acquisitions and
disposals (Premium Listing only)

No prior shareholder approval for most
fransactions*

Sponsors needed for certain
transactions (Premium Listing only)

Nominated Adviser required at all
fimes

Pre-vetting of prospectus by the UKLA

Admission documents not pre-vetted
by the Exchange or by the UKLA in
most circumstances. The UKLA wiill only
vet an AIM admission document where
it is also a Prospectus under the
Prospectus Directive

companies from 40 different industries
from over 28 countries

i However, owing to failure of some
: companies coupled with a few scan-

i dals, GEM became more conservative

e Visibility and profile With customers, :
suppliers, investors and other key :
stakeholders

The performance of these alternative
trading platforms has been influenced
by the prevailing economic conditions.
For instance, GEM had been quite
successful since ifs launch listing approxi-
mately 220 companies and raising over :
HK$40 bilion of equity capital by 2007". :
The launch of GEM coincided with the
global technology boom of 1999-2000.
" Discussion Paper on the Growth Enterprise Market,

Hong Kong Exchanges and Clearing Limited, July :

2007, available at http://www.hkex.com.hk/eng/ :
newsconsul/mktconsul/Documents/cp200707e.pdf
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EEven with  the

: Exchange for over
i exemption available for investors, the
i response to SME Exchange has been
i lackadaisical, mainly on account of the

: while scrutinizing listing applications.

Problems being encountered

infroduction of the
regulations for SMEs listing and SME
years, and tax

followingreasons.

Regulatory requirements which result in
increasing the capitalraising cost

Costs associated with any public issue
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Comparison between AIM, GEM & Mothers

Minimum pubilic float No requirement of minimum public float in

AIM. Requirement exists in GEM, MOTHERS.

Requirement of previous trading
record

Previous frading record not required in AIM
and unlike in GEM and MOTHERS.

Corporate governance
disclosures

Apart from jurisdiction-specific disclosures,
the regulatory framework for all these
jurisdictions permits the companies to
develop appropriate corporate
governance codes.

Key Intermediaries Several intermediaries are designed to assist
companies with various listing requirements.
Among the three legal regimes discussed,
AIM envisage the broadest role for one of
the market intermediary- the NOMAD in the

AIM context.

Migration to respective main
exchanges

Migration to the respective main
exchanges for the three regimes discussed,
is permitted subject to fulfilment of various
quantitative/eligibility criteria (which are
jurisdiction-specific) stipulated by their

respective main exchanges.

can be clubbed in the following major
heads: Publicity related expenses i.e.
making the details of the public issue
known to the prospective investors; Fees
paid to various intermediaries associ-
ated with the issue and Compliance
related expenses for continuing with
listing of the issue.

Also, if book - building process is
adopted -revision in floor price or price
band, if any, has to be announced by
way of press releases. Given the size of
the SME issue, the cost of releasing
advertisement could be a substantial
cost for the SMEswhen compared to the
issue size.

i With regard to fee paid to various
: intermediaries, the most critical responsi-
i bility rests on the Merchant Banker viz.
i due diligence of the offer document,
i market making, assessment of under-
i writers' capabilities, tie-up with various
: other intermediaries, underwriting that
i portion of underwritten shares that any
i underwriter fails to honour etc. of the
: aforementioned
i market making and honouring commit-
i ments of underwriters who fail to
i subscribe their portion on devolvement
i are additional
i compared to responsibilities on the Main
i Board. From a Merchant Banker's point
: of view, the market making role entails

roles, the role for

responsibilities when
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commitment of addifional capital,
requiring additional funds arrangement
at their end. Though Merchant Banker
can enfer into arrangements with
nominated investors for market making
purpose, the onus nevertheless rests
with the issuer and Merchant Banker for
finding suitable investors with strong
financial muscle and as such does not
seemto be afeasible way out.

Lessons from International Frameworks

a) Legal and Regulatory Require-
menfts: Challenges

This sub-section analyzes Chapter X-
B and the SME Model Listing Agree-
ment, from the perspective of

(i) eligibility requirements for list-
ing;

(i) analysis of the IPO process
envisaged for SMEs and the
adjunct procedural require-
ments; and

(iii) corporate governance com-
pliance requirements, both
pre-and post-listing.

A review of Chapter X-B reveals that

even though some of the regulatory
requirements applicable to regular

ble.

Eligibility Requirements under the SME

Listing Framework

The eligibility parameters for issueré
companies such as threshold of net :
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i fangible assets, frack record of distribut-
i able profits, net worth and aggregate
{ issue size, minimum post-issue face value
i capital do not have to be complied with
: by SMEs.. However, in case the post-issue
: face value capital of the SMEs listed on
i the SME Exchanges increases by any
i further issue of equity shares, to more
than rupees ten crores and up to rupees
i twenty five crores, the SMEs may migrate
fo the Main Exchange. Migration
i becomes mandatory in case of an
i increase of the post-issue capital beyond
rupees twenty five crores. However, for
i the purpose of migration pursuant to a
i capitalraising (i.e., follow-on public offer,
Erighfs issue, qualified institutions place-
i ment, etc), SMEs would necessarily need
i to comply with the relevant eligibility and
i compliance criteria under the SEBI
i (ICDR) Regulations.

i Asis the case with India, a comparison of
i the AIM model with the main board of
i the LSE also reveals lower legal and
i regulatory compliance requirements
i and certain advantages. For example,
 eligibility requirements such as minimum
i public float, trading history, prior share-
i holders' approval for major acquisition,
Edisposols do not exist for companies
i proposing to list on the AIM exchange®.
i The success of the alternative AIM
: framework, projected as having greater

X A " An analysis of the AIM admission and compliance
companies have been eitherrelaxed or

removed for SMEs, all the disclosure
requirements under Schedule Vlil of the
SEBI (ICDR) Regulations are still applico-

criteria reveals certain advantages that
companies have by opting for this alternative
model over the main exchanges: (a) For eligibility
purposes, requirements of minimum public float,
frading history, prior shareholders approval for
major acquisitions and disposals (except for
reverse takeovers) do not exist for companies
listing on AIM; and (b) The AIM listing requirements
contemplate a continuing role of the nominated
advisor (“NOMAD”) as an agent of the company
atalltimes, even post-listing. Also, asin the case of
the SME Exchanges in India, the admission
document is not required to be pre-vetted by the
UKLA orthe exchange in most cases.



regulatory flexibility, may be evidenced
by certain statistics on migrations of
companies from the Main Exchanges-in

from the main market to AIM, while only
two companies moved from AIM to the
main market. However, for an indica-
fion of the success of the SME
Exchanges, the 'wait and watch'
approach might necessarily be the best.

IPO Process for SMEs and adjunct
proceduralrequirements

Chapter X-B specifically addresses
certain procedural aspects of the
offering process such as minimum

market frading (in accordance with the
price band of the offer) , minimum of 50
allottees participating in the issue and
compulsory market-making of the

years pursuant to listing. Analogous
requirements for market lofs and
minimum number of allottees do not
exist under the AIM Rules for Compa-
nies.

Whilst the requirement for minimum
number of allottees seems to be
targeted to maintain a diverse investor
base, the standardized market lots
requirement stems from SEBI's objective
fo ensure investment by sophisticated
and informed investors in these less
regulated companies- primarily due to
perceived investment risks associated
with relaxed regulatory seftings.

requirement could also impact liquidity
and discourage retail investors and day
traders resulting in an
relevance of market-makers in provid-
ing an exit optfion toinvestors.
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i Corporate Governance Compliance:
i Pre-listing Requirements and Post- listing
: Continuous Obligations

2005, 40 companies moved directly

The corporate governance require-
i ments for SMEs directly listed on or
{ migrated to the SME Exchanges, as with
i the companies listed on the Main
i Exchanges, originate from the listing
i agreement entered into with relevant
i stock exchanges. The SME Model Listing
i Agreement is closely aligned in its
irequirements to that of the Main
i Exchanges. The variance that exists
i between these two models is limited to
less stringent reporting requirements in
i certain circumstances for SMEs.
application value, standardized market
lots for IPOs and subsequent secondary
iright direction, stringent corporate
i governance compliance requirements
: are akin to those prescribed for the Main
i Exchanges.

offered securities for a period of three

i The AIM listing framework provides for
i the concept of the NOMAD. It is the
i responsibility of the NOMADs to assess
i the suitability of the company to list on
i the AIM as well as to facilitate compli-
: ance with all listing requirements under
i the AIM Rules for Companies, including
i corporate governance norms. The AIM
i Rules for NOMADs also provide for an
i indicative checklist of certain diligence
i tests and verifications methods which
: the NOMAD should conduct in order to
i satfisfy the above condition. The AIM
i Rules for Companies do not specifically
i contain detailed corporate gover-
i nance norms.

However, on the flip side, the market lot

i Role of the Merchant Bankers under the
: SME Listing Framework

increased

i The role and obligations of the merchant
bankers in a SME listing process seem

Whilst these relaxations are a step in the
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greater than those on a typical public
offering on the Main Exchange. It is here
that certain complexities and concerns
lie.

Market Making

mandatory for a period of three years
from the date of listing/migration for all
scrips listed and traded on the SME
Exchanges. In this regard, SEBI has
infroduced the Market Maker Guide-
lines to give effect to thisrequirement.

This move to infroduce market- making
might alleviate some of the liquidity
concerns being raised by industry
participants, but only for the first three

years. The assumption is that the shares
i integrity of AIM. The obligations of the
i NOMAD persists even post-listing in an
advisory capacity; such an arrange-
iment is not envisaged in the Indian
i context,
i making for a three year period. Further,
i under the AIM structure, NOMADs are
{ incentivized
i assessing the suitability of the company
i on the LSE and thus, the credibility of the
NOMAD's assessment can be arguably
i prejudiced as they derive monetary
benefit from this exercise. This is a
i significant concern as the judgment of
i NOMADs might be potentially compro-
Emised or, at the very least, be more
isympathetic fowards companies
i proposing to list. Whilst the operational
i advantages of such a system are
i considerable from the perspective of
i the companies as well as the exchan-
i ges and new companies gain from the
i personalized services offered by
i NOMADs, one should be mindful of such
i concerns aswell.

would gain visibility and liquidity by the
end of this period, but in case this does
not happen, liquidity concerns could
prove to be a deterrent for companies
proposing fo list on this exchange.

Underwriting

The underwriting of the issue of securities
on the SME Exchanges is required to be
100% and is not just restricted to the
minimum subscription level. Of fthis,
merchant bankers are subject to an
individual underwriting obligation of at
least 15% of the issue size.

Certain merchant banks have raised
concerns on their increased role under
the SME Listing Framework without a
corresponding fee incentive. Merchant
bankers' fees are typically based on the
issue size and hence are anticipated to
be considerably lower than on the Main
Exchanges. Additional concerns have
also been expressed by investment

Volume 41, No. I, April 2015

i banks on the compulsory market
i making requirement. This requirement is
i perceived to be impractical as banks as
: well as the brokers to whom the market
i making responsibilities are delegated,
may not commit to such a long term
i obligation.

Market making has been made

: Internationally, in the context of the AlM
i framework, the responsibility of assessing
the suitability and credibility of a
i company for admission to the AIM
i exchange rests with NOMADs. As the
: NOMADs are monitored by the LSE, the
i exchange can take disciplinary action
 against the NOMADs where it is in
i breach of its obligations under the
i eligibility criteria set for them, or has
: failed to act with due care and skill or

has impaired the reputation and

except mandatory market

in the form of fee for



Concluding Remarks
The SME Listing Framework is a promising

to raise funds on the capital markets.
However, this analysis currently remains
preliminary and my assessment is purely
from a legal/regulatory perspective.
This analysis can be validated once the
operations of the SME Exchanges
commence and SMEs start accessing
thisroute toraise funds.

Nevertheless, there are advantages of
juncture.

In respect of other regulatory require-
ments, eligibility norms for further capital

the perspective of SMEs. Additionally,
applicability of the allocation/allotment
requirements contained under the SEBI

reviewed in order to strengthen the
focus onsophisticated investors.

The SME Model Listing Agreement
should also be further simplified in
relation to the post-listing compliance
requirements
governance). In its present format,
excepting certain relaxation to the
infimation requirements, the SME Model
Listing Agreement is akin fo the equity

Exchanges, which may be particularly
arduous for smaller companies.

The establishment of the ITP is a step in
the right direction but should provide an
edge for SMEs belonging to the services

where escalated growth rate and high
returns on capital are possible, the
alternative of raising capital from VCFs
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i and PEs are more attractive on a private
i placement basis than opting for the SME
: Exchange route of listing of IPOs
initiative expected to encourage SMEs

i To conclude, SEBI's recent initiative in
providing an impetus to the SME sector
i by establishing a separate dedicated
i platform for the listing and trading of
: their securities is laudable. As is true of all
i new reforms and initiatives, there will
always be varied critiques on how the
i structure could have been improved
i and how the existing framework may
i have been effectuated better.
undertaking such an exercise at this :
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