III.    DOMESTIC CAPITAL MARKET’S ROLE IN 
FINANCING INFRASTRUCTURE 
DEVELOPMENT IN INDIA

Laying the foundation

for a bond market
3.1 For financing infrastructure projects, bond market is particularly important.  The development of India’s bond market is still lagging far behind the needs of the economy.  The problem has acquired urgency in the context of financing infrastructure development.

3.2 The undeveloped character of the Indian bond market, including both government bonds and private-sector corporate bonds, has been a subject of much discussion since long.  The corporate bond market’s development is linked to that of the government bond market because only the latter can provide the bench-mark yield curve.  The gilt-edged market is the basis and pace-setter for all other interest rates.  That is why a pre-requisite for the development of a corporate bond market is the existence of a yield curve for treasury securities.  Even the yield curve for gilts was not available till recently because there was no active trading in these.

3.3 Active trading in government bonds had been impeded because such bonds used to be issued at less than market rates of yield.  This was made possible because of the captive nature of the market till early 1990s.  The market comprised banks, LIC, GIC, provident funds, etc., all of which were statutorily required to hold high levels of government bonds.  Other investors had no interest in government bonds.  The amount of government bond issues was limited to what these captive institutions could absorb.  The bonds were held passively in their portfolios.  

3.4 The Sukhamoy Chakravarty Committee (1985) was the first to recognize the problem.  It made the far-reaching recommendation that the government borrowing should follow the principle of market-related rates and that it should offer to investors a real yield of 1-3% depending on maturity.1  This recommendation was implemented in 1992-932 and continues to guide the policymakers today.  As a result, the entire edifice of administered interest rates, which characterized the Indian financial system till early 1990s, was gradually dismantled over the 1990s.  

3.5 Many more things had to be done for building an active secondary market in bonds, including the creation of a trading mechanism.  The RBI has been actively working in this direction and much has been done in the last few years.  Among the measures taken was the RBI’s decision to tap the retail segment for selling government bonds in the indirect form of dedicated gilt funds.  Such funds are matched by pure debt schemes, also called income schemes, of mutual funds which invest mainly in corporate bonds.  According to the data provided by the Association of Mutual Funds of India, the total assets held in Gilt funds amounted to only 
Rs. 3415 crore (i.e. less than 4%) out of Rs. 91,811 crore total assets of the Indian mutual fund industry as on 30th September, 2001.  Pure debt or income funds accounted for Rs. 51,359 crore or more than one half of the industry’s total assets. 

3.6 Other developmental measures include the creation of a system of Primary Dealers, elongation of maturities, and adoption of a strategy of consolidation of government debt by reissuing existing securities and aligning coupon payment dates in order to deepen liquidity in key bench-mark securities.  More recently, the RBI has set up the Clearing Corporation of India to clear money, government securities and foreign exchange markets.3
The corporate bond market

3.7 A foundation has been laid on which the corporate bond market can be built.  Since costs of infrastructure projects are mostly domestic costs, the attempt should be to harness domestic financing to the maximum possible extent.  This depends, of course, on the financing capacity of the domestic capital market.  

3.8 Building and harnessing contractual savings, such as insurance, provident and pension funds is often suggested as important in this connection.  The assumption is that such funds can provide a ready market for long-term bonds of infrastructure companies.  Presenting the international experiences, a World Bank–sponsored study reached the following conclusion: 

“…..A key ingredient in the development for domestic financial markets in the developing countries… has been the establishment of vehicles for contractual savings, and a network of institutional investors who manage such savings” 4 (Emphasis added)

Placing the cart before the horse
3.9 Indian experience suggests that the “key ingredient” is not the same as mentioned above and that the foremost requirement is capital market reform focused on investor protection. We are emphasizing this because the capital market reforms in India have not yet been able to create the level of investor confidence needed.  Without this condition being satisfied, contractual savings pools, even when they exist, would not be forthcoming to invest in private corporate securities, including bonds; and, if they do so, they may jeopardise the interest of their beneficiaries.  Asking the trustees of retirement funds to invest in private corporate securities without first reforming the market is like placing the cart before the horse. 

3.10 India already has fairly large annual accretions to the pool of contractual savings in employees’ provident funds and life insurance.  Most of this has been invested in government and semi-government instruments.  The key questions that we should be asking are: “Why the trustees of the employees’ provident/pension funds are loathe to invest in private-sector securities, including investment-grade bonds?  Why household savers in India continue to have strong preference for bank-fixed deposits and government saving schemes rather than higher-yielding private corporate bonds?”

Other hurdles to corporate
bond market’s development
3.11 There are other reasons too why the corporate bond market has not developed.  These lie partly in the imperfections of the bond market’s trading mechanism itself and partly in the weaknesses at the level of corporate governance of Indian enterprises, most of which remain tightly controlled by families.  

3.12 The incidence of malpractices both with regard to trading of securities and with regard to corporate management remains high.  Misgovernance is reflected in sickness of many corporates.  This does not give assurance of long-term survival and health of private corporates.  A prominent and peculiar feature of private-sector enterprises in India is that family divisions and feuds lead to division of the original enterprises, each part being handed over to a family faction.  For this reason, strong companies do not remain strong for long.  

Half-hearted reforms
3.13 There have been some reforms of the market and the enterprise system but these are half-hearted attempts, leaning generally in favour of business interests rather than outside investors.  India has not achieved an adequate level of protection of outside investors in corporates.  The Indian situation remains somewhat similar to that described in a recent World Bank sponsored research study, Ownership Structure and the Temptation to Loot.  The study found “evidence for static asset stripping, but also for what Akerlof and Romer call looting—borrowing heavily with no intent to repay and using the loans for private purposes” 5. 

Bond Safety versus Liquidity
3.14 A typical bond buyer in India is a risk-averse “buy-and-hold” type of long-term investor and is concerned with the bond’s safety over the whole holding period.  The corporate bondholders’ actual experiences have been frequently unhappy, eroding their confidence in private-sector company bonds.  The incidence of defaults by bond issuing companies has been relatively high.6  There are trustees for bondholders but they have not discharged their duties towards the bondholders, as they should.7  The legal protection to the contractual rights of creditors has also been weak.  The high NPAs of banks and financial institutions are attributed to the same kind of factors.  

3.15 Our surveys of investors have brought out that for the ordinary investors, safety comes first, and liquidity only next.  It is noteworthy that the bonds of IDBI, ICICI and public-sector undertakings have been popular despite not being traded actively and not being liquid.  A large number of investors seem to treat such bonds like savings certificates, intending to hold them till maturity.

“Customised” bond schemes

3.16 At the same time, it is also true that provision of some liquidity to bonds makes them more attractive to investors.  That is why large bond issuers, like IDBI and ICICI designed their bonds to allow “put options”, “easy exit” facility, loan facility, and a variety of options regarding how much of bond interest and repayment of capital is to be made at what point or points of time.  The idea was to attract more investors by allowing them to choose the type which fits each person’s cash flow needs best.    

3.17 The direct provision of liquidity to investors through a variety of bond designs, as mentioned above, helped to expand the demand for bonds among households but it was not a good solution from the viewpoint of bond market’s over-all development, nor from that of the bond issuer and the bondholder.  It puts the burden of providing liquidity on the bond issuer itself and makes the task of asset-liability-management more complicated. From the bondholder’s angle, if the bonds have a liquid market, the bondholder can manage the cash needs, including unforeseen needs, far more efficiently through sales/purchases on the market as and when necessary.  

A fragmented bond market
3.18 What we have in India at present is a highly fragmented and illiquid corporate bond market because of the immense variety of bond schemes.  The only way to create a deeper bond market is to have just a few standard types of bonds.  For example, if all Triple-A rated bonds could be considered by investors as inter-changeable bonds, constituting a single large pool of equally good bonds, it would greatly facilitate the creation of a more deep and liquid market for bonds than is the case now.8  

3.19 Open-ended income or bond schemes of mutual funds are an alternative way of providing liquidity to the investors against bond investment.  However, since open-ended schemes have to stand ready to repay the investor any time, the scheme would need a liquid bond market or at least a temporary borrowing facility.  Only a liquid bond market can realize the full potential of the bond market for mobilizing savings for infrastructure investment.  It would reduce the yield required to attract investors.

Investors’ demand for short maturities only
3.20 We may also note that the bulk of demand for corporate bonds is for relatively short maturities.  There is not much demand among investors for bonds having maturity of over 5 years.  Further, floating rate bonds are not popular in India.  For both these reasons, the retail segment of the bond market cannot be a significant direct source of long-term debt finance for tenures of over 5 years.  

Contractual savings vs. mutual funds
3.21 Contractual savings institutions, like insurance and pension funds, are repositories of long-term savings and could therefore help infrastructure financing much more than mutual funds or individual investors.  At the same time, it should be emphasized that, as contractual savings represent the retirement funds of people, the safety of their investment should receive far more emphasis than in the case of mutual funds.   

3.22 As the financing requirements of infrastructure development are often for terms far exceeding 5 years or even 10 years, India’s bond market at its present stage of development is unable to provide such long-term funds.  Both commercial banks and financial institutions  (whose bond issues are mostly for terms upto 5 years because of put option) face asset-liability mismatch.  

“Take-out” financing
3.23 Given this situation, the IDFC has particularly tried to involve commercial banks in infrastructure financing as the banks are flush with funds but the problem is that their time-horizon is rather short.  The solution evolved by the IDFC is through ‘take-out’ financing under which the banks take up the earlier maturities while the IDFC takes up the later ones.  These are stop-gap arrangements till we are able to develop a market for long-term corporate bonds.  

Private placement of bonds

3.24 A relatively recent development in the Indian bond market is a spectacular rise of private placement of bonds.  This development has both positive and negative features and needs to be carefully guided on sound lines.  As against annual raising of around Rs. 4000-5000 crore through public issues of corporate bonds in recent years, annual raising through private placements of corporate bonds has been of the order of  Rs 55,000-60,000 crore currently.  In other words, bond private placements account for as much as 90% of all corporate bond issues.  

3.25 There are serious concerns about such private placements because of certain unhealthy practices and lack of transparency.  Many of such issues are unrated.  The RBI Governor, Dr. Bimal Jalan, in his mid-term review of monetary policy on September 22, 2001, drew pointed attention to this problem in the following words:

“ It has been observed that, of the investments by banks, a significant proportion of the banks’ investments in non-SLR securities is through the private placement route.  The non-transparent practices in this market could be a matter of concern.  RBI had accordingly issued guidelines in June 2001 regarding the due diligence to be undertaken, the disclosures to be obtained and the credit risk analysis to be made in regard to privately placed investments especially for unrated instruments.  Banks have been advised to adopt an internal system of rating for issues of non-borrowers, whether rated or otherwise, and adopt prudential limits to mitigate adverse impact of concentration and illiquidity……   A further review of non-SLR investments in the light of recent developments reveals that the ease of mobilizing funds through privately placed debt issues could lead to the use of such funds for risky purposes other than what is disclosed in the offer document.”9
3.26 The problem is not limited to banks because such private placements are being made with many other institutions, including mutual funds and provident funds.  In order to curb the menace, the Companies Act was amended in December 2000 to insert a new provision restricting private placements to a maximum number of 49 persons and that if this number is exceeded, the issue shall be deemed a public offer and would come under SEBI purview.  Only the private placements by public financial institutions and non-banking financial companies are exempted from the restriction mentioned above.  However, there exist serious doubts whether the new legal provisions are being observed in practice10
Concept of ‘Qualified Institutional 
Buyers’ needed

3.27 The Indian private placement market is not well-conceived in terms of its regulatory framework.  It will be useful to consider the creation of a facility in India, similar to that under the U.S. Securities and Exchange Commission Rule 144A which permits qualified institutional buyers (QIBs) of securities to trade among themselves under certain safeguards. 

Concluding observations

3.28 The all-India development financial institutions (DFIs) have played an important role in financing India’s industrial developments till the early 1990s and now they have to play a leading role in financing infrastructure development.  Their role in appraisal and monitoring of new projects is particularly critical.  The commercial banks’ role in this regard has traditionally been very limited.  

3.29 The funding of DFIs from government sources and RBI has been withdrawn in the pursuit of the policy of making them market-oriented.  However, they are allowed to issue the so-called “tax-saving infrastructure bonds”.  The tax concession has the effect of reducing the interest cost of these bonds for the issuing institutions and has made the bonds enormously popular among household investors.  As the tenure of these bonds is short, the institutions are still constrained by the asset-liability mismatch problem in providing the kind of long-term finance which infrastructure projects need.  These bonds have a lock-in period of just three years.  The exposure limits prescribed for the DFIs by the RBI limits their role in infrastructure development because many projects are of huge size, like the Enron-promoted Dabhol Power Company.   

3.30 After the withdrawal of government funding of the DFIs, these institutions have to depend heavily on mobilizing funds from the capital market through bond issues without government guarantees.  This has transformed them into true financial intermediataries.  They used to be criticized earlier for not mobilizing savings but only channellising government funds.  In the new role, they had the advantage of enjoying the status of public financial institutions and, therefore, a far better image among investors in the bond market compared to private-sector bond issuing companies.  The sharp difference in the ordinary investors’ attitude towards DFI bonds and private-sector bonds is revealed by Chart 3.1 based on a survey carried out in late 1997.11   Whereas 80% of investors perceived DFI bonds as safe, the corresponding figure for private sector bonds was only 15%.  

3.31 The intensifying competition both for funds and for lending opportunities has made life difficult for the DFIs by squeezing their margins, given their higher cost of funds compared to that of banks.  Such competition is pushing the DFIs towards universal banks instead of continuing as DFIs.  This may not necessarily be a good thing from the economy’s viewpoint at our stage of development.

3.32 The financial problem of the DFIs can be mitigated to some extent by asset-securitisation in which a beginning has been made in India but its wider adoption needs special legislation which is under the consideration of the Central Government.  This will still leave the tenure problem (i.e. the period for which they can lend) unsolved.  

CHART 3.1

(a)  SAFETY PERCEPTIONS 
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(b)  FUTURE INVESTMENT INTENTIONS  

Percentage of respondents who intended to invest 

in the particular category of bonds in the next 12 months
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(c)  PRESENT MARKET PENETRATION OF BONDS 

Percentage of respondents who held 

bonds at the time of the survey 
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*
Double counting of those holding two or more bond categories is excluded when sub-categories are combined to form a broader category.
                                   

3.33 Ultimately, infrastructure financing will have to fall back on the availability of long-term contractual savings.  However, it should be remembered that contractual savings institutions, which are repositories of retirement funds, cannot be expected to take upon themselves the degree of risk often involved in new and untried infrastructure ventures during gestation period until the revenues of such ventures have stabilized.  They have to play extremely safe.

3.34 Admittedly, techniques are now available for separating the risk-taking and financing functions.  The policy issue is: who will perform the risk-taking function?  In the developed countries in their early stage of development, this function was often performed by the government in one way or another in the case large infrastructure projects which had significant external economies.12  

3.35 It seems to us too early for India, at the present stage of its development, to forsake the idea of development banking by not providing to the DFIs greater access to long-term funds at reasonable cost, such as by linking them to some long-term pools of savings. 

3.36 While risks can be transferred from, say, A to B, there is no escape from risks for the society as a whole.  If every person and every institution becomes risk-averse, how will rapid development occur?  The banking authorities have to make careful choice of the most appropriate architecture for our financial system at the present stage of our development.  

3.37 The so-called moral-hazard problem has often been cited in current discussions as an important consideration to guide policymakers.  This view has come to dominate theoretical literature in recent years in the U.S. after its financial system had matured and it had become an advanced industrial nation.  This argument was not heard of much in the U.S. in the earlier period of its industrial history.  The saying is that “the U.S. industrial development was so rapid in the late 19th century and early 20th century because its banking system was so bad!”  This is not to suggest that we should be reckless but a proper balance has to be struck, keeping a long term vision before us. 

3.38 The IDFC has demonstrated its usefulness in providing intellectual leadership of a superb quality, ranging over the whole area of infrastructure development.  It has defined its mission as that of leading private capital to commercially viable infrastructure projects.  The harnessing of private initiative and investment for infrastructure sectors is an untried area requiring careful designing of the ‘software’ part of development, i.e. policies at the national level and contracting instruments or designs at the micro-level.  Its own direct role in financing of infrastructure development is at present limited. 

3.39 We would like to conclude by drawing attention to an important general point to set a broader and integrated economic policy vision for the country’s development in the context of the power sector’s development.  The dire need for adding to power generation should be viewed as an opportunity for greater utilization and encouragement of the domestic capabilities of power equipment manufacturing firms, like BHEL.  This would have many advantages, including reduced dependence on foreign borrowing which normally accompanies large imports of equipment and contracting with foreign firms, like Enron.  

3.40 The history of today’s developed nations provides examples of how their governments strongly backed their own industry and continue to do so today in various ways available to them.  The examples include mechanisms like the U.S. Exim Bank and the PL-480 funds, or the U.K.’s imperialist policy in the olden days, or Japan’s discouragement of imports of manufactured goods while permitting intense competition among domestic manufacturers.  The instruments available to India in today’s world should be seriously explored.  More subtle ways have to be devised, as the U.S. is doing.  In India, there is a real risk of  integrated approach to economic policymaking getting lost due to compartmentalization of thinking in different ministries.
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