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FI equity holdings-what to do about them? By S L Rao

Until recently financial institutions were directed by government to lend to certain sectors on a preferential basis. Long-term lending was at interest rates that were lower than for short-term loans and so, loan agreements had a clause allowing the lender to convert a part of the loan amount into equity at pre-determined prices. Many did so.

 The UTI was the only mutual fund in the country for many years. As the biggest operator in the market by far, UTI’s purchases and sales of shares were a powerful influence on their prices. As is now evident, UTI did not always buy or sell for the benefit of the investors in its funds, but at government direction to support the market. UTI now owns large quantities of shares in many blue-chip companies, and others of more doubtful value. So also do the insurance companies. Lending institutions that have exercised their option to convert loans into equity, also hold shares in a variety of companies. From time to time we read of their attempts to sell these shares, for example for many years, shares in Modi Rubber, to the “promoters” who control the companies, or to other large parties who want to take over control. Institutions have tried to change some managements, appoint   nominee directors to monitor them, but have not been able to safeguard their interests.

“Promoters” who control the companies that have high financial stakes by such institutions protested vehemently when there was talk of the stakes being sold to the highest bidder. They were fearful of losing control. The share buyback scheme enables such “promoters” who have the resources, to improve their percentage stake, but if there is another large shareholder who does not sell, his share becomes larger and he can get control.

The debacle in UTI in recent years has made it abundantly clear that financial institutions should take decisions on buying or selling their investments purely on their judgment of what would be right for their stakeholders, not at the direction of government. They should maximize the value of their investments and sell for the best price.

Problems arise when the character of the prospective buying company is suspect, and particularly when it might get control. Should institutions sell to companies that have been found guilty of market manipulation by the regulator? Obviously they cannot sell to companies that have been barred from market operations. But what about multinational or other companies that have a whiff of disrepute?

Documents on websites have described in detail the involvement of the top three cigarette companies in the world in organized smuggling of cigarettes to maximize profits. The truth of these charges will no doubt be settled in various Courts. But should they be permitted to trade in shares in Indian markets? Who is to decide? Clearly it must be SEBI that must take the available evidence, consult Indian embassies overseas for more information, and if satisfied, bar such companies from stock market transactions. 

There is another issue. India is one of the fastest growing markets for cigarette and tobacco products in the world. We have to balance the interest of the thousands of farmers and the large tax revenues of governments, with the serious health impact of tobacco consumption. Can we do so more effectively with Indian owned and controlled companies, and would we be at a disadvantage with British and American owned companies who can bring the weight of their governments to bear in influencing Indian policies?

With companies like ITC there is also a nationalistic question. It is one of the few companies that has been immensely successful and is truly professionally managed. Should its control pass to foreigners, or even to Indian families? 

UTI like IFCI or IDBI badly needs more liquidity. It can improve considerably if blue-chip shares could be sold to the highest bidders. But in the circumstances described, is this only a commercial issue or is it more legal and nationalist? How then are these institutions to become more liquid? Can this be achieved instead, by government direction to other institutions to buy such shares? What happens then to independence of their management?

There is no easy answer to these questions. But they need quick answers, in the interest of investor companies like UTI and the people who have entrusted their savings to them. (740)  

