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Profits earned by hook or crook cannot be the sole criterion for judging the success of a
business. The success of liberalization requires the steady development of a new
corporate ethic.
Prime Minister Vgjpayeein his 15" August 2001 address

1. Introduction

Foregn Invesment can be defined as the acquigtion by governments, inditutions
or individuas in one country of assts in another. Foreign invesment covers both direct
invesment and portfolio invesment and indudes public authorities, private firms and
individuas. For a country in which savings ae inaufficient reaive to the potentid
demand for invetment, foreign cgpitd can be a fruitful means of dimulaing rapid
growth. In addition, direct invesment may be a means of financing a baance of
payments deficit. Direct investment often involves the setting up of subsdiary companies
for the domedic production of goods which previoudy were imported from the parent
company. (Bannock et d, 1998).

Extend cepitd flows to devdoping countries have undergone fundamenta
changes during the past three decades. More recently rapid liberdization of financid
makets and privatization of economic ectivity in devdoping countries have influenced
them. The private sector has become the principd borrower in internationd capitd
markets and recipient of other private financid flows. Direct investment is often referred
to as foreign direct invesment (FDI). FDI inflows have incressed in importance during
the 1990s, becoming the sngle most important component of tota capitd flows to
developing countries. FDI not only adds to extend financid resources for deveopment
but is dso more gable than other types of flows. FDI is typicdly based on a longer-term
view of the market, the growth potentid and the Structural characteristics of recipient
countries. FDI is generdly prefered by the host country to portfolio management. FDI
and the policies concerning it have a preponderant role as the engine of growth because
of the diffuson of technology. FDI can contribute to technologicd upgrading in two
ways if it embodies a higher levd of technology than domedtic invesment, it makes a
direct contribution by rasng the overdl technologicd levd of the host country; and it
can ds0 make an indirect contribution through podtive externdities which benefit locd
enterprises.



In recent years competition among governments to atract FDI has heated up. The
man reason for this is the large number of developing and emerging market economies
tha have moved during the 1980s and 1990s from redively dosed daeled growth
draiegies and dirigiste policy regimes to more open and market friendly policy regimes,
and have moved in the process to seek actively to atract FDI. For example, China done
has moved from a policy of virtudly exduding FDI, until 1979, to successfully dtracting
an anud FDI inflov of over $40 billion by the mid—1990s-and in doing S0 has causd
devdoping and emeging oountries throughout Ada, and beyond, to worry about
intengfying competition, with China and with eech other, to atract FDI. The crigs that
emaged in Asa in 1997 has tended, if anything, only to heghten those worries [Oman,
2000].

There are two types of competition among countries to attract FDI. These are
rules-based forms of competition and the incentives-based forms of competition.

Ruleshased forms of competition are a broader and more heterogeneous group of
government actions and indlude: changes in the rules on workers rights protection of the
environment; Sgning of regiona-integration treaties with neighbouring countries;, greater
protection of intelectud propety rights drengthening the rule of law & improved
judicdad sysems the edablishment of “export-processng zone's or Specia  economic
zones’ with didinct legidation from the ret of the country; the privaisaion of Sate-
owned enterprisess market dereguldion; and the liberdisstion of trade and investment
policies.

Incentives-based forms of competition refer to fiscd and finendd incentives.
Common fiscal incentives include: a reduction in the base income tax rae a particular
caegory of invesors must pay; tax holidays exemptions from import duties or duty
drawvbacks, ~ accederated  depreciaion  dlowances, invesment and  re-invesment
dlowances, specific deductions from gross eanings for income-tax purposes and
deductions from socid security contributions.

The mog important financid incentives are grants subsdised loans and loan
guarantees. These incentives are frequently targeted for specific purposes, such as grants
for labour training, wage subddies, donations of land and/or dte fedilities, rebates on the
cog of dectricity and water, and loan guarantees for internationd lines of credit. Other
incentives indude government provison or subddisation of “dedicated”  infrestructure
such as ralroads roads, indudrid dtes sawege treatment fadlities and the like built
specificdly for the investment project.

Decisons to invest aoroad usudly have two sets of components. One depends
upon firm/industry-specific factor and the other on the hogt-country factors. The former
ae lagdy respongble for the decison to undertake the invesment and the latter
influence the dedination of the invesment. Frms inves outsde their home country for
one of three reasons to exploit a naturd resource avalable in the hogt country, to get
access to the hogt country’s protected market, or to mantan internationa
competitiveness in the face of rigng cost of labour and other non-tradesbles in the home
country. These three types of investments can be referred as natura-resource seeking,
market-saeking and export-oriented FDI. Naturd resource-seeking FDI, which conggts of
invesment in areas such as mining, oil and ges extraction, ec., is probably the earliest



type of foreign invetment. Naturd endowment is the primary determinant of such
investments. (Chakwin and Hamid, 1997)

Market-seeking FDI has changed ggnificantly in recent years. Since World War
II'it had been largely confined to the manufacturing sector, but due to the recent trends in
most developing countries towards grester openness of the economy and privatisation of
infradtructure, sectors such as power, tdecommunications and financid services ae
atracting increesng amounts of foreign invesment. Also because of the import-
subgtitution  indudridisation policdes formely followed by most deveoping countries,
until recently FDI in the manufacturing sector generdly served to legpfrog tariff barriers
with very little or even negdive, vdue added in the host country. However, import
liberdistion and the dectronics revolution, and the consequent deveopment of
mechinery and process which meke smdler production runs possble without incurring
ggnificat cost pendties, have given rise to a more efficient FDI in indudtries catering
primarily to the hogt country’ s market. (Chakwin and Hamid, 1997)

Expart-oriented FDI is of reativey recent origin. The “product life cyde’ theory
of FDI, which podulates that as economic growth leads to higher wages in a country,
labour-intendve indudries will reocate to countries a& a lower levd of economic
development, is most goplicable to export-oriented FDI. However, the mere avalability
of chegp labour is insUficient to atract such investments. Factors such as location,
infrastructure endowment and the policy environment ae equaly important. Export-
oriented FDI is believed to be a mgor factor in developing Adds economic success, and,
thus it is the type of invesment that developing countries most want. (Chakwin and
Hamid, 1997)

The factors that affect the host country’s decisons for dtracting invesment are
politicd and macroeconomic  dability, avalability of infresructure, naturd  resource
endowmert, economic policies rdaing to indudry, trade and finance, wage cods the
invesment incentive regime and the inditutiond framework such as the legd sysem,
labour laws, ec. Invetment flows are ds0 influenced by factors like sze (for example,
China and India will dtract subgtantid FDI just because they have a huge potentid
domestic market) and location (eg. East and Southeest Ada have profited from ther
regiond location because firms in Jgpan and the NIEs have found it essy to move ther
light, labour-intendve production to Madaysa Thaland, Indonesa and the coadtd
provinces of Ching). (Chakwin and Hamid, 1997)

Investors, when sdecting the Ste for a mgor investment project, tend to atach
|mportenoe to thefallowing factors:

Political and macroeconomic gability;

Market access and long-term growth potentid;

The avallability of gppropriatdy skilled workers and of necessary infragtructure;

Fiscdl incentives, and

Fnancid incentives.

2. Corporate Governance
Corporate governance refers to the procedures and rules, explicit and implicit, that

provide the incentive framework for companies to atract financia and human capitd,
peform efficently and avoid corruption (World Bank, 1999). They have evolved over



time and ae d4ill evolving in response to corporate falures and sysemic criss.
Consequently, there are likdy to be different models of corporate governance around the
globe. Among the developed world, the man ones have been seen to be those of the
English spesking countries, with dispersed controls and the German and  Japanese
models, which reflect a more concentrated ownership dructure.  Indids corporate
governance sysem is a hybrid of the amslength market-based sysems of UK and USA
and the indder-dominatedtbank-based sysems of Germany and France (Sarkar and
Sakar, 1999). In Audrdia the falures in 2001 of the insurance giant HIH, of the third
largest Telco, One-Td, and of the second largest arline, Ansett, has led to concerns about
the lack of due diligence during tekeovers and the inadequacy of protection of workers
dues and of customers It hes led to workers entitlements being put & the top of the
queue of creditors. It is dso dear in the context of such collapses that though the
exigence of a market for takeovers has been seen as improving corporate governance
(World Bank, 1999), in practice HIH's takeover of FAI and Air New Zedand's takeover
of Ansgtt, without adequate due diligence, contributed to poor corporaie governance
outcomes. In India unlike the other English spesking countries, the market for takeovers
isweek and inadequatdly developed.

Though corporate governance issues have been seen hidoricdly to be the
province of lavyers, economists have begun to meke important contributions in this area.
Lawyers writing in this area tend to focus on the fiduciary duties of the directors and the
need to have independent directors who will represent the interets of minority
shareholders (see for indance, Srivastava, 2000, who focuses on this aspect) without
linking it to the role of the cepitd markets, whereas economists see good corporate
governance as a means of improving the efficiency of the capitd makes, so tha
ugtainable economic growth can occur in this era of increesngly globa capitd markets
(The Economist , Survey Artide® Adan Busness In Prase of Rules’ 7" April 2001,
pp.1-18). Essntidly, there is increasng recognition in Adan countries that good
corporate governance, by improving the avaldbility of information to invedtors, improves
the dlocation of funds through the capitd markets, both a the globd leve as wel as
within a country.

Corporate governance has become a very important internationd issue mainly due
to the increasng volume of FDI. It is one of the main issues facing those who ded with
the internationd politicd economy and busness dudies One can dassfy the fallowing
three dominant forms of corporate governance in the world: the German, the Jgpanese
and the Anglo-American modes. A comparison of these three ‘models reveds what can
be cdled a permutation of priorities towards the “three PS’, people, products and profits.

Japan Germany Ango-American
People Products Profits

Products People Products

Profits Profits People

The implications of these differences in priorities are quite profound and can be
depicted in tabular form asfollows:

Japan® People have priority® Emphasison market shareé® CEO isa‘generdid’




Germany® Products have priority® Emphass on technology & engineering® CEO is an
engineer

Anglo-American® Profits have priority® Emphesis on share-holder vdue® CEO is an
MBA or an accountant.

Source: Lehmann, (1997).

Corresponding to these corporate governance models one can notice the following
three government indusry models to see the impact of government-indudtry raionships
on corporae governance. These modes can be summarised as shown in the falowing
table:

Modd Countries Sdient features
Government  USA, UK, Government totdly impartid with respect to
as Referee Hong Kong, the market;

Augrdia, Government stands on the Sddines,

New Zedand Government  intrudes if or when abuses need
to be prevented or perpetrators of illegd acts
have to be punished;

Government's emphads on farness and
unregulated market forces,
Minimise regulations,
Open trangoarent, accountable forms  of
corporate governance,
Auditors and lawyers have an importat role
to play;
Corruption tends to be low.
Govenment  France, Itdy, Span, Govt. nether recognisess nor respects the
asManager  Ching, Vietnam, market and does not trudt it;

Singapore, Economicnationaism & protectionism;

Indonesia, Gowt. intervention and control;

Mdaysa  Thalend, Promotion of nationa corporate champions;

India Corporate governance is opague, Secretive
and closed, with little public accountability;
Bureaucracy is powerful.

Govenmet Geamaly, Audrig, Sddines patidity;
as coach Switzerland, Adminigraive  guidance  Support  system,

Netherlands, subsidies etc;

Sweden,  Norway, Organised competition;

Denmark,  Finland, Sami-transparent/  semi-opagque  corporate

Japan, Kores, govemance with limited public

Chinese Tape, accountability;

Thaland, Mdaysa,
Indonesa

Consderable scope for corruption.

Source: Lehmann, (1997).



Though new agendas, as discussed earlier, rdaed to workers entittements and
cudomer protection, have emerged, the current focus of corporate governance iSSUes in
most English spesking indudrid countries, such as Audrdia, is the protection of
individud and minority shareholders. This agpect has assumed even gregter focus in the
context of the collgpse in Audrdia in 2001 of HIH, the insurance giant and One-Td, the
third largest telco. These failures have raised questions about the approaches taken by the
reguldory agencies, such as the Audrdian Prudentid Regulation Authority and
Audrdian Securities and  Invesment Commisson, and about the cgpacity of such
agencies to monitor the behaviour of the CEOs of such corporations. In the case of One-
Td, both the Packer and Murdoch families were represented on its boards as minority
shaeholders, but the combinaion of the abiliies of the top management to hide
informetion and the sudden deterioration in demand conditions meant that there wes
litte the individud and minority shareholders could do to protect themsdves Though
there is likdy to be some corrective action, in the aftermath of these collgpses minority
and individud shareholders tend to often lose out, because of inadequacies of information
and because of the herdlike behaviour, driven by ‘irraiond exuberance of such
investors, which tends to push up the prices to giddy heghts €g. the share price of One-
Td in 2000 rose to giddy heights enabling its two CEOs to dam millions of dalars in
bonuses), from which they are likdy to collapse, cregting maor losses for investors
When this happens investors tend to, for a period, keep avay from the capita markets. If
this can happen in societies, where rulesbased governance sysems, with reativey well
managed and wel funded regulators are in place, one can imagine how much more
difficult it is for mog Adan countries, which have traditiondly hed rdaions-based and
ingder-dominated governance systems in place and/or which are much more resource
condrained to monitor the behaviour of their corporates.

Nevertheless, dl countries ae being forced towards rulesbased governance
sysems, requiring greater transparency of information to the markets and greater
protection of minority shareholders, and improvements in corporate governance Systems
in generd. This is partly because of the pressures from the IMF on ASan countries, in the
context of and afteemath of the Adan criss, to improve their corporate and date
governance. It is dso because of increasing recognition that as the capitd markets are
liberdized, funds a the internationd levd tend to flow to jurisdicions with a more
developed rules-based corporate governance sysem, where smdl investors and minority
shaeholders ae more likdy to be protected and away from the rdations-based
governance sysems, which are likdy to fleece smdl invedtors, ceteris paibus. This is
reflected in the fact that a around $280 hillion of capitd inflows in 2000, USA is by far
the mgor recipient of globd funds (Source USA Bureau of Economic Andyss,
Internationa Invesment Data). Even though recorded data shows that Ching, with its
relaions-based governance system, is a mgor recipient of Foreign Direct Investment
(Government of India Economic Survey 2000-01, Table 6.9, p.119, reproduced as Table
1 below), yet on a net bads China is an exporter of finance capitd probably to the tune of
$20b per anum. In fact a large pat of what is recorded as FDI flows into China are
Chinas funds coming to Hong Kong and then beng renvesed by Hong Kong basd
China transnationds into the mainland, i.e, they are recycled Chinese funds hut recorded
as Hong Kong invesment in China Even some of wha are recorded as US investments
in China are likdy to be recyded China funds. This is because, until recently, capitdigts



could not join the Communig Paty and therefore legdly no member o the Communist
Paty could invet in Ching hence this recyding. In addition, snce mog of such
invesment involves equipment and technology invesment, it tends to reflect inflaed
prices of such inward bound invesment. This is because it rases the equity hoding of
uch invesment in joint ventures with loca governments, increesng control in the
process, even as it endbles the company to increese its dfter tax profits, through
investment alowances and accderated depreciation offered by China to FDI. In addition
to such recyding, funds coming from China to Hong Kong, and there were around $65
bllion in 200001 of these, end up in other countries modly in the USA. This
development isin the face of stringent capital controls operaing in China

Despite the severe opagueness of corporate governance system in China (see The
Economist, 7" April, 2001, p4, Transparency bar-chart, which ranks China as the worst
of 10 Adan countries on the trangoarency grading, which argues tha corruption, market-
rigging and accounting fraud seem common in Ching (Lin, 2000), explains that ‘actud
governance practices of corporatised Chinese firms are characterized by excessve power
of CEOs, indder control and colluson, lack of safeguards for minority shareholders and
week trangparency’), there are large FDI flows from Tawan, Jgpan and USA with each
contributing roughly on average around $4 hbillion per anum in the post-1992 period. In
fact, in the early years of pogt-reform period in India, even as FDI and foreign invesment
flows increesed subgantidly from a very low base, recorded FDI in China dso increesed
shaply from USH4 hillion to around USHO hillion by the mid-nineties and stabilized at
this levd, i.e, officdly it remans & 15 to 20 times the leves achieved by India Even,
when the FDI flows to China are discounted by ‘recyded funds or round-tripping and it
is probable that mogt of the FDI recorded as originating from Hong Kong and some from
USA represents such re-cyding, China & an actud invesment of around US$18 hillion
(see bedow) in the second-hdf of the nindties dill receives more than gx times the FDI
that Indiareceives. What are the reasons for this?

Thecaseof China

China is evalving from a command economy to a maket economy. The pace and
sequencing  of  economic  liberdisation has made the trandtion successful 0 far.
Agriculturd  reforms dated the process in the lae 1970s and the reform process
continued with the edablisment of four specid economic zones (SEZs  Shenzen,
Zhuha, Xiamen and Shantou) in 1980. The areas were chosen in the provinces of
Guandong and Fujian because of ther proximity to Hong Kong, Chinee Tape and
Macao. All enterprises, i.e. both foreign-funded and domedtic, in SEZs were taxed a a
concessond rate of 15 per cent and dlowed to import building materids office and
production equipment, vehicles etc. free of import duties. In addition, imports of inputs
for production of exports were permitted free of import duties and licensng redtrictions.
(Chakwin and Hamid, 1997).

Foreign investment has played an important role in Chinds growth. FDI has been
the main source of more efficient production and management techniques from aoroad, as
well as a more extensve knowledge base. It dlowed direct contact to be established
between Chinee and foreign entrepreneurs through joint ventures or cooperation
agreements. The presence of foreign enterprises in China has contributed to the



devdopment of locd entrepreneurship. Foreign invesment flows introduced competition
into the Chinee economy and encouraged locd enterprises to dlocae avaladle
resources more efficently, which in turn favoured productivity. Foreign invesment has
sved as a vehide for advanced foreign technology and manageriad  know-how.
(Démurger, 2000)

In an excdlent sudy Jesus Edanidao (1997) provides informdion on vaious
agpects of policy towards foreign invesment, and how tha policy may have changed in
recent years, in China and in sx man ASEAN countries. Chind's opentdoor palicy is in
fact recognition of the need for foreign capitd and technology. Foreign invesments are
promoted to generate foreign exchange Genedly, China promotes labour-intensve and
high technology indudries  Agriculture,  energy-developmert,  dectronics  and
manufactures are the areas, which have been promoted by China

Foregn invesment in China can teke place in the form of equity joint ventures,
contractud  joint ventures and wholly owned foreign enteprise In wholly owned
enterprises, the following conditions gpply: it must utilise advanced technology and
equipment; develop new products or improve exiging ones and mugt export more than
50% of output. The redricted aress for foreign invesment in China are public utilities
transport, red edtate, trust and investment leasing.

China's open door policy began in isolated areas or specid economic zones (SEZ)
with consderable autonomy for atracting foreign investments. The SEZs are desgned to
encourage foreign cgpitd and technology by offering various incentives such as duty-free
import, lower taxes and adminigraive autonomy in order to boost the deveopment of
China. In the SEZs foreign banks are generdly dlowed entry and this is dso extended to
insurance and securities firms. Limited foreign ownership is dlowed in avil avidion
industry induding arport faclites Joint ventures ae dlowed in energy ad
infragtructure projects. (Estanidao, 1997)

Chinds tariff regime is characterised by a rdatively high average taiff and a
large number of taiff bands with wide dispersons. In 1993, the average unweighted
tariff good a approximady 40%. Raes tend to be lowest for raw maerids and higher
for finished consumer goods. The dructure of tariffs gives rise to very high raes of
effective protection for some finished goods. Since the APEC Borgor Medting in 1994,
China has reduced the regulatory tariff on some products In 1996, China promised to
dash subgantidly the tariff on 4994 taiff lines. The average taiff rate was planned to be
cut from an average 35.9% to 23%. (Estanidao, 1997)

Severd levers of date control over Chinese foreign trade activity remain in place.
Thee incdude export and import licensng; redrictions on foreign exchange retention and
uss commodity ingpection; cusoms regulation and protective duties, and date pricing of
traded goods, especidly imports. Although the scope of date planning has been reduced,
ubgtantid portions of imports reman regulated by licenang and other forms of control.
Import licensng has been usad for a variety of purposes induding implementing the date
plan, protecting cetain sectors, and containing overdl imports for BOP purposes. In
1993, 53 product categories representing 30% of totd imports were subject to licensing.
State control is dso exercised over the pricing of imports. State price controls are used to
promote exports and redrict imports Beginning 30 June 1995, China removed quota,
licendng and other nontariff measures from 367 tariff lines In 1996, China planned to
diminate the quota, licenang and other import control messures on about another 170



tariff lines, accounting for over 30% of the commodities subject to import quota and
licenang requirement. (Edtanidao, 1997)

Chind's government consumption is conddered very high due to the fact tha the
dae owns mos of the economy. In addition, difficulties between centrd and provincd
governments in ther fiscd rdations result in an increesng proportion of government
revenue (and spending) controlled a the provindd levd. Public expenditure averaged
199% of GDP between 198994, digtly up from 18% duwing 1986-90. Modly on
education and socid services, condruction and defense. Debt-sarvice rdio is around 10%
between 1994-95. Employing over 100 million people more than 100000 dateowned
firms have been touched litle by economic reform. Including dependants, about 304
million people owe ther liveihood to date firms Locd governments control about 80%
of stateowned firms. Chinese authorities report that 40% of date-owned firms logt
money in 1994, though this is an improvement over 60% in 1993. Returns on invesment
in SOEs dropped deadily from 11.9% in 1985 to about 1.9% in 1993. Unpad debts of
these firms rose 74% in 1994, roughly equivdent to about 84% of GDP and 30% of
industrid  output. Baling out SOEs accounted for about 60% of budget defiat.
(Edtanidao, 1997)

Officia policy decrees that dtate-owned firms will remain backbone of country’s
economy, with privaisation limited to smdler firms and joint sock options. Reforms of
date-owned enterprises includes mergers, teke-overs and reorganisations, and improved
enterprise management. Key aspect of Chinds public enterprise reform has been the
delegation of managerid responghbility. Further reforms of SOES expected to increase
ther independence from the date and make them fully respongble for their production,
investment and employment decisons. Government has pledged to kegp only 1000 of the
most  important companies and let the other large and medium-sized sate-owned
enterprises find ther own way, but it has often baled out losers for fear of creating
massve unemployment. (Estanidao, 1997)

State companies receive preferentia trestment from government, like tax breaks.
Government absorbs most debt of date-owned enterprises. They have preferentia access
to subsdised credit and foreign exchange as wel as lower priced production inputs.
Policy of subsdigng urban consumers famers and loss-meking date-owned erterprise
is gradudly being phasad out. (Edtanidao, 1997)

Lav is vagudy written and inconsgently interpreted, while enforcement is lax.
All too often, padlitics interferes with both interpretation and enforcement of the law. The
increese in commercid disputes has been atributed to an imperfect legd sysem and
ineffective government supervison. Many enterprises lack knowledge of internationd
and domedtic rules and regulations. Process of legd reform is currently being undertaken
to make system more professona and independent. (Estanidao, 1997)

The Chinese government redricts the mobility of Chinese workers and keeps a lid
on the wage differences among vaious enterprises. The redrictions dso mantain the
date's prerogative to be the find abiter in labour management decisons. In the mid-
1980s, the Chinese government caried out wage and employment reforms that resulted
in the fird dgnificant decentrdisation of State sector wage and employment decisons in
dmog 30 years State indudrial enterprises adopted a wage system that linked the sze of
ther wage hill to an index of performance, and they were given the power to determine
their own internd wage dructure. As a result of these reforms, the wage payment scde



used in dae indudrid enterprises no longer corresponds with that used in government
adminidrative units. (Estanidao, 1997)

In redity, labour unions are politicaly subordinate to the Paty and government.
Union effectiveness, as fa as officid policy is concerned, takes the form of unions
hdping the government achieve economic growth and modernistion, as wdl as
protecting workers wefare, providing education facilites and 0 on. Unions ae
expected to cooperate with management. Ther role centres on “labour productivity,
worker morde and wdfare raher than the interpretation of nationd policy”. (Estanidan,
1997)

Enterprise unions are politicaly subordinate to the Paty and government. Under
the 1982 conditution, workers do not have the right to drike All unions are under the
leedership of the nationd trade union federation, which is controlled by the Communigt
Party at both the provincid and the nationd leve. (Estanidao, 1997)

The Chinese Communist Paty (CPP) is the centre of political power and authority
in the country. Padlding the government, the paty assumes the reponghility for
politicd education, ideologicd guidance, and discipline supervison of dae enterprises.
The post-Deng Xiaoping scene remains uncertain. (Estanidao, 1997)

China ranked among the top three most corrupt countries in Ada The entire
sysem lacks trangparency, leaving the door open for influence peddiing and backroom
deds The problem is egeddly serious in the booming coedtd dties in the South.
(Estanidao, 1997)

The government cracks down on dissent and limits the formation and activities of
groups and individuds However, rapid economic growth, especidly in the coedd
provinces, have given rise to commercid and other entities that operate fredy from the
centrd government. The military, especidly dter the Tiananmen incdent in 1989,
remains an important and crucid supporter of the Party.

Snce the adoption of openrdoor policies China has become more receptive to
fordgn busness However, some segments of the sodey remain suspicious The
government remains opposed to certain foreign culturd influences and drictly regulates
the flow of information.

Such inflows ae bound to teke place in a rgoidy growing economy with an
expanding internd market, driven by high invesment rates despite rddivdy high risks
Moreover, some of these risks are reduced through the operation of export-processng
zones and specid economic zones, where internd laws and rules ae minimized and
cgpitd utilization is increesed because of the absence of unions and work practices
limiting such utilisation and in the case of Tawan they ae reduced through language and
links in a rdaions-based sysem. The point that we are making is tha contrary to popular
and academic opinion ( eg. Chunla, 1997, agues that China was the second largest
recipient of globa FDI. In this paper it is goparent that Hong Kong accounts for 62.1% of
totad accumulated FDI in Ching) China, with estimated actud FDI receipts of around $18
bllion (45% of recorded given ‘round-tripping and inflaion of equipment and
technology figures in the daa), in the context of its wel developed export-processing and
goecid economic zones and rgpidly expanding internd market, is not an extreordinarily
large recipient of FDI.

Nevethdess, even after downwards adjustments for recyding of Chinese funds
China recaives a least 9x times the FDI that India does. In the post-1991 period, which is
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seen as Indids reform period, China on an unadjusted basis received around 25 times the
FDI that India did (see Table 1). This is despite India having based itsdf on the British
rules-based system of corporate governance. At fird sght, it does show India in a farly
poor light. But the post-reform period shows an increese in Indias share of inward bound
developing countries FDI and a dedine in Chinds shae. Chinds share after hitting a
high of 34.9% in 1993, dedined continuoudy to 194% in 1999, while Indids shae
increesad from 05% in 1992 to 2% in 1997, suffering subsequently because of the
reasons discussed elsewhere in the paper.

Tablel

FDI by Host Region (US$ million)
Country 1992 1993 1994 1995 1996 1997 1998 1999*
China 11156 27515 33787 35849 40180 44236 43751 40400
(recorded)
China 5020 12382 15204 16132 18081 19906 19688 18180
adjusted
India 233 550 973 2144 2426 3577 2635 2168
Indonesia 1777 2004 2109 4346 6194 4677 -356 -3270
South 727 588 991 1357 2308 3088 5215 10340
Korea
Malaysia 5183 5006 4581 5816 7296 6513 2700 3532
Philippines 228 1238 1591 1459 1520 1249 1752 737
Thailand 2114 1805 1343 2000 2405 3732 7449 6078
All 51108 78813 104920 111884 145030 178789 179481 207619
Developing
Countries
(including
China)
Share of | 05 0.7 0.9 1.9 1.7 2.0 15 1.0
India in
Developing
countries
(%)
Share  of 34.9 32.2 32 27.7 24.7 24.3 194
China in
Developing
countries
* edimates

Source: Government of India Economic Survey 2000-2001,p.119, Table 6.9, which dates
its source as World Investment Report, United Nations, 2000

It should be obvious that expectations of rideadjusted rates of return are likdy to
drive FDI. A fagter growing economy raises expectations of such returns, incressng
cgoitd inflows which in turn promote higher growth, expectations of higher returns and
for a period through a virtuous circle, such a process may be continued. China's reforms,
coupled with its high saving and invesment raios of around 40 percent of GDP, with an
incrementa  capitd:output ratio (ICOR) of 4, should meke possble a rae of growth of 10
percent, even during periods of extendve devdopment. Agand this with a
saving/investment ratio of 24 percent (22 per cent in 2000) and an ICOR d 4, Indids rate
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of economic growth comes to around 6 percent. Chinds GDP growth raie has been
adiusged, by some prominent economigs in the fidd not necessily unsympathetic to
Ching, to an average of 85% (Garnaut and Huang (eds), 2001, p. 13), from an average of
10.7% in the nineties, shown in World Bank Deveopment Report 200002001, page 294,
Table 11. This tends to rase Chinds ICOR to 4.7, pointing to the posshility that Indids
investment is being used more efficiently than China

Though FDI's role, as discussed earlier, can be important in driving growth in
developing countries, in practice this is only in conjunction with locad invesment. Where
it promotes technology trandfer, including of better management practices, it can help. In
addition, increased compdtition by foreign investors can improve the performance of
locad companies But, countries such as Jgpan and South Korea have had higoricdly high
rates of growth, without FDI and resource rich developing countries with high rates of
FDI, such as Pgpua New Guinea, because of the absence of postive spillovers through
dimulation of locd invesment, have faled to provide improvements in growth rates and
living dandards. There ae dso problems of trander pricing and inflation of ther
investment quantum, which subsdiaries of large foregn companies may engage in; thus
reducing the benefits to the redpients Moreover, the mgor podtive impact of
improvements in corporate governance is likdy to come from the enhanced ability of
domegtic smdl savers to channd ther savings to the better performing corporates and to
pendize the poor performing ones.

Agang this though, because of the dhort-teerm nature of flows foreign
inditutiond investors (FlIs) have had a bad name in the context of the 1997-98 Adan
crigs, in practice FlIs can provide a monitoring role in a sysem, where the capacity of
the other monitors such as independent directors, minority shareholders, domestic
inditutiond investors and regulatory agencies is wesk. Such monitoring role of FlIs can
improve corporate governance and firms  performance.

Essentidly, if risk can be reduced through improvements in corporate governance,
then foreign and locd investment may increase, creating a virtuous circle.

Developmentsin Corporate Governancein India

The devdopment of the Indian corporate sector can be divided into three distinct
phases. In the fird phase, which lagted from the beginning of independence of the late
1960s, the corporate sector was dominated by 20 family groups who hed ther beginnings
as traders in the pre-independence era and who took a pionesring interest in the
indudridisstion of the country in the pog-independence era These family groups
developed drong poaliticadl connections and took full advantage of the licenang system to
control a large portion of the indudrid ectivity. Each group controlled severd
corporations, each with diffeeet groups of shaeholdes and  Sgnificant  public
shareholdings. In quite a few of these, family groups hed less than ten per cent of the
shaes but retaned control. Notwithstanding the diverse shareholdings pettern,
companies were managed by the same family group with dl senior management postions
being occupied by the family. (Vaghul, 1997)

During the second phase of devdopment from the early 1970s to the mid 1980s,
which can be cdled the soddig phase, thee traditiond family groups came under
intense pressure. During this period a Monopolies Commisson was edablished and



resrictions were imposed on the expangon of the family groups ogensbly with a view
to broadening the entrepreneuriad base in the country. This phase saw the emergence of a
new breed of entrepreneurs who quickly saized the advantage and competed effectivey
with the traditiond family groups. The pattern of growth, however, remaned unchanged
except that the new groups were gradudly supplanting the old. The paitern of corporate
governance by the new indudtrid groups was in no way different from that of the
traditiond groups The second phase dso saw the emergence of the financid inditutions
as shareholders in large companies. Access to credit from the financid inditutions was
based on an important conditiondity of converting loans into equity, and this gradudly
gave the financid inditutions a commanding presence in the corporae sector. As the
finendd inditutions were under the control of the government, theoreticdly the
government controlled alarge part of Indid s private corporate sector. (Vaghul, 1997)

Thanks, however, to a close nexus that developed between the politica system
and the family groups both new and old, the commanding pressnce of the financid
inditutions was used more to the advantage of the family groups, rather then to ther
detriment. Some nepractices in corporate governance were ether condoned or connived
a. It was common practice for the groups to obscure corporate accounts or divert funds
for making politicd contributions to the deriment of the smdl invedtors. There was
hardly any trangparency. It was common for family members to dart independent trading
companies which would act as agents for procurement of raw materids or sdes of the
finished product and divert funds through an unfar trandfer-price mechanism. Promotion
to senior management postions was not based on merit but closeness to the family.
Family digputes leading to separdtion invaiadly resulted in a divison of the company,
much to the deriment of individud shareholders Manipulaion of prices in the gock
maket was not unusud and the smdl investors enjoyed little protection. Fnancid
inditutions not only turned a blind eye to such practices, but a cadind principle of ther
policy was to support the family group’s management of the companies. (Vaghul, 1997)

There were of course severd notable exceptions to this otherwise widespread
phenomenon. There were indugtrid groups, which functioned on professond lines with
much gregter trangparency and ethical dandards, but they were few and far in between.
More importantly, there were not many lage public corporaions with a complete
separation between ownership and management. (Vaghul, 1997)

The third phese in the development of the Indian corporate sector began in 1991
with the liberdisation and the globdisation of the Indian economy. With competition
replacing the old protected environment, the corporaie scene in India is undergoing a sea
change. Indian corporations are serioudy engaged in reevauding their Srategy. Under
the former regimented sysem, diversfication of the indudtrid base was dependent on the
avalability of indudrid licenses When that sysem withered, the corporations began
agoplying their minds serioudy to the concept of core competence. Businesses are being
diveted, new busnesses acquired and efforts beng made to scde up operaions to
international Sze. This process dso rases important issues of corporate governance,
induding a much greaster degree of professondism of the management. Nonethdess,
there are no immediate dgrs of a dear demarcation emerging between ownership and the
management. (Vaghul, 1997)

The New Indudrid Policy was initiated in July 1991 and a gradud process of
economic reform covering invesment deregulation, promotion of the private sector and
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trace liberdisation, has continued since then. The sectors in which only public investment
was formely permitted which have been opened to private investment indude mining,
cod, hydrocarbons, power, ar trangport, ports, roads tdecommunications and banking.
In addition, automobiles and textile production ae no longer subject to licenang, the
ready-to-wear garment industry, previoudy reserved for the smal-scae sector, has been
opened to large enterprises, and automatic gpprovd of foreégn mgority ownership is
dlowed in a number of indudries while for the rest the gpprovd process has been
liberdised. As a result, the Foreign Invetment Promotion Board's rgection rate fel from
between 40 to 50 per cent prior to 1991 to under 10 per cent in 1993, while about 30 per
cent of goprovas were through the automatic route. (Chakwin and Hamid, 1997)

The tdecommunications sector has been opened up for the private provison of
basic sarvices, as well as vdue added services, and concessions for a number of regions
in the country have been awaded to private operaors modly joint ventures. The
government is promoting foreign investment in the power sector by providing sovereign
guarantees, a guaranteed rate of return on equity, and a five-year tax exemption for power
projects in backward aess Severd power projects involving multinationd  corporations
and joint ventures sponsored by nontresident Indians are underway or planned. It seems
probable that mos of the additiond invesment in power generaion will come from the
private sector. (Chakwin and Hamid, 1997)

Trade reforms snce 1991 have condderably essed import licensang requirements
and, as a realt, the proportion of the manufacturing sector protected by import
resrictions has been reduced from 90 per cent to 50 per cent. Import tariffs have dso
been gradudly lowered, with the maximum tariff rate being reduced to 50 per cent from
400 per cent in the pre-reform period. As a result, the trade-weighted average tariff has
declined to 27 per cent from 87 per cent in 1990. The rupee has been made convertible on
the trade account and the red effective exchange rate has depreciated by 30 per cent since
1990, making exports much more atractive then before However, India remans a
relatively protected market and, as a result, there is a need for the government to screen
and redrict invetment amed a the domestic market, which unfortunady neutraises
Indids most important aitraction for FDI. The government has provided a number of
concessons to export-oriented FDI, but labour market rigidities rdativey high wages in
the organised sector, and inadequate and poor qudity infrastructure have prevented any
sgnificant inflows into the export sector. (Chakwin and Hamid, 1997)

Although moving cautioudy with its market liberdisation, India is committed to
the process, and the reforms have begun to generate increasing FDI flows. FDI has more
or less doubled every year since 1992 to an edimated $1.3 hillion in 1995, However,
invesment is lagdy concentrated in  infragructure, paticulaly power and
tdecommunications and petroleum  refining, petrochemicas and astomobiles in  the
meanufacturing sector. (Chakwin and Hamid, 1997)

Infragtructure,  particularly  power, hydrocarbons and  tdecommunications  are
likdly to be area of concentration for FDI in India Privete sector paticipation in these
aes has been given the highest priority by the government. Power generation and
digribution are open to private sector invesment, but a lack of a comprehensve pdlicy,
and decisons on issues such as tariffs subsdies and payment of dues by dtate authorities,
ae inhibiting investment despite widesoread interest. Incentives for ol and ges
exploration, dong with the move towads privatisaion, should make the hydrocarbon
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sctor extremdy  dtractive to foreign investors. Guiddines, regulaions and modalities for
private investment in tdecommunicaitons, ports ralways and roads are being developed.
Mot mgor TNCs in tdecommunications have shown great interest in invesing in India
and a number of projects are dready underway in this sector. While these areas should
absorb the bulk of the FDI in India in the next decade, there is condderable potentid for
FDI in the tourism sector, such as hotds, resorts, etc., but this sector is il virtudly
closed to foreign investment. However, this could change because growth in tourism has
the potentid of providing India with large foreign exchange eanings, and bdance of
payments condderations may be an inducemet to opening the sector to FDI. (Chakwin
and Hamid, 1997)

Corporate governance did not recelve much dtention in the initid phase of the
pod-1991 reform period. This may be, because there had been deady improvements in
laws relating to rulesbasad governance, given that India hed inherited a rules-based
sydem from Britain a independence. For indance, the qudity of financid and non-
finendd disdosures mandated by law, ae dronger in India than most developing
countries and a number of developed European countries (World Bank, 2000, pp. 93-95).
But there were a number of developments with regard to the financid sector, which led to
increesed competitiveness and improved corporate behaviour. India, in the post-reform
period hes dlowed the entry of privatle mutud funds and private banks (Government of
India Economic Survey 2000-2001, p.59). 10 new private banks were licensad in the podt-
1993 period, while the minimum riscweighted capitd adequacy ratio was lifted for
scheduled commercid banks fran 8% to 9% from 1% April 2000 and for new private
banks it has been set a 10% from ¥ January 2001. The entry of new private banks and
foreign inditutiona investors has forced the government-owned finandd inditutions to
lift their game or lose market share, while the lift in the capita adequacy ratio is amed a
reducing sysemic risk. Non-peforming asssts of both privale and public sector banks
declined until 2000 in the pogt-reform period. (1bid.p.62)

In addition, the Companies (Amendment) Act, which had been lying on the
backburner for a number of years, was findly passed in 2000. The sdient features of the
Act are provided in the Box bdow. The act, anong other things introduces arms-length
auditors, provides for improved protection of smdl investors, improves the transparency
of Initid Public Offerings (IPOs) and requires a clear dSatement on Directors
responghilities in the reports of Boards of companies.
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Salient features of the Companies (Amendment) Act, 2000

All provisions concerning issue and transfer of securities and non-payment of dividendsin case of
listed public companies and those planning to list shall be administered by SEBI

The share capital of shareholder limited company shall be of two kinds only: i) equity share capital
with voting rights and (ii) preference share capital

Demateriaised form will be compulsory for listed companies making Intial Public offering (IPO)
of any security for asum of Rs. ten crore or more.

Specific provisions for appointment of Debenture Trustees and creation of debenture redemption
reserve has been made.

Voting through postal ballot for important items has been prescribed

The Report of Board of Directors should include a statement on Directors' responsibilities

A holder of security with voting rightsin acompany is not eligible for appointment asits auditor

A public company having a paid-up capital of Rs. 5 crore or more and one thousand or more small
shareholders may appoint at |east one director elected by small shareholders on its Board
Confirmation by the Regional Director is compulsory for changing a Company’s Registered
Office from thejurisdiction of one Registrar of Companiesto that of another

Provisions have been made to ensure the protection of small investors; a small depositor is defined
as one who has deposited in a financial year a sum not exceeding Rs.20,000 in a company , and
includes successors, nominees and legal representatives.

Sour ce: Government of IndiaEconomic Survey 2000-2001, p.72, Box 4.2

Nevertheless, there are anumber of areas, which need strengthening.

There is mideading reporting of intra-group transactions, which may be rectified
by meking consolidetion of corporae groups financid datements mandatory. This can
be done by changes in the Accounting Standard on consolidated financid Statements, The
Indtitute of Chartered Accountants of India should be able to affect this change (Draft
Report of the Kumar Mangalam Committee on Cor porate Governanace).

There is only limited oversght of mog liged Indian companies. This is because
ther boards are dominated by management (executive directors) or ‘gray outsders
(defined to indude family members of executive directors, dtorneys who represent the
company, invesment or commercid bankers who have dose finendd rdationship with
the company, long term consultants, or directors who have subgantid business dedings
with the company). At the same time, the Companies Act dlows one person to hold up to
20 directorships, which is too many, if effective overdght is dedred. Even if this is
amended, given the fact tha indders are likdy to have more information than outsders,
the directors representing minority shareholders are often helpless to protect the latter.
There is dso the problem in India of the inadequacies of Securities and Exchange Boad
of India or SEBI, as a regulator (Comment, “ Sebi's sad report card’, The Economic
Times, 2% Aug 2001). SEBI's list of uncompleted invedtigations continues to rise, while
the maximum pendty of Rs 5 lakhs is too low to deter market manipulations by insders.
The former reflect the inadequacies of daff a SEBI, the later the inadequacies of law.
The former needs to be drengthened through the addition of more competent and
motivated daff, while the latter requires amendments to the law to rase pendties, which
would act as deterrence to such market manipulators.

Unlike the Garman lead banks, which have played an effective monitoring role, as
mgor debt and equity holders the Indian banks and financid inditutions have faled to
play such a role for a number of reasons. Probably the principa reason is that the mgor
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banks and mutud funds are under the control of the government. They are buffeted by
contradictory pulls by the various minidries and therefore have difficulty in focusng on
commercid accountability. The government involvement dso rases the mord hazad
problem with the finendd inditutions exposng themsdves to risky lending and
activities, because they know that they will be baled out by the government, if they run
into difficulties [for ingtance UTI's Cyberspace investment and the excessve exposure of
its US-64 to the info tech stocks, it should aso be noted that US-64 does not come under
the ambit of SEBI; though after it is onverted to a net-added vaue scheme by November
2000, US-64 and other UTIl schemes are expected to come under SEBI’'s ambit (The
Times Of India, UTI moots umbrela firm for its schemes’ 28" Aug 2001)]. It is dso
likdy that the banks lack qudified daff to monitor the activities of the corpordions to
which they are mgor lenders. They rely for information, in any case on the management,
and seem to be captive of it, because they tend to support its decisons. Unless, there are
incentives in tems of bonus payments for effective monitoring by the financid
inditutions representetives on the boards of companies, as wel as pendties for poor
monitoring, this seate of affairs will not change.

The mod sious concan is with Indids bankruptcy and liquidetion laws and
procedures. Thee are inadeguate, time consuming and contribute to poor governance by
management. Bankruptcy reorganization of large indudrid organizations is governed by
the Sck Indudrid Companies (Specid Provisons) Act, 1985 and the process is
supervised by the Board for Indudrid and Fnancdd Recondruction (BIFR). The later
tends to support the rights of existing manegement and of old shareholders over fully
secured creditors. Liquidation poses even more serious problems. This is because mogt
liquidation cases take between one to two decades to complete, resulting in a sysem that
works agang the interests of workers and secured creditors.  Since management fears
nether dtachment nor bankruptcy, it leads to companies funding highly risky
investments, which has severd adverse consequences. It raises the cost of credit, it
debases the disciplining role of debt and it increesingly risks the hedth of the financid
sector. Under planned legidation BIFR will be replaced by Naiond Company Law
Tribund, which will oversee reviva, amdgamation and winding up of Sck companies.
The new legidation will dso end the openended nature of BIFR proceedings by
requiring winding up operdions to be completed within 24 months. The legidation dso
requires the criterion for defining dckness to be made tighter, thus meking it more likdy
for the faling company to be revived than in the past. The proposad legidaion has run
into oppogtion, because it requires the payment of a levy of 0.005% risng to 1% on
companies turnover (The Hindu, “ End of the BIFR ed’, 22" August 2001 But given
that it will provide a revaving fund for faling companies and it is in the interes of the
corporate sector to have a hedthy corporate sector, it should not be seen as an attempt to
fleece the hedithy to support the poorly managed.

It is goparent from the above tha though new laws especidly if they facilitate
soecdier resolutions and protect workers and secured  creditors, will hep, the mgor
problems relae to ddays in enforcing existing laws and securing outcomes, as in the case
of SEBI and BIFR within a reasongble time frame. In addition, with 28 million cases
pending and mounting arrears, it can take up to 20 years before a decison is obtaned and
enforced. With large number of date and centrd dautes, often with conflicting
definitions and language, which require legd interpretation and ddays because of
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procedurd and multiple gopeds agang the lower courts Indiads busness and legal
environment is seen to be one of the mogt difficult. The Indian environment is made
worse by the high degree of corruption. In a survey of loca busnessmen, 83% reported
paying bribes in transactions ranging from customs excse, taxes and licenses to
infrastructure  connections and government contracts  (World Bank, 2000, p.45-46).
Though 91% of the respondents said they pad less than 10% of the contract vaue, 2%
sad tha they pad more than 25% of the contract vdue Moreover, Indids reative
postion on  busnesses  perception of corruption appears to  have deteriorated.
Trangparency Internationd’s earlier surveys ranked India as somewhat less corrupt than
China and the 1995 Globd Compeitiveness Report ranked India somewhat higher then
China Since then China has improved its pogtion rddive to India In 2001, out of 49
countries China was ranked 33 and India 41 on the World Competitiveness Scoreboard
(IMD, The World Competitiveness Yearbook, April 2001, Lausane). The levd of
corruption declined in India for the firg five years of the reform process, as the license
rg’ was deadily dismantled and the economy on the trade sde was liberdized. Foreign
invesment flows (FDI +Portfolio investment) increesed sharply in 199394 to more than
USH billion and pesked in 199697 a US$6.133 (Govt. of India Economic Survey
2000-2001, Table 6.8, p.118, reproduced as Table 2 bdow). Since then the momentum
aopears to have gone out of the Indian economy. Both FDI and FlI have been adversdy
afected, partly by sanctions imposed by the USA in the aftermath of Pokhran 11, but dso
by controversesrdating to FDI.
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Table2
Foreign Investment flows by Different Categories (US$ millions)

1992- | 1993- | 1994- | 1995- | 1996- | 1997- | 1998- | 1999- [ April- | April-
93 94 95 96 97 98 99 00 Dec Dec
19997 | 2000
A. | Direct 315 586 | 1314 | 2144 | 2821 | 3557 | 2462 | 2155 | 1489 | 1916
Investment
a RBI 42 S e] 171 169 135 202 179 171 127 330
automatic
route
b. | SIA/FIPB 222 280 701 | 1249 | 1922 | 274 1821 | 1410 987 1262
route
c. NRI 51 217 442 715 639 241 62 84 71 51
d. | Acquisitionof | --- u 125 330 400 490 304 273
shares ~
B. | Portfolio 244 3567 | 3824 | 2748 | 3312 | 1828 -61 | 3026 | 1916 296
Investment
a Flis# 1 1665 | 1503 | 2009 | 1926 979 -390 2135 | 1187 -476
b. | Euro Equities [ 240 1520 | 2082 633 | 1366 645 270 768 619 696
&
ADRYGDRs*
c. | Offshore 3 332 239 5% 20 204 59 123 110 76
funds &
others
C. | Total (A+B) 559 4153 | 5138 | 4892 | 6133 | 5385 | 2401 | 5181 [ 3405 [ 2212

A Provisond

~ Rdaes to acquigtion of shares of Indian companies by nontresdents under Section 29
of FERA

# Represents fresh inflows/outflows of funds by Foreign Indtitutiond Investors

* Hgures include ADRYGDRs amounts raised aoroad by the Indian corporates.

Source: Government of India Economic Survey 2000-2001,p.118, Table 6.8, which dates
RBI asthe source.

The lack of dear acceptance by the incoming governments of contractud
obligations ertered into by the previous govenments of a different politicd persuasion
has not hdped to generae confidence of foreign investors. The opportunity for rent
seeking corruption has dso increased with the entry of new internationd players. Mgor
projects, such as Enron's (US power company) Dabhol Power Company; Steriliteés (UK
based oversees Indian company) takeover of 51% dake in BALCO, and Singgpore
Airlines  takeover of Air India consequently become political footbals and indead of the
bureaucrats and politicians focusng on the issue of cod, price and financing to obtain the
best ded for India, the outcomes become avictim of corruption.

It is goparent that the tariff dlowed to Enron was excessvely high. The question
to ask is why was such a contract entered into? The Dabhol saga, with its so far lack of
resolution, has contributed to a dowing down of foregn invetment flows into India,
even as other foreign companies withdraw from the power infrastructure. The Dabhol
Power problem will impact on the financid sector adversdly, because a number of Indian
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domedtic financid inditutions have provided loans to the project. Interet payments for
these loans are sad to dry up by September 2001 and Enron will not be able to service
ather the interest or the principa since the firs phase has been shut down due to Enron’s
differences with Maharastra State Electricity Board. Indian domedtic financid inditutions
(induding 1DBI, ICIClI and SBI), given a totd exposure of Rs6000 crore in the Dabhol
project are looking to resolve the problem out of court, as is Enron, which wants to find a
buyer for its shae of invesment amounting to $1.1 hillion (Baju Kaesh, “Hs planning
out-of-court settlement in Enron project”, The Times of India, 28" August 2001). The
Enron investment aso suggests that not al FDI are beneficia to recipient countries.

The ealier more dtractive offer, in the mid-ningties, by Singapore Airlines to
takeover in patnership with Tatas the aling Air India was rgected. The current state of
bidding is undear, with Taas interested, but without a partner.  Agand this it should be
observed that Air-Indids profitability has improved in year 2000/20001 and there is no
reason, why effective management could not improve results under a corporatised,
govenment-owned enterprise. Similarly, Sterilite's tekeover of 51% of BALCO crested
drike and disuptions, often promoted by the State Government. But the Sterlite case
demondrated the cagpacity of the Indian political and legd systems to resolve the problem
and Sterilite has committed itsdlf to expand BALCO's cgpecity and output by 50%.

The above reflects the cgpacity of the Indian legd and political sysems to resolve
the corporate disoutes and governance issues, both on a short-teem and long-term basis. It
is not surprisng therefore that despite the above hiccups, India ranks a high 7" as an
invesment dedtingtion in a survey of 1000 top companies conducted by AT Kearney.
(PTI, “India 7" on FDI confidence list, says A. T. Kearney”, The Hindustan Times, New
Delhi, 24" of August, 2001).

The government busness enterprises, because of (1) the multiplicity of objectives
and theefore lack of commercid focus, (2) ther inability to improve technology due to
union oppodtion and  budgetary condraints and (3) political  interference, forcing
management to look over their shoulder for goprova of politicadl bosses, even where they
have been corporatised, perform poorly. Of the 210 enterprises run by the centrd
govenmet in ealy 2001, hdf were loss making (Kevin Rafferty, “India, Shourie lays
down the law”, Euromoney, June 2001, p.26). The poor peformance of UTI or Unit
Trug of Indids US-64 scheme is a case in point. This is the only mutud fund scheme in
India, which is not bound by the industry sandards administered by the Securities and
Exchange Boad of India, the regulatory agency, despite having to be baled out in 1998
after agmilar crigsthen.

Though Table 7.8, p.135 of Economic Survey (see Table 3 beow) shows
improvements in pretax profit both in absolute terms as wdl as in reaion to capitd
employed, most of these improvements occurred in the firg five years of reforms to
1995-96.
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Table3
Profitability of Central Public Sector Undertakings

91-92 92-93 93-94 94-95 95-96 96-97 97-98 98-99

Number of Units 237 239 240 241 239 238 236 237
Paid-up capital 457.0 519.4 559.7 5829 595.9 624.3 721.2 770.7
Net worth 603.3 705.3 795.3 899.5 991.8 11389 1350.6 1480.2
Capital employed 1179.9 1401.1 1598.4 16245 1739.6 2311.8 2536.6 2737.0
Gross profit 136.7 159.6 185.6 226.3 2759 309.1 372.1 397.7
Pre-tax profits 40.0 50.8 66.6 97.7 136.2 1538 1935 197.3
Profit after tax| 23.6 327 455 719 K7 101.9 137.2 132.3
(PAT)

Gross margin to| 188 180 17.3 206 231 19.2 20.9 20.7

capital employed
(%)

Gross profit to| 11.6 114 116 139 159 134 147 145
capital employed
(%)

Pretax profit to| 34 36 42 6.0 7.8 6.7 7.6 72
capital employed
(%)

PAT to net worth| 39 4.6 5.7 80 9.6 8.8 10.2 8.9
(%)

Sour ce: Govt. of India, Economic Survey 2000-2001, p.135, Table 7.8

The raio of pretax profit to capitd employed has dabilized snce then.
Moreover, bulk of the profits ae geneaed by a few government monopolies.
Comparisons of Air India with Singapore may be odious but they reflect fundamenta
problems of corporate governance in GBEs in India On the podtive sde, the opening up
of the maket to privale sector paticipants has meant that, where GBEs are not
peforming wdl, they are losng maket share to the private sector. UTI's share of
domegtic mutud funds is dedining rapidly in the aftermath of the Cyberspace fiasco and
the poor peformance of US-64. At the same time the poor performance of GBEs is
adding to the problems of fiscd consolidation, and in the process increasing pressures for
privatization of Air Indiaand other GBEs.

In addition the entry of FlI is adding to improved monitoring of Indian corporates,
thus leading to flows of funds to better managed corporates with more trangparent
accounting and reporting systems (Khannaand Palepu, 1999).

In recent times however, a new factor has emerged which is triggering off a criss
in corporate governance. Thanks to liberdisation, the Indian economy is today moving a
a much faster pace than a any time in the past. In particular, the Indian corporate sector
IS experiencing a growth rate of more than 12 per cent, and severd segments of the
industry are registering growth rates of well over 30 per cent. The economic reform has
unleashed a very srong demand for qudity products and Indian indudtry is responding to
this chdlenge with a great ded of enthusasm. Even though the degree of inefficiency
dill leaves Indian indudry interndiondly uncompetitive, international competition has
not yet become sgnificant notwithstanding the opening of the Indian economy. Indian
indudry has been taking advantage of the time lag to increase productive efficiency and
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achieve internationd competitiveness. There is a mood of optimism in the ar. (Vaghul,
1997)

However, the accelerated growth has led to a mgor problem for the corporate
sctor. In the past, most expanson plans were financed comfortably by the financid
inditutions and banks on terms which could be conddered quite liberd. Access to the
cgpitd maket was dso farly easy as the financid inditutions controlled much of the
cgpitd markel's activities. As the indudrid groups continued to enjoy a cozy rddionship
with the finandd sysem, funding of expanson hardly presented any difficulty. (Vaghul,
1997)

With the accderation of the process of devdopment, however, a severe liquidity
ueeze has gripped the economy and it has become imperative for the corporations to
seek more and more crosshorder funding. Severd leading corporations are now entering
the international capitd market for debt as wdl as equity. Thus foreign investment
inditutions now hold a dgnificant proportion of the equity in Indian corporaions. As the
Indian corporations ae gradully globdisng ther funding, a trandformation is taking
place in corporate governance because of the requirements of the internationa capitd
market. Certain immediate changes are vishle, such as greater trangparency in accounts,
gopointment of professond managers, grester sengtivity to shareholder’s interest and a
closer dtention to profits. (Vaghul, 1997)

Conclusion

The subject of corporate governance conditutes a very rich fidd for research.
There is a great ded of work which needs to be done. This is dl the more true for ®me
of the societiesin ASawhere the subject is very new.

A srious and intense debate has emerged in India and vaious issues reating to
corporate governance following the liberdisstion of the economy and its globdisation.
The issue is of grest rdevance to foreign investors in Indian companies and for foreign
corpordtions seeking to edablish projects in India or drategic dliances with India
(Vaghul, 1997)

Until the mid 1980s the Indian economy looked inwards and functioned behind a
protective wdl of high taiffs and quantitative redrictions on imports. Sdf-rdliance was
the catch phrase and this was supposed to be achieved through the public sector, which
was intended to run the commanding heights of the economy. This goproach was
combined with a drict regimentation of the private corporate sector. Redrictions were
placed on growth and dmog dl indudrid activity was subjected to licensang by the
government. The financid sector was brought under government control and the capitd
markets, though theoreticdly free, were dso cosdy controlled by the government.
(Vaghul, 1997)

In the mid-1980s a beginning was made towards a reform process However, this
was short-lived for a variety of reasons and the economy went back into a shel, resuting
in adep finandd crigsin 1991. (Vaghul, 1997)

The new economic reform, triggered by this criss brought about a sgnificant
turnaround of the economy. Tariffs were lowered, dl import redrictions were removed,
the licenang sysem was abolided and a large pat of the economy and markets were
freed from government control. The government 4ill retained the public sector, not so



much out of any ideologicd condderations but because of the problems aisng from a
redundant labour force. (Vaghul, 1997)

The postion of India has been somewha magind in internationd busness
discussons. Quite gpat from the sheer Sze of its populaion, India has Asas second
largest middle dass dter Jgpan. But snce 1991, Indias economic policies have become
more oriented towards globdisgtion, liberdistion and privaisation. Cetanly there is a
greet ded more foreign interest in Indig, eg. the recent entry of German, Korega, Japanese
and USA's car manufacturers. In certain respects corporate governance in India should be
more familiar and trangparent to the West than that of East Asan countries. Nevertheless,
Inda has been and remans a compardive outsder in internationd economic and
busness affars and consequently hes festured less in the drategic horizons of Wesern
and Eagt Adan corporations, though thisis likdy to change alot in the next decade.

Promoting FDI and Export Oriented Industries

Protection/ Lega
system

Political authority and
enforcement of regulations not
fully tested.
Intellectual/ design and patent
protection lack formal legal
guarantees.

China India
Contact Agency Ministry of Foreign Economic Foreign Investment Promotion Board
Relations and Trade (MOFERT) (FIPB)
Tax Holiday/ 2 years plus 50% reduction for 3 5 years for export oriented unit and
Concessions years. infrastructure project companies.
Reduced income tax rate of 15% in Reduced income tax for economic
SEZ, ETDZ. development areas.
Local income tax reduced to 10% Refund of income taxes paid on
for activities in SEZ. For export export earnings.
oriented production a 50% Eight years, 30% tax exemption for
reduction in income tax each 100% export firms.
exported >70% of output Tariff reduction to 15% on import of
For technology enterprises a 50% capital goods wused in export
reduction in income tax for a three production.
year period. Access to tax free capital goods for
Duty free imports of inputs for 100% export firms.
exportindustries. Duty drawback scheme which allows
Duty free import of investment direct and indirect exporters access to
goodsin SEZs. raw materials and intermediate goods
free of import duties.
Profits Foreign exchange retention for Foreign exchange retention for
Repatriation exporters. exporters.
Guanrantees/ Unclear legal procedures. Internationally ~ recognized  legal

system provides investor protection
for contract, land rights, dispute
arbitration, etc.

Promotional
activities

Special economic zones (SEZ)
/ open coastal areas, etc.
Economic and technological
development zones (ETDZ) in
14 coastal cities-old urban
districts.

Export processing.

Zones

Automatic approval of foreign
ownership to 51% of equity in 34
priority areas.

Fast approval for investments
entailing 100% foreign ownership of
firms committed to 100% exports.
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Foreign - Can be up to 100% in non-|- Can be up to 100% but very
Ownership restricted areas. restricted.

Source: Chakwin and Hamid (1997).

The cdose rdationship between finandd inditutions and the Indian corporate
sector is undergoing a change. Pubic financid inditutions are now going to the capitd
market t0 meet their capitd needs and in the process they are acquiring a large body or
vigilant individud <hareholders Foreign inditutiond invedors are dso  acquiring a
ggnificant dake in the Indian financid sysem. The financid sector is now redisng the
need for much grester accountability to its own shareholders and this more than anything
dse, is bringing a change in the atitude of the financid inditutions towards recdcitrant
borrowers. (Vaghul, 1997)

Ore of the dgnificant features of the economic reform is the change that is taking
place in the government-corporate reationship. The government has o far played the
role of manager in the corporae sector. While in the East ASan modds this role hes
become transformed into that of a “coach”, for a vaiety of reasons this is unlikdy to
occur in India On the other hand, there is greater likdihood of India moving towards the
Ango-American modd, with the government emerging as a “refered’. In large measure,
this would be dose to the patern of the politicd and bureaucrdic sysem that emerged
during the lagt four decades To what extent this will inhibit India from emulaing the
Eagt Adan pattern of growth remains to be seen. (Vaghul, 1997)

India has some unique advantages, besdes its sSze, which could hdp dtract FDI
to the manufacturing sector. These indude (i) English is a working language, which can
involve condderable saving of time and money for foreign investors since neither written
or ord indructions, have to be trandated, technicd materids can be easly adgpted and
used, and managers from the parent company can quickly begin to work locdly; (i) The
legd sysem, dthough dow, is wel esablished with a tradition for farness, (iii) There is
a drong engineering base, and dthough machinery and equipment may be obsolete, the
basc engineering infrastructure to adapt and use new technologies dready exists, and (iv)
There is a large reservoir of educated, skilled human resources, and since labour laws and
unions do not extend to professonds, sdaries of enginears, managers and technica daff
are rddivey low. (Chakwin and Hamid, 1997)

India has a wdl developed corporate regulaiory and governance system in place.
This is bang steadily upgraded and improved. It dso has wel developed checks and
bdances in place to prevent multinationals from obtaining excessve advantages through
FDIs. The entry of private banking and private mutud funds and FlIs has increased
competition, as wel as monitoring of the corporate sector. They have dso forced
government owned financid ingditutions to lift their performance or lose market share.

A oountry of 1000 million people today, Indids annud production of cas is
aound one million units When purchasing power redly improves, there will be immense
busness opportunities in India This is dso true of the power sector, and it is going to be
true of roads, ports arports and other infrastructure. (Vaghul, 1997)

India is going to provide great economic opportunities for the rest of the world.
Beyond the year 2000, when the developed economies ae likdy to experience a growth
plateau, the simulus for growth in the world economy is going to come only from certain
regions. India and China are the two large countries which will offer part of this imulus.
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Thus we redly have to take these countries very serioudy. During the next five to 10
years Indiawill be transformed into a country that is quite different. (Vaghul, 1997)

In India, the savings rae is around 24 per cent, but even if this seems to be quite
thrifty from the point of view of the res of the world, from the point of view of Indias
own development needs, it is rather modest and insufficent for the country’s investment
requirements. With such a levd of savings, India is lucky to enjoy growth of 6 per cent.
For growth of 9 to 10 per cent, however, outdde invesment is a necessty. Indids
reforms therefore will be dictated by requirements for cross-border invesment, which is
critica for economic deveopment. (Vaghul, 1997)

There are two specific areas, where progress has not occurred. These are in the
aess of liquidation and bankruptcy and in the ddays in the resolution of outstanding
cases with SEBI and the courts.

Agang this improved cepitd adequacy dandards and prudentid supervison has
led to reduced systemic risk within the financia sector.

The sanctions imposed by the USA in the afteemath of Pokhran Il have dso been
lifted recently.

On baance Indiais well placed to attract foreign investment in the next decade.
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