CHAPTER VII

Conclusion

AREAS OF FURTHER RESEARCH

In conclusion, our research entitled  “Financial Fragility, Asset Bubbles, Capital Structure and Real Rate of Growth – A Study of the Indian Economy During 1970 –2000”  has led us to an in-depth study of critical relationships, first, between the real and financial sectors, and second, in respect of financial markets in general and equity markets and the banking sector in particular. 

Our analysis clearly reveals that in so far as the financial sector is concerned, the size, activity and efficiency of the financial intermediaries have improved considerably since financial reforms were adopted. However, what should be extremely worrying for the reformers is the result showing that the allocation of credit (savings) is not favouring the private sector. The ratio of government credit to private credit has been increasing since mid 1990s. With the increasing withdrawal of government from activities in the real sector, this investment tendency clearly indicates relative inactivity of the private sector in the real economy. The reason for the relative inactivity of the real sector lies not with the financial sector but probably in problems pertaining to the real economy supply and demand constraints.      

Our cross-sectional study shows conclusively that price formation in Indian Stock Markets is significantly dependent on net worth of companies as well as their profitability and dividend payouts. However, capital structure in the form of debt/equity ratio never gets significant weightage although the weightage is negative. It is also observed that the beta coefficients (B’s) on Net worth per share is negative. This can be explained by the decomposition of excess demand in that the supply of share capital as well as demand depends on this variable in opposite ways. Dividend is found to have significant weightage through demand for share capital. It corroborates both liquidity preference and “short-sightedness" (myopia) amongst the participants of the Indian stock market. The signaling rationale for dividends is probably rejected due to the insignificance of Dividends in the case of "blue chip" companies, whereas Net worth and Profit get significant weightage. There seems to be an anomaly with respect to risk perception of participants if debt-equity ratio and dividend payments are considered side by side for the rest of the data sets.


The estimated equation for the control dataset consisting of the blue chip companies is as follows:
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The estimated equation for the market dataset is as follows:
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The Indian stock market is however significantly described by "bounded rationality", through myopia, liquidity preference and significant volatility of the error terms when compared within the ratio of unexplained to total sum of squares. The ratio is reasonably high in all cases, and is significantly high in some cases, although the power of the model and of the tests is demonstrably high. This leaves a lot of controls and long run policies with respect to the stock market to be desired. 

Side by side with a good explanation of the mean of share prices, is found  excess volatility which in most cases is significant suggesting presence of speculation and non-fundamental driven activities as are referred  to as "sunspots" in the Rational Expectations literature. 
The time-series study in respect to the stock market, reveals that the structure of these markets in India is best described by the presence of historical real (net worth per share, profitability per share ) and financial (debt-equity ratio, dividend distributed per share ) variables as well as their rationally expected growth values over the future. This structure is cointegrated with the stock price so that it may be said that in corporate governance, price is an important consideration in making decisions on the above explanatory variables at the corporate level. This is in the light of the fact that although there is a lot of residual volatility, lack of explosive components makes cointegration possible. If one compares it with the fact that the relationships within the model are stronger in the annual data in periods distant from 1993 and 1997, the two periods of crashes and other significant events, as discussed in the beginning (which therefore opens up areas of further analysis of structural breaks), then the linear fit, on average, suggests that in spite of a high degree of volatility, "planned competition" has been responsible in preventing markets from crashing more often, and changing the overall structure of the interplay between price formation, history and expectations along with it.      


The estimated time series equation incorporating stock prices and growth for the market dataset is as follows:

P2000 - P1990 = -16.47 - 0.165NW1990 +0.085 DE1990 + 2.819 PT1990 + 23.30 DIV1990 
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From our inferences drawn from the estimation including macroeconomic variables (interest cost), it can be discerned that  pursual of a “cheap money” policy by the Reserve Bank of India, in the case of major blue chip companies, may lead to an increase in the net demand for capital, thereby increasing returns on capital through the stock market.

The estimated time series equation including macroeconomic policy variable for the market dataset is as follows:

P2000 - P1990 = -12.69 - 0.688 NW1990 - 0.156 DE1990 + 6.088 PI1990 - 1.659 IC1990 + 10.04 DIV1990
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However, other classifications of company groupings do not result in similar observations. In these cases, the supply side of the capital market (i.e. the demand side of the share market) dominates the demand side as it is reflected in a positive interest sensitivity. In more specific terms, as interest (cost) increases, the supply of capital increases as savings increases, part of which is mobilised by financial institutions and channelised into equity markets, leading to increase in demand for shares, resulting in increase in share prices and thus returns. Alternatively, another possible explanation for this may be derived from the positive income effect on demand for shares derived from increase in interest income to savers and the resultant upward pull on share prices resulting from the demand increase. However, on average, interest income constitutes a much smaller portion of the income of financial institutions (who are the major investors) compared to income from securities, dividends and capital gains. Hence, this marked shift in the signs of the coefficients is somewhat anomalous, pointing to a possible presence of short-term myopia exacerbating fragility requiring further in-depth study. 

The existing literature has expressed concern over the inherent tendencies in the banking sector towards fragility, arising out of institutional characteristics with respect to norms / rules and inadequate controls. Our study and empirical analysis brings out three significant tendencies. First, NPAs (as a ratio of loans and advances) are significantly sticky over time. Second, larger NPAs are associated with larger advances and vice-versa; and third, NPAs do not seem to be spiraling out of control, rather shows signs of a slight reduction. The policy initiated during the 90s of classifying bad debts as NPAs after two installment defaults, seems to have brought some amount of control on the bad debts situation. However, this study also shows that the real and asymmetric information problems associated with bad debts formation needs serious attention. 


The Maximum Likelihood estimated time series equation for the banking sector data set is as follows:

ratio_p t =  2.56 + 0.94 ratio_p t-1 + 0.93 ratio_p t+1 

    (9.87)      (14.91)                (13.40)

As we have observed, solvency of banks may be threatened by the factors operating at both the global and national wide levels. The existing literature has highlighted the institutional aspects of the financial fragility in the banking sector with a look into the efficacy of Bank for International Settlements (BIS) norms and other policy programmes in reducing financial fragility. There is, however, need and scope for a comprehensive fundamentals–based analysis of the fragility in the banking sector.

With the collapse of the Bretton-Woods fixed exchange rate system and introduction of freely floating exchange rates from 1973 practically by all industrialised countries, it was observed that exchange rates exhibited considerable volatility and prolonged periods of overvaluation and undervaluation in both size and duration, all indicating currency markets not being satisfactorily determined by fundamentals leading to financial fragility in such markets.  

In case of India, the switch to a floating exchange rate regime (at least on current account) from the prior multi-currency peg (adopted in 1975) was accomplished gradually between 1991-93. There was significant variability in the rupee exchange rate vis-à-vis major currencies like the U.S. dollar; particularly after 1993 given the increased flexibility of the exchange rate regime, when nominal exchange rate movements are expected to reflect changes in the price levels, we consistently find the exchange rate movements to exceed the changes in price levels, suggesting exchange rate movements in currency markets not being adequately explained by fundamental explanatory variables like relative inflation rates.

Our framework of research, therefore, identifies a functional (i.e., fundamentals based) analysis of the extent of the fragility in the banking sector and the currency markets as areas for further research.
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