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Abstract

In early 2008 the Finance Ministry issued a coreigin paper on “Requirement of
Public Holding for Listing”. The Finance Ministeslso declared in his 2009-10
budget speech that the threshold for non-promotdalip shareholding for all listed
companies would be raised in a phased manner. paper discusses the cross-
country research on concentrated share ownershigh laousehold participation in
equity markets. The paper argues that insteados€ing’ controlling shareholders
to dilute their positions the government can achiés objective more effectively by
enhancing minority investor protection in the shem and creating more owners by

improving the “Ease of doing business” in the lamngp.
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Equity Markets with Controlling Shareholders

Equity markets in India account for a small profmortof household savings and corporate financing.
The RBI Report on Currency and Finance 2005-06 lodes in its chapter on financial markets,
“Despite significant improvement in trading andtlestent infrastructure, risk management system,
liquidity and containment of volatility, the rolef the Indian capital market (equity and debt) has
remained less significant as is reflected in thenggs in the form of capital market instruments and

resources raised by the corporates.”.

The small role of stock markets in savings and stwents has implications for stock market
efficiency. The Raghuram Rajan Committéiads that only the market for the top 200 stodksijr
derivatives and index derivatives satisfies theeehconditions for an efficient market: immediacy,
depth and resilience. Trading statistics show that trading on the andistock exchanges is
concentrated in select securities. The top 10rgeiaccount for almost a third of total turnoeerd
the top 100 securities account for 80-90% of tatatover. The volatility of the Indian stock matke

continues to be on the higher side relative torodleeeloped and developing country markets.

The functioning of equity markets is linked to tpattern of equity ownership in terms of trading
behaviour and access to information and analysigdia, as in most countries, other than the U§ an
UK, ownership of firms is concentrated in familysed business groups.Since the controlling

shareholder does not trade his holdings the ‘fl@atstock’ and market liquidity is reduced.
Concerned by the lack of liquidity in stock markets early 2008, the Finance Ministry issued a
consultation papérwhich would require companies to maintain a mimmpublic shareholding

higher than current levels. It also proposes tdtlifme word ‘public’ to individual investors and

exclude financial institutions and corporate bodie$he proposals are yet to be finalized for
implementation.The government adopted a similaraggh in the 1970s when it required MNCs in
India to dilute their shareholdings. However,ltedtttime pricing was under the Controller of Cdpita

Issues which fixed prices that were extremely etiva for buyers. In the current situation investo

L «A Hundred Small Steps : Report of the Committee on FiadrSector Reforms”Government of India,
Planning Commission, New Delhi, 2009

2 Immediacy is the ability to execute trades of smak smmediately without moving prices adversely. Depth
refers to the impact cost of executing large trades. Besdiis the speed with which prices and liquidity of the
market revert back to normal conditions after a largaetthas taken place.

% In fact according to Villalonga and Amit (2008) even in thététhStates, where ownership dispersion is at its
highest, founding families exercise a significant degreeonfrol over a third of the 500 largest corporations
and over more than half of all public corporations.

* “Discussion Paper: Requirement of Public Holding for ihgt Ministry of Finance website
http://finmin.nic.in/reports/Discussion%20Paper%20Public%2akigk.htm
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may be reluctant to invest in shares and contglihareholders unwilling to issue shares at prices

acceptable to public investors, especially if firnawve alternative sources of financing.

Recent research on financial development has lgigteld the role of minority investor protection in
the presence of controlling shareholders. Enhanméabrity investor protection reduces the
attractiveness of concentrated ownership by reduttie ‘private benefits of control. It will also
increase the attractiveness of ‘public shareholdiggassuring minority investors that they will rum

expropriated. According to several indicators¢heent level of minority investor protection india

is inadequate. This paper argues that instead aridating a high minimum level of public
shareholding a better approach to stock marketloewent would be to significantly strengthen

minority investor protection.

The paper is organized as follows. Section 1 daseithe role of equity financing and the relatvel
small contribution of public equity markets in corate financing in India. Sections 2 examines the
relatively small role for equity markets in houskhsavings in India and the reasons for cross cgunt
differences in household participation rates irclstmarkets. Section 3 reviews the literature on
concentrated ownership and its relationship witmarity investor protection. Section 4 provides

information on investor protection issues in théidm market and Section 5 concludes.

1. Equity financing

This section reviews the basic theory of corpofatancing to highlight the importance of equity
financing relative to other sources of externahficing. This is supported by empirical evidence
relating the development of equity markets to oN@@nomic growth. Finally, we assess the role of

equity markets in corporate financing in India,esglly in the recent high growth period.

Role of Equity markets in corporate finance

In the perfect market models of Modigliani-Milleagital structure is irrelevant and there is nothing
special about equity. However, information asymsneetween ‘insiders’ — managers or controlling
shareholders - and outside financiers gives righgédamiliar problems of moral hazard and adverse
selection. The moral hazard problem is usuallemefl to ‘agency problems’ in which outside
financiers are principals and the inside managersoatrolling shareholders are agents. In several
models of moral hazard outside debt is the optgealrity to address agency problems (Tirole 2006).
The ‘default’ characteristic of debt, when insidguigy investors receive no payoff in the event of
default, provides the maximum incentive for insgléw ‘behave’. In the case of adverse selection
Myers and Majluf (1984) show that debt is the pmefe security in the ‘pecking order’. Debt is less

L ——
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information sensitive than equity and the inforneslde issuer suffers less underpricing as a result
adverse selection. Debt is also favoured becdube tenefits of interest tax shields.

The ‘default’ characteristic of debt also givesrts costs of financial distress. Interest on defut
scheduled repayments are mandatory whereas disdeneddiscretionary and equity is in perpetuity.
When internal cash flows are low and the firm mgficially constrained in raising external funds (a
situation of ‘financial distress’) the moral hazaadd adverse selection problems may be severe
enough to force the firm to forego profitable inveent opportunities in order to meet debt servicing
obligations. Situations of financial distress disighten the conflict of interest between shardérsl

and debtholders. This conflict gives rise to ttelit overhang’ problem of Myers (1977) where even
a positive NPV project may not be in the interdstlareholders to finance. While shareholders bear
the full cost of the project they share the valdditon with debtholders. In a situation of fingaic
distress the residual value for the shareholdens edess than their investment. Shareholders may
also have a perverse incentive to take on a neg&ti®V project so long as it has a sufficiently
volatile cash flow — referred to as the ‘asset suli®n’ problem. These expected costs of finahci

distress reduce ex ante firm value.

The optimal capital structure, therefore, requimesufficient amount of equity so that the costs of
financial distress are not excessive. In factaigyplacement of equity to financial institutions!s as
private equity and venture capital funds can oveesome of the moral hazard and adverse selection
disadvantages of public equity through due diligeand structuring of equity claims. These kinds of
equity financing are especially important for nemd digh growth firms which are the major drivers

of innovation and economic growth.

The empirical relationship between economic growatid financial development, including stock
market development, has been examined by Levin&Zeawbs (1998). They find that the initial level
of stock market liquidity and the initial level banking development (bank credit) are positivelgt an
significantly correlated with future rates of ecamo growth, capital accumulation, and productivity
growth over the next 18 years, even after contgllfor initial income, schooling, inflation,
government spending, the black market exchangeprateium, and political stability. According to
the study, the evidence suggests that stock mapketdde different financial functions from those
provided by banks, or else they would not both retiite growth regression significantly. The authors
do not find that stock market size, as measurethanket capitalization divided by GDP, is robustly
correlated with growth. According to the authoiSimiply listing on the national stock exchange does
not necessarily foster resource allocation. Rafherthe ability to trade ownership of the econys

productive technologies that influences resourloeation and growth”.
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Equity Financing in India

In India equity financing by a company is classlifias public issues, rights issue and private
placement. Public issue can be further classifigal linitial public offer (IPO) and Further publiéfer
(FPO). In a private placement an issuer makessareisf securities to a select group of persons not
exceeding 49, and which is neither a rights issurearpublic issue. Since these securities aretedlot

to a few sophisticated and experienced investtis, stringent public disclosure regulations and

registration requirements are relaxed.

During the recent high growth period of 2003-04 20608-09 public equity issues increased
significantly compared to the immediately precedipears. In 2007-08 equity issues crossed
Rs.80,000 crores, almost equal to the total ammiséd in the previous three years. However, with
the onset of the financial crisis equity issuesengown to approximately Rs.15,000 crores in 2008-
09. As shown irmmable 1during this period equity financing, while largeabsolute terms, was only

about 7% of the total debt financing in the form keink credit and private placement of debt
securities. The above comparison is based onfdaequity issues and private placement that also
includes financial firms. From the perspectivdinncing of real investments it may be appropriate
to exclude financial firms. When financial firmseaexcluded equity issues by non financial firms

account for only 5% of the total of private placetseby non financial firms and bank credit.

Table 1: Sources of financing

Public Gross non

Equity food bank | Private
Rs. crore Issues credit Placement
2002-03 1,457 137,306 66,948
2003-04 18,949 108,367 63,901
2004-05 24,388 271,366 83,406
2005-06 27,372 405,052 96,473
2006-07 32,901 396,400 145,866
2007-08 85,426 401,650 212,725
2008-09 14,272 399,400 202,745
Total
2003-04 to
2008-09 203,308 1,982,235 805,115

Source: Public equity Issues SEBI Handbook 2008I€Ta2;

Private Placement SEBI Handbook 2009 Table 6; BaeHit

RBI Handbook 2009 Table 48
Overall, public equity issues appear to accounafemall proportion of total financing. It is ugkfo
point out that while the contribution of equity rkats is small bond markets are non existent. Most
bonds are privately placed.

L —
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Private placement of shares or convertible seesritty a listed issuer can be of two types:
Preferential allotment and Qualified Institutionadement (QIP). QIP was introduced in 2006 and is
limited to Qualified Institutional Buyers which beally consists of financial institutions but exdes
promoters. Preferential allotments can be madimamcial institutions as well as promoters. Inanrd

to prevent the misuse of preferential allotment8IISEequires that the price cannot be below the
average of the weekly high and low of the closinggs during the six months preceding the relevant
date; or the average of the weekly high and lowhefclosing prices during the two weeks preceding
the relevant date. There is also a there yearilogeriod for the securities allotted on preferant
basis to promoter or promoter group. As can be feen Table 2 QIPs were large during the peak
year of 2007-08 but negligible during 2008-09 witle decline in the stock markets. Interestingly
preferential allotments were large during the sgeer perhaps representing an attempt by promoters

to raise their holdings at low prices.

Table 2: Equity raised through Qualified Institutions' Placement
(QIP) and Preferential Allotment

Preferential
Rs. crore QIP Allotment
2006-07 4,963
2007-08 25,524 24,027
2008-09 189 40,608

Source: QIP: SEBI Bulletins, Preferential allotnemMSE Fact Book

2009 (page 37)
It is useful to compare the pattern of domestiariting with the pattern of external capital infloass
presented iTable 3. The three main sources of capital inflows areifyn direct investment (FDI),
foreign portfolio investment (FPI) and external coarcial borrowings (ECB). Almost 80% of FDI
is in the form of equity, with the balance reprasenreinvested earnings. Portfolio investmenhis
the form of FIlI investment which is almost 90% iqudy.  There is also a modest amount of
portfolio investment in the form of ADRs and GDR&xternal Commercial Borrowings represent
loans and were large during 2007-08 and 2008-0@r @e period 2003-04 to 2008-09 total FDI was
more than twice the amount of ECB and FPI was amgsal to the ECB. Therefore, equity flows

account for almost three quarters of the totalrestiecapital inflows during this period.

This pattern of external capital inflows is notlyuimarket determined because of government
restrictions on debt inflows in the form of ECB aRBEI. However, it is possible to conjecture that

external equity financing makes up for the lacklomestic equity financing.

L —
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Table 3: External Capital Inflows

External

Portfolio Commercial
Rs. crore | FDI Investment | Borrowings
2002-03 24,397 4,675 (8,263)
2003-04 19,830 51,898 (13,274)
2004-05 26,947 41,419 24,149
2005-06 39,457 55,357 11,610
2006-07 102,652 31,630 73,889
2007-08 137,434 118,348 91,310
2008-09 158,579 (64,206) 32,397
2003-04 to
2008-09 484,899 234,446 220,081

Source: RBI Handbook 2009 Table 143

Summing up, the role of public equity issues ireexal financing of firms is small. Large amounts
of equity are issued to promoters through prefékrdllotments. Firms also use Qualified
Institutional Placements (QIPs) for raising sigrafit amounts of equity. The majority of external

capital inflow is also invested in equity.

2. Equity in Household savings

Household savings play an important role in finagdhe savings-investment gap of government and
corporate sectors. This section examines theatllin of household financial savings to equity as
well as survey data on participation by househoidsquity markets in India. The low participation
rates are considered a puzzle and several stuitiéespd to provide explanations. The factors which
affect participation rates will be relevant for iogl makers in terms of increasing household

participation rates.

Household financial savings in “Shares and debenteas” in India

In India the savings of the household sector atemated separately under financial assets and
physical assets. The savings of the householdorsant physical asset@re not estimated
independently. CSO estimates the household invedtared transfers the same to the account of
household saving in physical assets. The savingheohousehold sector in financial assets, gross
financial savings, is measured as the change anéial assets of households. It is estimated using
the economy-wide Flow of Funds (FOF). The econdmylassified into six sectors and nine
instruments. The six sectors are corporate; pulbést of world; banking and other financial
institutions; and the residual being the househs®dtor comprising heterogeneous entities like
individuals and unincorporated business enterprigesh as sole proprietorships and partnership

L —
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concerns, and non-profit institutions. The houdglsector is treated as the residual sector because
unlike the corporate and government sectors, whade their balance sheets and income-expenditure
accounts at annual intervals to base their anraxahgs estimates on, the household sector does not
have such accounts for all its constituents sucpuas households, HUF, self employed persons,

trusts, proprietorships etc.

Almost 50% of household savings takes the formhyfspcal assets. Over 50% of financial savings is

in bank deposits and claims on government. Ligaiiance funds account for 15-20°%.

As shown inTable 4 the proportion of ‘shares and debentures’ in griisancial savings has
generally been less than 5% during the period 22963 2008-09, except in the initial years and the
most recent period. The proportion of shares amemkeres in total financial savings declined to 3%
in 2008-09. This may reflect the decline in shatiees as well as the transfer of savings fromkstoc

and mutual funds to bank deposits.

Table 4: Per cent of Gross Financial Savings of éhHousehold Sector in the form of
Shares and Debentures and Life Insurance Funds

Life
insurance
Shares and debentures Funds
Private
corporate| Mutual
Year Total business | funds Total
1999-00 7.70% 3.40%| 3.40% 11.20%
2000-01 4.10% 3.10%| 1.30% 12.90%
2001-02 2.70% 1.50%( 1.80% 13.50%
2002-03 1.70% 0.80%| 1.30% 15.50%
2003-04 0.10% 1.10%| 1.20% 13.00%
2004-05 1.10% 1.40%| 0.40% 15.10%
2005-06 4.90% 1.30%| 3.60% 13.50%
2006-07 9.00% 3.70%| 5.30% 17.10%
2007-08 12.40% 4.40%| 7.90% 17.40%
2008-09 2.60% 4.20%| -1.40% 19.50%

Source: SEBI Handbook 2009, Table 104

It is not possible to obtain separate estimatehémsehold savings in shares and debentures.eln th
recent period mutual funds accounted for almost 5% e investment in shares and debentures by
households. Investment in shares and debenturaggtihh mutual funds is more volatile than direct

investment. Income/Debt oriented schemes accourtfout 60% of total asset under management at

® Given the popularity of Unit Linked Insurance Plans (ULIRSJarge proportion of this may represent

investment in shares and debentures
|
W.P. No. 2011-04-02 Page No. 9
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the end of March 2008 with equity schemes accognfor the balance 40%. The share of

Income/Debt oriented schemes increased to 70%08-20.

Household participation rates in stock markets

The theoretical benchmark for household particgrain stock markets is 100%. This is based on the
result that a risk averse investor will always tamne part of an actuarially fair gamble (Arrow
1970). To the extent shares are seen as at leastriatly fair all households should participate in
stock markets. Therefore, even the relatively Haylel of household participation in the developed
countries is seen as a puzzle since the partioipatites are much below 100%. Of course, not all

households

Consistent with the low share of financial saviriggested in shares and debentures household
surveys also indicate a low rate of participatiorstock markets. The first Survey of Indian Ineest
was conducted during1998-99 by SEBI and NCAER. B(SEO009) A follow up survey was
conducted during April-December, 2000 based on rapga of 2,88,081 households located in
geographically dispersed rural and urban areas fibigs of the Survey were published in March,
2003.

Table 5: Proportion of Investor Households in all Fbuseholds in States Owning Different
Type of Instruments - All-India (Top 5 and bottom 5 states by equity participatioh

Total Total Total Total

States Equity | Bonds | M.F. Investors
Top 5

Gujarat 24.1%| 26.2%| 17.4% 34.9%
Pondicherry 13.1% 3.2%| 20.9% 16.2%
Chandigarh 12.1%| 13.6% 4.7% 24.2%
Goa 9.7% 2.3% 0.7% 9.8%
A.P. 8.5%| 18.4% 6.7% 24.0%
Haryana 8.1% 8.9% 5.1% 13.6%
Bottom 5

Tamil Nadu 3.9% 45%| 19.9% 7.7%
West Bengal 3.4% 3.2% 4.9% 4.7%
Kerala 3.1% 2.7% 9.1% 4.9%
Delhi 3.0% 6.7%| 13.9% 7.8%
Maharashtra 2.5% 2.1% 9.5% 4.1%
All India 3.7% 5.4% 6.7% 7.4%

Source: SEBI Handbook 2009able 96

According to the survey, as shownTiable 5 about 3.7% of households hold stocks directijpout
7% of household invest in mutual funds. Since theak-up of the mutual fund investors between

equity and debt funds is not available it is nosgble to get an estimate of indirect participation

L ——
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the stock market. The extent of direct participatin equity markets varies significantly across
states. Gujarat has the highest participation s&t24% which is similar to the direct participatio

rate in the US.

An alternative estimate of the participation rat@iovided in the Raghuram Rajan Committee Report.
There are roughly 10 million depository accountghia country. Assuming one account per family
and assuming five individuals per family, directresship of equities does not exceed 50 million

people. This would give a participation rate cluséhat obtained by the household surveys.

There are a few basic facts about the determinaint®usehold participation in the stock market.
Participation is strongly increasing in wealth. itan arise if participation involves fixed costs.
Wealthier households who have more to invest willl the fixed cost less of a deterrent. Household
education is another determinant. Education resitive fixed costs of participating, by making it
easier for potential investors to understand tBk-méward trade-offs in the equity markets, and to

deal with the mechanics of setting up an accowet;ing trades, etc.

International data on direct stock market partitigpa is available from Giannetti and Koskinen
(2010) for 26 countries. As can be seerTable 6, which gives the data for a select group of
countries, while the richer countries generally éndaigher participation rates there is significant
difference within them. For example, while Austidias a direct participation rate of 40% in theeca

of France it is only 15%. India’s participationgat 3.3% is at the lower end of the countries.

Table 6: Investor participation rates in the domest stock markets and
closely held shares (select countries)

% closely held
Participation |market

Country rate (direct) |capitalization
Australia 40% 42%
UK 30% 34%
Japan 30% 45%
us 26% 40%
Canada 25% 28%
France 15% 62%
Hong Kong 14% 56%
Taiwan 13% 27%
Germany 9% 64%
Italy 7% 50%
India 3% 54%
Sri Lanka 2% 48%
Turkey 1% 62%

Source: Giannetti and Koskinen (2010), Table 1

L e—
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Giannetti and Koskinen (2010) find that investootpction measured in several alternative ways is a
significant variable for explaining cross countigriations in the stock market participation ratermf
controlling for per capita income, stock marketitajzation as a percentage of GDP and average
years of schooling,

Several papers relate household participation heroess obvious factors. These include trust and

insurance penetration.

Investing in equity requires an element of trustsiin the case of equity there is no collaterdl rmm
promised return or repayment.. Guiso, Sapienzad Zamgales (2008) identify ‘trust’ as an important
factor determining the rate of stock market pgsition. According to them the decision to invest i
stocks requires not only an assessment of the retkern trade-off given the existing data, but aso
act of faith (trust) that stock market informatisnreliable and that the overall system is faifhey
define trust as the subjective probability indivadiattribute to the possibility of being cheatébe
study finds that trust has a positive and significeffect on stock market participation and a nggat
effect on dispersion of ownership. These effects present even after they control for law

enforcement and legal protectién.

The availability of insurance against large negasfiocks could encourage risk averse individuals to
take on the higher risk of stocks in order to dagher returns. Gormley, Liu and Zhou (2010) gsin
country-level empirical analysis find strong suggor a connection between insurance penetration,
participation rates, and savings. Stock marketig@pation rates across countries are positively
correlated with the presence of a large, privasarance market. This correlation holds stronglyneve
after controlling for other country-level charadséics, including measures of investor protection,

trust, legal origin, and economic development.

While the above studies provide evidence on factmsociated with the level of stock market
participation in a cross section of countries ms&ful to understand the dynamics of the evolutibn
stock market participation over time. Guiso,Hals Jappelli (2003) describe the increase in
participation rates in Europe during the 1990siorRp this period participation in the stock marke
was limited to a relatively small segment of thelation, the few households in the very upper tail
of the wealth distribution, relatively well educdteand with little exposure to other sources of,ris

except possibly entrepreneurial risk. This picieitanged considerably over the 1990s. In the UK, the

® Their stock market participation data is the same asi#eat by Giannetti and Koskinen (2010). Average trust
in each country is obtained from the World Values Surlteig. computed as the fraction of individuals in each
country who reply yes to the question, “Generally speakiregild you say that most people can be trusted or
that you have to be very careful in dealing with people?”

L —
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proportion of direct stockholders went up from lés3n 9% in 1983 to 22% in 1998. A large part of
this development is associated with the privatsaf public utilities that took place in the UK
before other European countries. In ltaly - thentogu with the lowest direct participation - the
proportion of households that invest directly ie 8tock market went up from 4% in 1989 to 7.3% in
1998, also taking impetus from the privatisationgass. Total participation, direct or indirect,eos
during the 1990s in all European countries anthénUS. Most of the increase is due to the growth of
indirect stockholding: the fraction holding stocikedtly shows in fact little change. This highligh

the role of mutual funds in increasing participatio stock markets.

Summing up, household participation in equity megkie influenced by a variety of factors. The
effect of factors such as wealth, education anekgtor protection are relatively straightforward.
Researchers have identified other factors suchwe of trust and availability of insurance whiaie a

significant in empirical tests even after contradlifor the effects of wealth, education and investo
protection. The experience of Europe indicates phigatization can play an important role in stock

market participation. The role of mutual fundsiiso important in enabling indirect participation.

3. Ownership concentration

Concentrated ownership has been observed in mastraes with the exception of US and Uka
Porta, Lopez-De-Silanes and Shleifgk999) were the first to systematically documeaheentrated
ownership as the norm in most countries. They @xarthe ownership structures of the 20 largest
publicly traded firms in each of the 27 generaibhest economies using data for 1995. The firmas ar
classified into those that amgidely heldand those withultimate owners A corporation has a
controlling shareholder (ultimate owner) if thisasbholder’s direct and indirect voting rights ire th

firm exceed 20%.

They find that 36 percent of the firms in their gdenare widely held, 30% are family-controlled, 18%
are State-controlled, and the remaining 15% aréded between the residual categories. In an
average country, thatimate family ownersontrol, on average, 25% of the value of the toffir2@s.

For the sample as a whole at least 69% of the tfamajlies that control firms also participate in
management. Overall, the controlling shareholds¥sdnot have another large shareholder in the
same firm in 75% of the cases, and this numberli& 7 for family controlling shareholders.
According to the study, relative to shares witaténtial voting rights and cross-holdings, pyraahid
ownership appears to be a more important mechangad by controlling shareholders to separate

their cash flow ownership in sample firms from th&introl rights. 26% of firms that have ultimate

ownersare controlled through pyramids.

Private benefits of control

L —
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Concentrated ownership and control gives rise ¢opttoblem of private benefits of control. This is
the expropriation of minority shareholders by dsien of company resources through such
mechanisms as tunneling and related party tramsectiThe concentrated owner realizes the full
benefit of any diversion but bears the cost of idecin firm cash flows only to the extent of his
shareholding in the firm. A concentrated ownerwat 20% shareholding enjoys the full benefit of
diverting a Rupee of cash flow but suffers onlyGapisa cost of lower firm cash flows. Ultimate
owners can reduce their financial ownership belbgirtcontrol rights by using shares with superior
voting rights; by organizing the ownership struetwf the firm in a pyramid; or through cross-

shareholdings. In this way they are able to dguiieate benefits of control with the least cost.

In countries such as the US and UK ownership igatikgly diffused and shareholders control
managers only indirectly through the board of divex This separation of ownership and control
gives rise to agency costs in the form of manafpeeguisite consumption and shirking as well as
pursuit of non value maximizing objectives suchsates growth, empire building and employee
welfare at the cost of firm value. However, eventiese countries a large proportion of shares are
held by informed, sophisticated institutional inees, many of whom have non negligible stakes.
They are often referred to as activist investorgh vinedge funds as the most important recent
example. These countries also have a more actirkanfor corporate control which is expected to

provide a disciplining effect on management.

Therefore, while concentrated ownership does nffeistrom the agency problems of separation of
ownership and control, it is subject to the problefriprivate benefits of control’.  Since private
benefits of control are not observable researchave attempted to infer the magnitude from market
transactions. Dyck and Zingales (2004) measureettient of private benefits of control as the
difference in the price per share paid in a priyateegotiated transfer of a controlling block ahe t
price that can be observed in the market once iorehave absorbed the fact that there will beva ne
controlling shareholder. The rationale for thistimogl is that the price per share an acquirer paiys f
the controlling block reflectboththe cash flow benefits it expects to receive asaaeholder (which
include the value of any improvements it expectm#ke in the firm’s performance) and any private
benefits stemming from its controlling position. Bgntrast, the market price of a share just after t
change in control is announced should reflect éméycash flow benefits thatl shareholders expect
to receive under the new management. The stuldgsed on 393 control transactions that took place

between 1990 and 2000, in companies representimifféent countries.

The study finds that control premiums averaged dd#%e equity value of a firm. In countries where

private benefits of control are large, ownershipmisre concentrated, and capital markets are less
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developed by several measures such as number o$/ IBGpulation, the number of listed
firms/population, and the external market capitlon relative to GDP. Their explanation for this
relationship is that in countries where a contngllparty can appropriate a larger share of theevafu

a company, entrepreneurs will be more reluctatake their companies public. If they sell a minprit
position, outside investors will be willing to pdgss for it than what it is currently worth to the
entrepreneur, because they factor in the posyiliiat a new acquirer will dilute the value of the
company in the future. As a result, entreprenergseauctant to sell. At the same time, when antr
value is high they do not want to sell a majoritwotes in the market because they will not receive

an adequate compensation for it.

Several institutional variables, taken in isolafiseem to be associated with a lower level of peiva
benefits of control: better accounting standaresiel legal protection of minority shareholderdtdre
law enforcement, more intense product market coitigggta high level of diffusion of the press, and
a high rate of tax compliance. The authors condidempossible role of tax enforcement in reducing
private benefits, and thus indirectly enhancinguficial development, as probably the most important
new fact to emerge in their analysis. This is beeaax authorities and non-controlling shareholders

have a common objective: to ascertain the valudymed by a company and get a share of it.

Ownership Concentration in India

In India there is the concept of a promoter ascthr@rolling shareholder. Promoter includes persons
‘who are in control of the issuer’ or ‘who are inshental in the formulation of a plan or programme
pursuant to which specified securities are offeegublic’ (SEBI 2009). A minimum ‘promoter’s
contribution’ of 20% of the share capital is neeeggor a public issue. This minimum contribution

is required to be locked in for a period of threans. Most Indian promoters are families.

As shown inTable 7, the share of Indian promoters in the total shdddhg pattern has remained
steady at 45-50%. The share of foreign promotenseased only marginally from 5.6% in December
2002 to 7% in March 2008. However, the share of Ribre than doubled from 4.6% to 11%. The

share of non institutional Indian investors dedlimearginally from 17% to 13%.
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Table 7: Per cent of total number of shares outstating
owned by different groups

March | December
2009 2001
Indian promoters 51% 46%
Foreign promoters 7% 5%
Financial Institutions 6% 8%
Foreign Institutional
Investors 8% 5%
Mutual Funds 3% 4%
Bodies Corporate 6% 10%
Individuals 13% 18%
Others 6% 4%
Total 100% 100%

Source : NSE Factbook 2009, 2002

Moody’'s and ICRA (2007) have examined corporateego&nce in 32 companies in 16 prominent
family-controlled Indian business groups. These ganies cover a broad cross-section of Indian
industry, and include 13 Sensex companies accayritin about 40% of the total Sensex market
capitalization. According to an extract of the syvesults shown iffable 8, many families exert
control with less than 50% shareholding, wherehsrstown more than 74%. Promoter shareholdings
in the study ranged between 26-90%, with a mediéd08&. Many Indian family-controlled groups
have complex corporate structures. In such casesibe difficult to assess ownership and coninol o
the basis of public information.

Table 8: Promoter Holdings
(Select promoters and companies)

Figures in US$bn Company Market capitalization | Promoter holding
March 2007

Tata Tata Steel 115 31%
TCS 26.2 82%
Tata Power 4.7 32%
Tata Motors 7.5 33%
Tata Chemicals 1.7 32%

Birla Grasim Industries 8.1 25%
Aditya Birla Nuvo 4 39%
Hindalco Industries 5.2 27%
Ultra Tech Cement 3.4 53%

Reliance (MDA) Reliance Industries 86.8 51%
IPCL 3.6 47%

Reliance (ADA) Reliance Energy 8.3 34%
Reliance Comm. 33 67%
Reliance Capital 10.3 52%
Adlabs 0.6 55%

Source: Moody’s and ICRA (2007) (Figure 1)
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Given the widespread prevalence of family conttbb@siness groups there is a need to explain their
emergence and persistence. Khanna and Palepu) @f@eb5the following explanation for the rise of
concentrated ownership in emerging economies lik@ial In the initial stages of economic
development many institutions necessary for thetianing of product markets, labor markets, and
financial markets are typically missing or undemleped. Groups often perform functions
traditionally performed by market institutions iromre mature markets. One such important function
is similar to venture capital, consisting of idéyitig promising new business opportunities in the
economy and exploiting them with in-house risk tmnd managerial talent, which are traditionally
in short supply in the economy at large. This,um} leads to the observed predominance of the
business group type of organizational form in ermgrgconomies. In the case of India this process
was aided by the state providing a protected enwient, closed to foreign or domestic competition

through export and import controls and tight indasticensing policy.

Tunneling by Indian business groups

The expropriation of minority shareholders is ofteferred to as tunneling. While there is sigraifit
anecdotal evidence on tunneling there are few syate studies. Like all ‘private benefits of canitr

tunneling can be difficult to measure.

Bertrand, Mehta and Mullainathan (2002) provide athodology for detecting the presence of
tunneling. A business group usually completelytaaa several independently traded firms and yet
has significant cash flow rights in the form of edit shareholding in only a few of them. This
discrepancy in cash flow rights between the diffefems under control creates strong incentives to
transfer, ortunnel, profits from firms with low direct shareholding foms with high shareholding.
They devise a test to measure the changes inguadfijroup firms (the response) relative to changes

in the profitability of otheffirms in the same industry (the industry shock).

Consistent with the theory they find that the pgedfility of group firms on average underresponds to
the industry shock and this is larger in low dirglcareholding firms. When this analysis is condiicte
separately for operating and non operating prdfisy find that it is the underresponse _to non
operating profitghat drives the results. Group firms’ operatimgfips are, in factmoresensitive to
their own industry shock. From this they concltitlt profits are tunneled from low cash flow rigjht
firms by manipulating the non operating profit campnt of total profits. A related implication is
that transfer pricing, which would affect operatipigfits, is not an important source of tunneling i

India.

Gopalan, Nanda and Seru (2007) examine the chasdicte of intra-group loans, often cited as a

mechanism for tunneling. In their sample they findt group loan inflows are large and, on average,
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constitute 59% of operating profits in the yeairenfreceives loans. Their evidence indicates that
groups extend loans to financially weaker firms amghificantly increase the extent of loans when
member firms are hit with a negative earnings shdtle loans are made on terms more favorable
than those of comparable market loans, consisté&htthve loans being used to provide subsidized

support.

Summing up, while concentrated ownership is commaoound the world there are significant
differences in the extent of expropriation of mitypshareholders as measured by the private benefit
of control. This has lead to the distinction betwedficient and inefficient controlling shareholder
systems as in Gilson (2006). In the inefficiensteyn poor minority investor protection allows the
cost of private benefit extraction to exceed thedbigs of more focused monitoring of management so
that minority shareholders are net worse off frdra tontrolling shareholder's monitoring effort.
Alternatively, in the case of efficient controllinghareholders strong protection of minority
shareholders allows the benefits of more focuseditoring to exceed the costs of private benefit

extraction so that minority shareholders are néebeff.

4. Minority investor protection

In recent years there has been extensive focusherrdie of corporate governance in financial
development. Several international organizatioagehdeveloped indices to make cross-country

comparisons on various dimensions of corporate rgavee.

The World Bank’sDoing Business 201fresents quantitative indicators on business regulatiosthen
protection of property rights that can be compared across d@®mies and over time. One of the 11
indicators is ‘protection of investors’ which meessti minority shareholder protections against
directors’ misuse of corporate assets for persgaal. The data come from a survey of corporate
lawyers and are based on securities regulatiomspany laws and court rules of evidence. As shown
in Table 9 India was ranked 41along with other countries such as Botswana, BigdgaChile,
Mexico, Indonesia and Romania. It may also bevegiethat India is ranked 182 out of 183 countries
in Enforcing Contracts so that even if the laws egglilations may be in place enforcing them may

not be easy.
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Table 9: Doing Business 2010 : India

Rank
Stage of business (Total 183)

Starting a Business 169
Dealing with Construction
Permits 175
Employing Workers 104
Registering Property 93
Getting Credit 30
Protecting Investors 41
Paying Taxes 169
Trading Across Borders 94
Enforcing Contracts 182
Closing a Business 138
Ease of Doing Business
(Overall) 133

Source: World Bank and IF©oing Business 2010: Reforming Through Difficuln&s

The World Economic Forum produces the annual Fis&ridevelopment Report, based on the
Financial Development Index (FDI) which providescare and rank for 55 countries according to the
level of their financial development. India is kad 30 on ‘Corporate Governance’ and 50 on
‘Contract Enforcement’. Within Corporate Governariedia is ranked 24 on ‘Protection of minority
shareholders’ interests’ and 35 on ‘Efficacy ofpmoate boards’.

The Asian Corporate Governance Association (ACGAYng Kong, released a white paper on
Corporate Governance in India, in January 2010ccofding to the paper despite wide-ranging
developments in regulation and policy, corporate@egoance reform in India has not adequately

addressed the issue of accountability of promatersther shareholders. The paper identifies the
following specific problems:

Shareholder Meetings and Votinghareholder meetings and proxy voting processésdia lack
efficiency and accountability. There is a need ¢mduct voting on all resolutions at AGMs and

EGMs meetings by a poll with an independent scedtirto count and audit the vote.

Related-Party Transactiondndia has notably weak regime governing relatedyp&ansactions.
Typical related party transactions that listed canmies engage in include spinning off valuable asset
from listed companies to unlisted private entities the benefit of promoters; spinning off
investments in group companies to a holding compealying the investments at a large discount to

fair value, then buying back the shares of the ihngldompany from the market; and shifting new
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business to unlisted private entities and lettingaffiliated listed company pay for branding and

distribution costs.

Regulation needs to be overhauled and minorityesttdders accorded much greater protection. For
example, there is a need to introduce stricterlagigm on related-party transactions, includingiggy
independent shareholders the powers to approves la@nsactions above a certain limit and

enhancing disclosure requirements on other mateaiasactions.

Preferential Warrants:The scope for the misuse and abuse of warrantadia lis considerable.
Regulation of their issuance to promoters needsettightened. The issuance of preferential shares,
warrants or other securities to promoters and atbenected persons should be prohibited, as i othe

markets.

Corporate Disclosure:The scope, depth, timeliness, consistency and fitimgaof corporate

financial disclosure in India could be greatly imped among listed companies

The Auditing Professiorithe Indian auditing profession is highly fragmentidvould benefit from
some consolidation as well as an independent aegitlator. The Government should establish an
independent regulatory body for the audit professiuch a body could draw its talent from among

the many experienced auditors in India, includimgse who have worked overseas.

Overall the report points out that relying largely independent directors, usually appointed by
controlling shareholders, and greater corporatelalsre as the primary mechanisms to protect the
interests of minority shareholders is likely to yeoweak and insufficient.. While Board reform is

fundamentally important it needs to be complemehbted proper regime for the regulation of related-

party transactions.

These recommendations are consistent with theassissment of India’s financial sector carried out
by the Committee on Financial Sector AssessmensfJEet up by the Government of India and the
Reserve Bank in September 2006. In the area gidCate Governance the committee expressed the

following concerns:

In India, there is a comprehensive corporate goverm&ramework in place for listed companies and the
listing agreement forms an important pillar of corporgtevernance framework. There is a need to
strengthen the corporate governance framework with regarndkananagement in listed companies.
Listed companies need to disclose the reasons for non-emopliwith non-mandatory requirements.

" “Financial Sector Self Assessment finds System Broadlyuit but Identifies Specific Concerns” RBI Press
Release, March 30, 2009
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Steps need to be taken to protect the interests of shdeeholuch as equitable treatment of all
shareholders including minority shareholders and alternatieodgeiof voting, which are convenient for
shareholders and in which investor associations can plagnatructive role. There is a need for
strengthening the disclosure mechanism to bring aboutegreahsparency in ownership structures and
stringent penal action needs to be taken where such practeesnearthed. Penal provisions for
fraudsters may be strengthened in corporate law by prayidr disgorgement of gains and confiscation
of assets. The corporate governance framework needs to evithvéhe changing times and there is a

parallel need to strengthen the corporate governance fratnéwainlisted companies

5. Conclusions

In a system of controlling shareholders minorityestors discount the price they are willing to pay
for shares to account for the possibility of expraion. This raises the overall cost of equitpica

for new as well as existing firms. Firms make feyweblic issues and fewer households participate in
equity markets. Minority shareholder protectiomotigh laws and regulation and their public
enforcement can reduce the private benefits ofrobnThis may also result in a reduction of
ownership concentration. However, from a long teerspective, the controlling shareholders system
can only be diluted by encouraging the entry of rerepreneurs. It is in this context that India
needs to improve its poor ranking on “Ease of ddinginess”. An environment where doing
business is “not easy” is conducive for maintainiing position of incumbent business groups. Such

an environment is most punishing for new and stmadinesses.
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