CHAPTER  I

INTRODUCTION

We have long been aware of the beneficial impact of a well functioning financial infrastructure on the real sector of the economy. Conversely, the economic turmoil in the recent East Asia crisis have once again brought into sharp focus the key role of financial fragility in aggravating crises through the banking, currency and securities markets in particular, hampering investor confidence operating in such markets and thus seriously impeding the ability of securities markets in performing the intermediary role between the savers and investors.

Given the intertwined financial and real sectors, the conduct of proper macroeconomic management and attainment of macro-objectives is dependent in a large measure on the health – in respect of both width and depth – of the financial system as well.  The lack of this or financial fragility has been identified as a major source in the periodic crises within the last couple of decades and the recent East Asian Crisis in 1997 with problems in the banking sector, deepening of the currency crisis and an almost meltdown in the stock markets, with one setting the crisis in motion and the other exacerbating the others.

In this study, the first part (Chapter II) deals with an analysis of the intertwining of the financial and real sectors, following the frameworks of  (1) Beck, Demirgiic-Kunt and Levine (BDL), (2) King and Levine (K-L) and (3) Rangarajan identifying the major variables and measures of the nexus between the two. The plan of this part of the study is as follows: Section I presents the introduction; Section II surveys the existing literature; Section III discusses the financial and growth indicators; Section IV attempts an empirical analysis in the context of the Indian financial structure and Section V presents the conclusion. 

The next part of our study delves into a detailed empirical analysis of the stock markets, in particular, looking into the existence of (larger than normal) deviations and their persistence over time, i.e., presence of asset bubbles, and as such presents findings on extent of financial fragility or the lack of it in the stock markets. In order to investigate the extent to which the stock markets are linked to the fundamental variables, we look at  (1) an assortment of basic financial/real variables, e.g., net worth per share (book value per share), profit per share (EPS), dividend per share and debt-equity ratio; (2) dynamic variables, like rate of growth of net worth per share, profit per share, dividend per share and debt-equity ratio as surrogates for expectations; and (3) macroeconomic policy variable, like prime lending rate. We have attempted both cross-section and time-series analyses on (1) and (2) and a time-series analysis on (3).

The cross-sectional study (Chapter III) is discussed in six sections. Section I is the introduction. Section II discusses the dataset; Section III discusses the model; Section IV analyses the results of goodness-of–fit; Section V analyses the results of volatility and Section VI presents the conclusion.

The time-series study (Chapter IV) is discussed in six sections. Section I is the introduction. Section II discusses the dataset; Section III discusses the model; Section IV analyses the results of goodness-of–fit; Section V analyses the results of volatility and Section VI presents the conclusion.

The macro-monetary policy analysis (Chapter V) is discussed in six sections. Section I is the introduction. Section II discusses the dataset; Section III discusses the time-series model; Section IV analyses the results of goodness-of–fit; Section V analyses the results of volatility and Section VI presents the conclusion.
The sources of financial fragility can be traced, among others, in the banking, currency and asset markets as has been mentioned earlier. Solvency of banks may be threatened by the factors operating at both the global and national levels. The existing literature ( Allen and Gayle (2000), Kaminsky and Reinhart (1999, 1996), Kiyotaki and Moore (1997), Rakshit (1998), Stiglitz (1981)) 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. Further, 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.

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, 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, thus, further compounding the task of macroeconomic management in general and balance of payments adjustment in particular.  

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. Further and more importantly, when we look at the exchange rate movements and their relationship with fundamental variables, like the price level, with the theory of purchasing power parity (PPP), for example, it provides the theoretical basis of the belief that changing exchange rate under floating system would offset inflation differentials. However, 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.

In the limited scope of our present investigation, we have not attempted to study the impact of the currency markets on financial fragility, though a preliminary study of the health of the banking sector, namely (1) a brief review of the institutional and almost endemic fragility in the banking industry and (2) some areas of specific concerns, particularly in respect of the NPAs have been attempted. Section I is the introduction. Section II discusses the model; Section III discusses the dataset; Section IV analyses the time-series results; and Section V presents the conclusion.

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