FOR ‘ECOPINION’ OF AUGUST 13 2001-Attention of Mythili/Tony

STATE-OWNED FINANCIAL INSTITUTIONS by S L RAO

The central and state governments own or control development financial institutions, banks, insurance companies, mutual funds, as well as others through indirect ownership. Almost all the state government owned financial institutions are sick, with large non-collectible loans. Of the institutions with the central government, the future independent survival of IFCI is in doubt, and IDBI is getting to the same stage. Three nationalized banks are in serious trouble; many others have growing levels of non-performing assets. The least vulnerable seems to be the State Bank of India, despite government ownership for over fifty years, poor succession planning and short tenures because of government. Perhaps the earlier traditions of human resources planning, established when it was the Imperial Bank of India, have taken deep root, and enabled it to survive government interference.

Development finance institutions (DFI’s) were an integral part of the command economy. Industrial licensing was to channel investments into desired directions. DFI’s were to provide the funds and did so at relatively cheap costs, so much so that many times, working capital was more expensive! In most instances, long term borrowing was used to finance working capital as well, and substantial portions were diverted to other uses. Like industrial licensing, DFI’s were also subject to political and administrative direction. Who to lend to, and how much, led to high exposures to certain sectors, business groups and individuals. If all DFI’s today have high exposure to steel for example, it is because this was in line with the directions set out by the Plans. The “promoters” who were financed, usually had close and sometimes intimate contact with Ministers and others. Located as it was in Delhi, IFCI enjoyed closer direction than the others. The “lead” concept ensured that the other FI’s blindly followed the appraisals of the leader, who was influenced by government policies and by individuals, so that appraisals were many times cursory and superficial. Bad loan decisions were multiplied, with other FI’s, and sometimes, banks, also joining in. When there was a high loan exposure, the FI’s appointed nominee Directors on the boards of the borrowers, to “look after their interests”. Not only was this contrary to the principle that Directors must look after the interests of all shareholders, but the nominees were many times appointed on a ‘grace and favour’ basis. When the more competent appointees sent reports, the FI’s designated some minor flunkey in the institution to deal with them. Rarely was there a system of responding to the nominee’s reports. This did not prevent unscrupulous “promoters” from stealing raw materials and finished goods pledged to the financiers, nor recouping any equity investment through commissions on construction and equipment purchases.  

Banks received the attention of faithful servitors of the Congress party (then in power)  led by Janardhan Poojary of bank loan melas fame. Subsequently, V P Singh appointed possibly the least competent Finance Minister India has had, who promptly wrote off sizeable loans given to farmers by the lending institutions. This compounded the poor quality loans given through the Poojary melas. 

When the government set up the Unit Trust of India, some Ministers and their officers discovered a bottomless well of money with which to favour preferred friends and other connections. Cowboy investment managers charged into high risk equity purchases to demonstrate their ability to assess and take risks. With liberalization they found the ideal risky instrument, the privately placed share or debt instrument. Credit ratings and market quotations were thrown to the winds, as was any attempt at research into the market for the company’s output, its prospects, competition, technology, quality of management, etc. 

What is the way forward? SEBI must become truly independent and led by those who know the markets, not bureaucrats. Our FM’s might well learn from President Roosevelt’s appointment of Joseph Kennedy to the SEC in making such appointments. DFI’s must offer a wider range of services, but under private, not government ownership. By ordinance, government must place UTI under SEBI regulation so that daily NAV’s and periodic statements of investments are published for each scheme. In due course, UTI should be run by an independent Board and Trustees, in which no government interference is allowed, but with close supervision by regulators, auditors, etc. Investments must be based on proper risk assessment, and all available inputs (like credit ratings) should be used. The way in which FI’s have handled the Modi Rubber fiasco must give way to speedy decision and action. Borrowers who do not pay, must lose their assets. The system of personal guarantees of “promoters” who regard the companies as their private property, must be revived, and the guarantees should be invoked.    

