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EDITORIAL
In the past few months, the world has witnessed some events of historic importance,
which have the potential to transform economies around the world.
From a global perspective, we saw the economic impact of election of Donald Trump
as the President of United States. While the North Korea-United States dispute intensified,
Pound Sterling continued to be on a weakening trajectory as a consequence of Brexit. The
world witnessed a concerted effort by the OPEC countries to check the falling crude oil prices
by cutting down on the oil production. Furthermore, the revolutionary ‘Block-Chain’
methodology of currency management gained popularity and Bitcoin became the buzzword
during the past few months. People around the world are studying the application of this
technology and trying to implement it in the day-to-day transactions.
The Indian markets witnessed a historic event of NIFTY50 touching the 10,000 mark
and the successful roll out of the Goods and Service Tax (GST). On the corporate front, on
one hand Reliance launched Jio 4G LTE network with predatory pricing, changing the
dynamics of the telecom sector and on the other Vishal Sikka resigned as the CEO of the tech
giant Infosys, leading to a huge dip in the company’s stock prices. Indian economy also saw
a surge in the number of Fintech start-ups and Payment banks especially as an outcome of
Demonetization in 2016. Financial Inclusion continues to be one of the top priorities of Mr.
Narendra Modi’s government. With regulatory reforms and Aadhaar number linkage with
bank accounts made mandatory, the goal seems quiet achievable.
Against the backdrop of many such events, we present five papers in this issue of
TJEF on some of the above key topics. We hope that the readers of the journal benefit from
the insights of the papers published.

Managing Editor
Isha Varma
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POTENTIAL USE CASES FOR BLOCKCHAIN IN
BANKING AND FINANCIAL MARKETS
Vrishali Pawaskar
T. A. PAI MANAGEMENT INSTITUTE, MANIPAL

Introduction
The global financial services sector is an epitome of transformation for the other industrial
segments to follow suit. Automation and digitalization have caused a paradigm shift in the
way in which banks and financial institutions operate. In the words of Barclays’ former CEO
Anthony Jenkins, “Banking is headed for an Uber moment”. The latest to join the bandwagon
of disruption in the financial sector is the blockchain technology. Originally developed as a
DLT (distributed ledger technology) supporting bitcoin transactions, financial institutions are
now exploring several use cases apart from payments for application of this technology. They
have been developing proof of concepts thus trying to assess the technical, legal and
compliance aspects of implementing this technology. The fundamental motivation for most
of the potential applications of blockchain technology in the financial services segment is to
achieve cost savings and security, increase availability, speed up processes by eliminating
the need for intermediaries, middlemen thus reducing effort duplication, easing reconciliation
and improving the efficiency of services. This research paper strives to enlist and elaborate
upon potential blockchain use cases in the banking and financial markets ecosystem, some
of which have already been experimented with and others which are still at the idea level.

Application of Blockchain Technology
The following figure illustrates how most of the blockchain use cases aim to modify the
modus operandi of banks and financial institutions.

We acknowledge the helpful comments and suggestions of the editors.
Editor’s note: Accepted by Kriti Sinha, Vasudeva Kamath, Nimisha Khattar.

Submitted on: 10/08/2017
Accepted on: 20/09/2017
Published on: 03/10/2017
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Source: A joint report by Infosys Consulting and HHL Leipzig Graduate School of Management, titled “Blockchain
Technology and the Financial Services Market”, November 2016

Blockchain Use Cases for Banking
Cross-border payments
Current Scenario: Most of the cross-border payments involve bilateral correspondent
banking relationships, a network of banks which use SWIFT messaging protocol for
execution of transactions. Although there are many benefits of such a process like consistent
process standards, guaranteed security and comprehensive global reach but this process also
has certain pain points. For instance, pricing and foreign exchange rates are not finalized until
funds arrive in the recipient’s account, relying on multiple banks causes uncertainty about
the timely and accurate transfer and it becomes difficult for both the sender and the receiver
to track the status of transactions. Moreover, this is a fee intensive process with customers
having to pay fees for every transaction.
Blockchain potential: Broad peer networks of verified partners such as banks could employ
a private blockchain solution equipped with a strong legal framework and appropriate
technological requirements, allowing each member to send funds and transact relevant
information directly with other members. This would eliminate the need for third parties like
clearing houses thus speeding up the processes involved, reducing costs due to 24*7 realtime settlement and simplify the transactions.
Projects underway: One such system developed is that of Ripple Lab’s blockchain Ripple
protocol. Ripple is a real-time gross settlement system, currency exchange and remittance
network which was released in the year 2012. This protocol supports different tokens such
5
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as fiat currency, cryptocurrency, commodity or any other units of value. Ripple provides an
open source payments approach to banks thus allowing replacement of other payment
intermediaries in the payments industry. Rabobank, a Dutch multinational bank is one such
example of a bank partnered with Ripple and experimented blockchain technology in making
payments to customers and cross-border transactions. Ripple said that its technology could
allow banks 33% reduction in their operating costs during international payment process and
allow lenders to move money in seconds. The current concern with Ripple protocol is that it
is a proprietary protocol and hence cannot be integrated with other systems. In order to solve
this issue, an inter-ledger protocol will have to be developed and implemented.

Smart Contracts
Current scenario: When parties decide to get into a contract, a middleman is required right
from contract creation to contract execution and overseeing the execution until contract
completion. Of course, there are fees associated with the provision of these services.
Blockchain potential: Smart contracts are computer codes that self-execute the contractual
agreements between parties. They help exchange money, property, shares or any other asset
in a transparent and conflict-free way. It helps reduce transaction costs and middlemen in the
process. Smart contracts on blockchain allow autonomy since you don’t require a lawyer,
allows security as your documents are cryptographically encrypted on a shared ledger, it
allows backup as data is replicated at all the user nodes, it allows accuracy and reduces
manual errors and provides provenance of data. Other application of this solution would be
life term insurance. The conditions for a pay-out can be clearly defined in the contract thus
allowing self-execution of insurance policy.
Projects underway: The Decentralized Autonomous Organization (DAO) for venture
capital funding is one such example of its implementation. Smart contracts are yet to achieve
satisfactory levels of maturity in order to handle complex legal contracts. Deutsche bank
experimented with one of the use cases with smart contracts and applied it to lifecycle
management of corporate bonds. This helped them to assess both the technical and legal
capabilities of the technology and closely look at the lifecycle management events and
transfer of ownership of corporate bonds. They concluded that blockchain is capable enough
to perform these activities and that they are positive about its future potential for the financial
ecosystem at large.

6
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Fraud Reduction
Current scenario: According to Constantin von Altrock, Director of Counter Fraud
Management at IBM, payment fraud is a $20 billion-a-year problem. Traditionally, banks
maintain their ledgers in the form of a centralized database, processed and secured by legacy
IT systems. Since all the information is available at one place, this model is vulnerable to
attacks by cybercriminals.
Blockchain potential: The fundamental of blockchain technology is the distributed
framework and transparency wherein data is replicated at each node and verified by miners
before being added to the blocks of transactions. Thus any attempt of fraud at any one node
will not pass through the validation checks and hence will prevent the entire system from
security threats. Moreover, once the transaction is posted to the blockchain, it becomes
irreversible thus preventing any further changes. But to achieve this, banks need to work in
collaboration with regulators and FinTechs to develop a credible solution.
Projects underway: Emirates Islamic Bank, UAE has integrated the blockchain technology
to prevent cheque fraud. The bank has registered each cheque to the decentralized ledger of
the blockchain with a unique timestamp and cryptographic proof. Chile’s Santiago Exchange
plans to introduce blockchain technology across the country’s financial sector to help reduce
errors, possible fraud, and transaction processing times in its short-selling system for
securities lending.

KYC and Online Identity Management
Current scenario: Financial institutions initiate ‘know your customer’ requests every time
a new customer is on-boarded, even though that customer has probably completed a KYC
process somewhere else before thus entailing duplication of efforts. The entire procedure
may take days at length to be completed satisfactorily, thus affecting the customer
experience. Moreover, banks and other financial institutions have to dedicate a vast amount
of resources for this purpose. Similarly, online identity management is a time-consuming and
costly process wherein customers need to undergo face-to-face checks or need to provide
several identity documents and they require a means of authentication and authorization. This
process is repeated for every other institution that these customers obtain service from.
Blockchain potential: With blockchain, once the banks have done the KYC for a customer,
they can put his/her statement with the summary of documents over the blockchain which
7
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can then be used by other banks and institutions. Thus, once a customer’s bank completes
the verification, other institutions need not do it all over again, reducing their costs, it also
prevents the customer from going through all the hassle again. To handle the privacy and
security issues of this solution, it will have to be implemented as a private blockchain which
would only contain reference points to the data secured cryptographically, which would link
to the relevant client information in a repository maintained separately in addition to the
blockchain. Also, levels of access and permissions will help prevent any unauthorized access
to the data. According to a Goldman Sachs report, the banking segment can achieve 10%
reduction in workforce with the implementation of blockchain in KYC processes. There
would be additional cost savings with respect to employee training, there will be 30%
reduction in resources assigned for such training. With online identity management moved
to the blockchain, customers will have to register on the blockchain once and choose their
means of authentication and with whom their identity can be shared. Once done, this process
need not be repeated for other financial institutions. A similar concept can be applied to AntiMoney Laundering (AML) compliance.
Projects underway: IBM and Credit Mutuel Arkea have experimented one such project in
improving bank’s ability to verify customer identity. Indian blockchain consortium
Bankchain’s first project is a permissioned blockchain for integrated and shared KYC and
AML/CFT (Anti-Money Laundering and Counter Financing of Terrorism).

Trade Finance
Current scenario: Today 80% to 90% of international trade uses trade finance products as
estimated by The International Chamber of Commerce (ICC). Challenges and risks involved
in the international trading contracts range from insecurity, mistrust, low trading volumes to
different languages, long distances, and unknown solvency of trading partners has led to the
creation of fundamentally same kind of products by financial services across the globe. But,
the underlying processes are still manual and based largely on paper documentation. For
example, letters of credit (L/C), bills of lading (B/L), multi-signature and such other services
that banks provide is document heavy with complex information flows. Technological
innovations in this area lag behind relative to other areas. This area has seen some digitization
in the form of the Bolero platform or the bank payment obligation (BPO) which attempted to
reduce latency and costs but it is still to see radical technological disruption.
Blockchain potential: The financial supply chain of trade finance which is currently served
by Bank Payment Obligation (BPO) or Bolero can be transferred to the blockchain. The
8
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solution will aim at creating a global marketplace and a legal framework thus meeting both
financial services and legal requirements. A trade finance solution in blockchain would
include carriers issuing B/L and banks issuing L/C on the blockchain as digital assets, asset
tracking, multi-signature contracts, and smart contract enabled event based fund release to
ensure speed and transparency. An asset with a unique identification code like a serial number
available in the blockchain can guarantee the authenticity of goods. The buyer of a good will
be able to verify the serial number against the immutable database and thus can prevent risks
of having a counterfeit good. Smart contracts will help execute and fulfill the contract
between two parties automatically, reducing manual handling of documents and legal
conflicts. Once all the conditions of the contract are verified to be fulfilled, a predefined
process can be triggered. For example, a payment initiation or a message alert. This could
allow replacing the process of sending a paper B/L from one institution to the other.
Blockchain in trade finance will help overcome the trade-off between low cost and high
security often faced by the standard finance products while at the same time it can allow
secure collaboration over long distances at low process costs. Although blockchain would
help ease out process and make it flawless, it cannot replace the intermediaries in trade
finance completely. In cases of default, banks would still be needed to cover the investments
of buyers or sellers.
Projects underway: DBS Bank Singapore in collaboration with Standard Chartered and
Infocomm Development Authority of Singapore (IDA) developed a proof of concept (PoC)
to reduce double financing (secure invoicing) in trade finance. The Singapore based start-up
Open Trade Docs is currently in the PoC phase with financial institutions for digitizing trade
documents and securing them in the blockchain. Everledger, a London based company has
developed an asset tracking process for diamonds thus providing valuable data for owners,
wholesalers & retailers, banks, insurers and other authorities across countries. Skuchain’s
product ‘Bracket’ performs asset tracking and automated signal triggered payments and
information flow.
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Blockchain Use Cases for Capital Markets
Trading platforms & settlement process
Current scenario: An asset is first introduced in the primary market with the initial public
offering (IPO) after which it is traded in the secondary market which happens via the
exchange. Both the buyers and sellers quote their respective prices based on which the trading
platforms try to match their bids. Once the trade is executed on the platform, that is, a seller
finds a suitable buyer, the settlement process is what follows next. Settlement process varies
across countries depending on their respective regulatory bodies. Some follow T+1/T+2
while others follow T+3 settlement. During this process, the securities are transferred from
the seller’s demat account to the buyer’s demat account and funds are transferred from the
buyer’s cash account to the seller’s cash account.
Blockchain potential: For the trading platforms, the idea is as follows: for every high-value
item created, a corresponding digital token is issued by a trusted central authority which
authenticates the asset and then every time the asset is bought or sold, the digital token moves
in parallel thus mirroring the real world chain of transactions in the blockchain. This digital
token acts as a virtual certificate of authenticity. The recipient of this token would be able to
trace back the chain of custody right to the point of creation. These tokens are secured by
cryptography thus protecting the trade data and allowing only permissioned access to
information. Blockchain technology in case of trading platforms provides advantages in
terms of cost savings, reducing fraud and threats, transparency, immutability, assurance, and
eliminating the need for intermediaries. Blockchain can be leveraged to improve the
efficiency of the settlement process with an aim to achieve T+0 settlement so as to have the
instant closing of the trade thus reducing cost and improving the latency involved. This
provides an opportunity to eliminate the need for intermediaries like CCPs (central
counterparty clearing houses) by the availability of immediate collaterals and immediate
settlements thus avoiding the counterparty risks. This apparently is a shift from the traditional
hub and spoke model to a bilateral model. This does not elicit complete elimination of
intermediaries but forces them to rethink their business models and provide novice low-cost
services. They seem to have a change in role in future with both CCPs and banks operating
more efficiently.
Projects underway: NASDAQ developed their first blockchain based proof of concept in
late 2015 with the help of Chain.com, a blockchain development company. It helped build a
distributed ledger based Linq platform. This platform provides for efficient, electronic
services for the issuance, transfer, and management of private company securities. This not
10
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only improves efficiency and reduces risk but also helps keep track of movements of paperbased certificates. IBM and Mizuho Financial Group have tested one such use case of
settlements with virtual currency. Swiss bank UBS is developing a system to enable financial
markets to make payments and settle transactions quickly using blockchain technology.

Regulatory compliance and audit
Current scenario: The regulatory bodies require and maintain all the information pertaining
to firms listed on the exchange as well as to the stakeholders involved in trading. This calls
for the huge amount of data that firms have to provide to the regulators in their regions,
countries or across countries and this flow of data is growing exponentially with regulators
not having any efficient processes to consume it. A lot of duplication and reconciliation of
tasks happens here.
Blockchain potential: Blockchain technology could help these regulatory bodies to track the
provenance and availability of these tasks in a distributed form allowing several bodies
having access to the data at the same time in an unambiguous and simplified manner. This
could lead to a huge amount of savings.
But this solution comes with its own issues and concerns. For instance, concerns about
identity, anonymity, what portion of the transaction should be published, what needs to be
maintained privately, levels of access, matters of confidentiality, etc. Market commentator,
Lee Fulmer states his concern with respect to this solution in terms of the relative immaturity
of the blockchain technology itself. He rightly mentions that banks will never open their
books completely to the regulators or competitors which they would be required to in case of
adopting the technology. Also, the commercial terms of the contract need to be confidential.
Hence, there is a need for more innovation and continuous development in this space.
The list above is not exhaustive, there will be new additions to it every time an opportunity
is identified to improve the current workflows of financial institutions. Having known about
the potential applications, it is important to understand that blockchain will not replace the
current systems at banks but will simply be an augmentation to the current business networks
providing increased trust, immutability, provenance, auditability, assurance and improved
latency. There are certain issues that need to be handled for successful application of
blockchain. There is a need to have a standard protocol so that proprietary private blockchains
from different institutions are interoperable in a compliant manner. Moreover, there is no
established central organization to regulate and monitor blockchain protocols, thus facing
regulatory uncertainty. The other issues that need to be looked into are the transaction speed,
11
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data limits and the verification process so as to allow wide application of this technology. It
will take some more time to have mature models in place ready for go-live, but with
increasing number of FinTechs fostering blockchain technology, future seems not too far.
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PAYMENT BANKS: Are they going to compete with or
complete the banking system in India?
Uday Kumar Singh
INTERNATIONAL MANAGEMENT INSTITUTE (IMI), NEW DELHI

Abstract
It is often said that if one needs to understand the health of the Indian economy, then just
measure the nerves of the Indian banking industry. The Indian banking industry is buzzing
at the moment and the payment banks are in the eye of the storm, the licensing of payment
banks in 2014-15 budgets, following the recommendations of the Nachiket Mor committee
to enhance banking in unbanked areas which raised questions on the idea of coexistence of
traditional & modern payment banking system. With the announcement of JAM (Jan DhanAadhaar-Mobile) Trinity, the digital banking got a boost in India, which is a good signal for
payment banks but considering the low digital knowledge of Indian population and the
shallow penetration of the data services in India, digital banking seems to be a far fledged
dream. In the meanwhile, a collaboration between Kotak Mahindra Bank and Airtel Mcommerce services have opened doors for new possibilities for payment banks and the
traditional banks in India. Possibilities are innumerable but whatever may be the case,
customers will be on the winning side and this change will touch upon every nook and corner
of the highly diversified demographics of India. The authors have highlighted the challenges
ahead to the Payment banks
Keywords
Payment Banks (PB), Evolving strategies, Technological advancements, Online banking, ECommerce

Introduction
In India payment banks can be defined as a type of bank which is not a full-service niche
bank, i.e. they can only receive deposits and provide remittances, they cannot carry out
lending activities
(except for a few of them). Also, they can issue ATM/ debit cards, but cannot issue credit
cards as they are not empowered to carry out lending actives.
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Genesis of payment banks
In the month of September, 2013, a committee headed by Nachiket Mor (herein called Mor
Committee) on Comprehensive Financial Services for small businesses and low-income
households was formed by the RBI. In January 2014, the Mor committee recommended the
formation of a new category of banks called payment banks.
In the budget, 2014-2015 the Union government decided that, “after making suitable changes
to the current framework, a structure will be put in place for continuous authorization of
universal banks in the private sector and RBI will create a framework for licensing small
banks, payment banks etc. which are contemplated to meet credit and remittance needs of
business, unorganized sector, low-income households, farmers and migrant workforce”

Objectives of Payment banks
Following the budget, RBI issued guidelines on payment banks and after some iterations and
improvements, it finally presented the guidelines in November 2014 thus opening the
window for entities to apply for licenses to start such a bank. In the beginning, 13 licenses
were issued. Among them, two surrendered the license. At present, there are 11 payment
banks in India, and they are:
1. Aditya Birla Nuvo Ltd
2. Airtel M Commerce Services Ltd
3. Cholamandalam Distribution Services Ltd
4. Department of Posts
5. Fino Paytech Ltd
6. National Securities Depository Ltd
7. Reliance Industries Ltd
8. Dilip Shantilal Shanghvi
9. Vijay Shekher Sharma
10. Tech Mahindra Ltd
11. Vodafone m-pesa Ltd
14
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The objective behind the creation of payment banks has been outlined by RBI in its
guidelines. Highlighting the need for financial inclusion the guideline states the following:
“The objective of setting up of the payment banks will be to further financial inclusion by,


Small banking accounts



Payment/ remittance services

To the migrant labor workforce, low-income households, small businesses, other
unorganized sector entities and other users”.

Regulations
The regulations for payment banks set by the RBI are as follows:


The minimum limit for the paid-up capital has been set at INR 100 crore.



During the first five years of operations of the payment bank, the promoter needs to
have a stake of at least 40%.



As per the rule for FDI in private sector banks in India, the maximum foreign
shareholding in these banks will be 49%.



The banks need to have 25% of their branches in the unbanked rural areas.



They will be given the license as a payment bank under Section 22 of the Banking
Regulation Act,1949 and will be registered as public limited company under the
Companies Act, 2013.



They need to maintain a minimum of 75% of their deposits in the form of
government bonds of up to one-year time period and a maximum of 25% in current
and fixed deposits with other scheduled commercial banks.

Scope of Operation
The scope of operation for the Payment Banks under aforesaid regulations are:
 They are not allowed to offer loans but can raise deposits of up to one lakh and pay
interest on these deposits like any other bank in India.
 They can offer mobile banking, they can enable transfers and remittances through
a mobile phone and can offer services like cheque-less transactions, automatic bill
payment and cashless purchase through smartphones.
 They can offer forex card service to customers at a transaction charge lower than
15
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that of other banks.
 They cannot offer a credit card to the customers. However, they can offer debit card
usable at any location, to its customers.
 They can transfer money for its customers to any bank at nearly zero cost by
becoming part of a common gateway system that connects all the banks with one
another.
 They can offer the card acceptance mechanism to third parties such as Apple Pay
and many others.

Impact on Indian population
Considering all the regulations and their scope of operations, the next big question is how
are the payments banks going to impact the Indian population? To gauge this let's begin with
the insights of the Indian finance minister Mr. Arun Jaitley. In one of his speeches he
mentioned that payment banks will change the way people think, change the way they keep
the money and the way they pay.
We know that only 53% of the Indian population is a part of the banking system of
India, also the Indian banking sector is valued at INR 115 lakh crores which is expected to
reach a value of INR 288 lakh crores by the end of the year 2020. Compared to other
countries the Indian banking industry is expected to be at the fifth position by the year 2020
and third position by the end of the year 2025 in terms of book value. Realizing the
opportunities, RBI took the step of bringing payment banks to accelerate the financial
inclusion process in the country. It is, therefore, a step to redefine the banking system in
India, as it targets migrant laborers, low-income households and small businesses, with lowcost transaction saving accounts and remittances. The payment banks can use a digital
platform (mobile) to provide the basic banking transactions along with payment of services
and subsidies through the digital platform. The Indian domestic remittance market has been
estimated at a value of about INR 800-900 billion and is continuously growing. With the
introduction of payment bank with mobile banking facility, a big chunk of this untapped
market, especially that of migrant laborers can be brought under the umbrella of banking
services.
The table below shows the growth in the use of M-wallets by Indians in both, in terms of
volume of the total transactions and value of the total transactions, in past five years:

16
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Year

M-wallet
Volume( in millions)

Value(in billions)

2012-2013

32.7

10.01

2013-2014

107.51

29.05

2014-2015

255

81.84

2015-2016

603.98

205.84

Table 1: Volume and Value of M-wallet transactions. Source: RBI website.

These values when plotted on a graph, show a clear increasing trend.
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Figure 1: Volume and Value of M-wallet transactions

These values when compared among themselves give the following pie-charts:
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Volume (in millions) of M-wallet transactions
2012-2013
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20132014
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The table below shows the growth in the use of mobile banking by Indians in both in terms volume of
the total transactions and value of the total transactions in past five years:

Year

Mobile banking usage
Volume( in millions)

Value(in billions)

2012-2013

53.3

59.9

2013-2014

94.71

224.18

2014-2015

171.92

1035.3

2015-2016

389.49

4,040.91

Table 2: Volume and Value of Mobile banking transactions. Source: RBI website.

These values when plotted on a graph, show an increasing trend.
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Figure 2: Volume and Value of Mobile banking transactions.

The above graphs clearly indicate the growth in the market for M-wallet and mobile banking
in India, which at this point is a good indicator for the budding payment bank industry. The
Indian economy very much relies on cash currency. In fact, the cash to GDP ratio in the
country is 12%. But the good news is that, India is moving into a new type of economy that
will be cashless. With payment banks coming into the picture and usage of technologies like
mobile phones and bio-metric systems (Aadhar card enabled bank accounts), the use of the
cash currency will decrease drastically, payment of the utility bills, tax payments and small
business transactions will be smooth and the problem of forged notes in the economy will be
scaled down considerably.
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Further, payment banks are going to offer a secure investment option to the growing middle
class of India. The investments made in the payment banks are secured because of two
reasons:


They have capped the investment limit at INR 1 lakh and this is covered by the
DIGC (Deposit Insurance and Credit Guarantee Corporation).



They are mandated to invest their mobilized funds (75% at least) in government
securities, thus it may be classified as the narrow banking model, which is the safest
model of banking as it is free of credit risk. This makes it a preferred choice of
investment for rural people as well as low-income earners.

It will also indirectly improve the customer service level for the bank customers. The CASA
(Current A/c- Savings A/c) ratio for most of the banks lies in the range of 40%-50% and the
cost of maintaining this CASA deposits range from 0%-4%. With payment banks coming into
the picture, the banks are going to find it difficult to maintain their CASA ratio and this will
force banks to go for treasury borrowings. To overcome this, commercial banks will be
required to improve their customer service levels and develop technology-oriented customerfriendly products to retain the existing customers.

Figure 3: Smart Payment banks matrix. Source: Livemint.com.
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Impact of payment banks on Indian banking and financial
sector
The payment banks are changing the landscape of the whole banking and financial
sector of India. And at the core of this whole process of change are mobile phones. India’s
payment market is growing exponentially and at present it is valued at $ 15.5 trillion
(excluding interbank clearance and CCIL), according to a research report by the America
financial house Merrill Lynch, Indian mobile banking is growing at a rate of 0.1% and it will
reach a rate of 10% in the coming seven years, with the absolute value growing by almost
200 times to a value of $ 3.5 billion. Also, it has been estimated that the payments through
paper is growing to reduce by almost 2% in a period of three years because people are likely
to use mobiles for making payments through all key channels of online payment. Given this
scale of transformation, there will be a significant change in the way banks in India operate.
Keeping the size of the Indian banking industry in mind, while it is very clear that the
payment banks are not going to be big disruptors in the near future, they definitely will make
life difficult for incumbents in the banking industry. The plain vanilla payment banks are
going to cannibalize some share of the payment volumes but it will be the bank-centric model
that is likely to succeed, given the increasing banking and financial regulations that are in
favor of maintaining bank accounts to avail any of these facilities.
BoAML (Bank of America Merrill Lynch) has pointed out that “Telecos and payment
banks are unlikely to cause any disruption in India”. Keeping in view that there are various
constraints in the operation for payment banks, it will be difficult for them to be a part of the
majority space of the Indian population, most of whom are already comfortably transacting
through the conventional banking system. At current rates, giltz fetch a yield of 7-7.50%,
while saving accounts offer an interest rate of around 4-6%. An annual term deposit, on the
other hand, fetches around 8.5%. If such is the case, a standard payment bank cannot afford
to offer more than the standard 4% on savings accounts.
However, it is pretty much clear that the payment banks are not going to compete
with the traditional banking system but are going to complement them. The various public
and private sector banks, therefore, need to introduce technological changes in their
operations so as to provide similar facilities to their customers. The other option might be to
partner with various payment banks so that they can benefit from deeper customer penetration
levels and insights. This could be a profitable proposition for banks as they will be seeking
to acquire new customers to whom they could lend over the long term. As an example, Kotak
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Mahindra Bank bought a 19.9% stake in the payment bank of Airtel M-commerce services
with the argument that, “this in itself presents an enormous opportunity for banks, there is
certainly a segment of customers from the base of payment banks who can be tapped for
regular banking services; even a small slice of this segment can add to the bank’s customer
base.”
But given the fact that the technology-driven and cost-efficient operations of payment
banks will create a threat to small and budding banks and will probably lead to a dog-eat-dog
market created by corporate entities holding licenses for operating payment banks, with deep
pockets this might unleash a rate war. Also, considering the exposure and support that these
entities are getting from the government through various tie-ups such as Vodafone M-Pesa
for money transfer similar to the banks Jan Dhan Yojana accounts, a contest is likely to ensure
an increase in wages/subsidies. All these could create hurdles for new and small banks. The
good news is that these will also result in enhanced levels of customer service, deep
penetration of markets in rural India, leading to a great boost to the financial inclusion process
envisaged by the government.
Payment banks are thus helping India to move into the phase of “Anytime – Everywhere”
banking. The number of transactions carried out on IMPS (Immediate Payment Services)
has multiplied four times in the last one year. In May 2015, it was recorded that transactions
of around 1.46 crore were facilitated through IMPS compared to just 35 lakh transactions
in May 2014. Besides the numbers, the transaction value has also increased at almost the
same rate, touching close to INR 11,000 crore worth transactions in May 2015 through
IMPS as compared to nearly INR 7,500 crore in May 2014. This is ultimately going to help
the banks expand their knowledge about their customers using the database of their earning
and spending patterns. Also, this will help banks design and sell products accordingly, tuned
to the specific needs of varied customers. When it comes to savings pattern, India stands
second globally. This though is not good for a developing economy like India, the growth
of digital banking will help banks reach and tap the unserved customers and encourage them
to fast-track the economic cycle of the country.

Future of Payment banks
Considering the present scenario of the Indian banking industry and the constraints under
which the payment banks have to operate, the future scenario for payment banks in the
country looks interesting. So, how exactly are they going to survive in the absence of income
through lending? The profitability of payment banks will be driven not only by transaction
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values and volumes but importantly also through the various channel-mix that these
transactions deploy. The payment banks have adopted a method of low-cost digital channels
and so their profit will be driven by transaction volumes. Thus even a charge of 1-2% on a
large volume can be lucrative on normal cash transfers that take place. The flip side to this
is that this model will focus only large customers neglecting new entrants or small payment
banks. The next major concern for the payment banks is the digital infrastructure and the
high-quality network coverage which is a prerequisite for growth and success in India. India
still lacks a sound digital infrastructure. Adding to it, the average data consumption in India
is very low, globally, the average data consumption ranges between 850mb- 1gb wherein in
India it is just 750mb. Even this, is heavily skewed in favour of tier 1and tier 2 cities. The
average data consumption of tier 3 cities is much lower and hovers around 250 -375mb. So
we can easily gauge the condition in villages, given the fact that 70% of India comes under
villages. And hence, it will be a tough task ahead for the payment banks to find a way out
of it and survive in these conditions. The other loophole in the Indian digital infrastructure
is the issue of security. Payment banks will need to prove and win the faith of the Indian
population regarding the security of transactions. They need to reassure the masses that their
money with them is as safe as it is with any other bank in India. This again is in itself a
tough task, But the good news again is that keeping in mind a growth rate of 50.58% in the
e-commerce, 85% increase in data consumption, 50.75% increase in the number of
smartphone users in India in the past one year and increase in the online banking habits of
the Indian people, the future of the market looks promising for payment banks. It will,
however, be interesting to see how payment banks capitalize on all these opportunities and
address the daunting challenges that lie ahead of them. Indeed, Payment Banks will be a
game changer for the Indian banking system.
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IMPACT OF CROSS-LISTING ON COMPANY’S
FINANCIALS
Bhavya Rastogi
IIM SHILLONG

Introduction
Corporations require resources to enable them to serve the needs of their customers
effectively. Thus firms may borrow or use their own available savings. However, as they
continue to expand, they resort to borrowing. When firms raise equity they may raise it within
their own boundaries, or beyond their national boundaries to raise the required resources. The
former is referred to as listing, while the latter is known as cross-listing.
Technological progress and the liberalization of capital ﬂows have lowered the barriers that
insulated national markets from each other. The capital markets are becoming global day by
day and hence by going global the companies can lower their cost of financing and at the
same time take advantage of the wide equity base available to them. Other benefits include
stability and decreased volatility. However, the pros and cons of cross-listing are not very
clear at the moment and are highly dependent on a large number of factors. It is an area where
research is ongoing, but there is no general consensus among the scientific community at
large.
Objective of the Project
This paper has been written with the objective to assess the reasons and consequences of
cross-listing and understand the impact of cross-listing on a firm’s financial performance.

Literature Review
So far, studies that have looked at the cross-listing of firms from developing countries are
almost non-existent, there have been several that have looked at the effects and motivations
of cross-listing on foreign securities exchanges by firms from developed countries.
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The studies in this field of literature have found mixed results. Linda L. Tesar, Ingrid M.
Werner, 1992 found that there is strong evidence of home bias in national investment
portfolios despite the potential gains from international diversification. A body of literature
has studied the impact of international cross-listing of stocks by firms from emerging
economies on the local capital market (Domowitz et al. 1998; Hargis and Ramanlal, 1998;
Miller, 1999; Hargis, 2000; Claessens and others, 2002; Jayakumar, 2002; and Levine and
Schmukler, 2003). Findings from the home countries show that (i) the impact of cross-listing
reflects the costs of order flow fragmentation and the benefits of increased competition; and
(ii) cross-listing is associated with positive excess returns that accrue largely to stocks open
to foreign investors prior to cross-listing.

Research Methodology
Companies chosen for this study are listed on BSE, and are from different sectors. It is to
determine whether cross-listing affects any particular sector or not i.e. if the impact of crosslisting is independent of sector or not.
Data Collection/ Sources of Data
Secondary data about the firm’s published financial statements spanning three years prior
and post the cross-listing is required to conduct this study. These include current assets,
current liabilities, fixed assets, turnover, debt level and equity shares outstanding. All these
data points would be taken from a single source, which could be the annual reports available
on the company’s website and/or other financial databases such as Capital line.
Details of Statistical Tools
Financial ratios such as liquidity ratios, profitability ratios and return on equity will be
calculated for the determined period. The average of these ratios, three years before and after
the cross-listing, will be calculated for every company. Further, we will conduct the paired ttest and based upon the significance level, the result of the test will help us reach the
conclusion i.e. whether cross-listing has an impact on the company’s financials and whether
the impact is positive or negative. We will also use the data on the monthly closing prices to
compute yearly returns of each underlying stock, and price indices will be used to compute
market returns three years before and after the cross-listing.
Proposed null hypothesis
Part A H0 : There is no significant difference in the financial performance of a company, pre and
post the cross-listing
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Part B H0 : There is no significant difference in the key financials, pre and post cross-listing,
across multiple companies
Scope of the Study
Firms undertake cross-listing in countries where the cost of equity is least with the aim of
improving their profitability prospects. The costs may be different due to tax rate
differentials, interest rate parities, inflation, reporting standards and regulatory requirements.
With proper understanding of cross-listing phenomenon, the company can go and list in a
country where expected rate of return is lowest, given the constraint of availability of funds
and liquidity, because when capital markets are segmented, the expected return on same
security is different in different markets.
With this context, the paper would focus on multinational Indian companies, which have
undergone cross-listing over the last decade.
Testable Hypothesis
Part A
H0i: The post cross-listing financial performance of the firm is not significantly different
as compared to its performance prior to cross-listing
Part B
H0i: Financial performance indicator ‘’ is not affected as a result of cross-listing
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Data Analysis and Findings – Part A
1) Suzlon Energy (Electricity) – The Company got itself listed on London Stock
Exchange in 28/07/2009.
Table 1

Measures

After Cross-listing

Before Cross-listing

-1.2%
3.0%
2.37
-4.6%
1.92
151.6%
7.95

16.8%
16.4%
25.69
26.1%
2.29
79.8%
26.60

ROCE
GPM
EPS
ROE
Current Ratio
D/E
P/E

Figure 1

Suzlon Energy

Closing Prices (Rs.)

140
120
100
80
60
40
20
0
29-Jun-09

09-Jul-09

19-Jul-09

29-Jul-09

08-Aug-09

18-Aug-09

28-Aug-09

Source: Capital Line

Suzlon energy is one of the cases where cross-listing resulted in the decline of the company's
financial performance. This is clearly evident from its profitability ratios which plummeted
after company cross-listed its share in the year 2009 on London Stock Exchange. This
resulted in the deterioration of shareholders’ wealth which could be seen from the zero EPS
value. The investors were losing confidence in the company. The liquidity position of the
company had also deteriorated which could be seen from the reduction in the current ratio.
This could be due to the increase in current liabilities or decrease in current assets possessed
by the company.
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2) Sterlite Industries (India) Ltd. (Metals sector) – The company got itself listed on New
York stock Exchange in 19/06/2007.
Table 2

Measures
ROCE
GPM
EPS
ROE
Current Ratio
D/E
P/E

After Cross-listing

Before Cross-listing

19.2%
32.0%
83.62
24.2%
2.74
23.5%
51.03

17.3%
25.6%
119.60
29.0%
1.82
95.3%
42.48

Figure 2

Closing Prices (Rs.)

Sterlite Industries (India) Ltd.
700
600
500
400
300
200
100
0

Source: Capital Line

It is clearly evident that the financial performance of the Sterlite Industries has taken a hit
after cross-listing as can be seen from the decline in profitability ratios except for the gross
margin. This can be due to the drastic increase in other expenses because of which the profits
did not percolate to its investors. It can be noted that EPS has declined by more than 50%
showing a loss of existing shareholders’ wealth. This is because of the increase in share
capital of the company (Debt-equity ratio had declined from 0.7 to 0.25). This can be seen as
the company's move to fund its capital requirements through share capital. The liquidity
position of the company has also enhanced. Looking at how the stock prices have performed,
cross-listing had a positive impact on the company’s stock prices.
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3) Tata Motors (Industrial Engineering) – The company got itself listed on the New York
Stock Exchange on 27/11/2004.
Table 3

Measures

After Cross-listing

Before Cross-listing

17.8%
21.2%
36.69
27.1%
1.05
51.9%
3.33

3.7%
19.1%
2.70
4.0%
0.92
69.2%
-1.37

ROCE
GPM
EPS
ROE
Current Ratio
D/E
P/E

Figure 3

Closing Prices (Rs.)

Tata Motors Ltd.
450
440
430
420
410
400
390
380
370
360
350
340
26-Aug-04

05-Sep-04

15-Sep-04

25-Sep-04

05-Oct-04

15-Oct-04

25-Oct-04

Source: Capital Line

It is clearly evident from the data that profitability of Tata Motors has enhanced after crosslisting of its shares except its gross profit margin. But, the profits percolated to the bottom
line. This is majorly due to the high gross profit margins which the company witnessed in
the year 2003. The debt-equity ratio has declined, which shows that the company has deleveraged itself to some extent. Looking at how the stock prices have performed, it can be
concluded that after the cross-listing, a lot of volatility can be observed which could be due
to the increase in the number of participants and the integration of world markets.
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4) REI Agro Limited (Food producers) – The company got itself listed on London Stock
Exchange on 18/11/2005.
Table 4

Measures

After Cross-listing

Before Cross-listing

5.2%
18.5%
17.54
20.4%
9.30
300.0%
1.59

4.2%
9.5%
6.90
20.2%
3.39
411.7%
0.45

ROCE
GPM
EPS
ROE
Current Ratio
D/E
P/E

Figure 4

REI AGRO

Closing Price (Rs.)
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0
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26-Nov-05

06-Dec-05

16-Dec-05

Source: Capital Line

Clearly, REI Agro’s performance has remained more or less the same in terms of profitability
ratios but the company has done exceptionally well in holding the shareholders’ wealth intact.
This could be due to the decrease in other expenses by the company. Looking at how the
stock prices have performed, it can be said that after cross-listing, not much volatility can be
seen in the stock prices which have remained at the same levels as before cross-listing.
Increase in the number of shares outstanding has helped the company to de-leverage itself so
that it can meet its fund requirements through share capital by cutting its fixed expenses in
terms of interest payments.
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5) United Spirits Ltd. - The company got itself listed on Bourse de Luxembourg on
30/03/2005.
Table 5

Measures
ROCE
GPM
EPS
ROE
Current Ratio
D/E
P/E

After Cross-listing

Before Cross-listing

8.8%
38.8%
29.93
16.6%
3.34
100.0%
51.81

26.6%
36.0%
18.17
60.3%
2.16
154.3%
48.20

Figure 5

Closing Price (Rs.)

United Spirits Limited
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10-Apr-05

20-Apr-05

Source: Capital Line

Post cross-listing, United Spirits share price witnessed a mild correction before stabilizing.
The cross-listing resulted in a short-term (2005–2006) decline in return on capital employed,
largely due to increase in equity. However, driven by growth in gross and net profits, the
return on capital employed and return on equity drastically increased. Further, the increase
in earnings also resulted in a lower P/E over the three year subsequent to the cross-listing.
This indicates that mobilization of funds through foreign listing likely enabled the utilization
of profit making opportunities.
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Data Analysis and Findings – Part B
1) ROCE - No significant impact of cross listing on the company’s ROCE.
Table 6

Sterlite Industries
Suzlon Energy
Tata Motors
REI Agro
USL
t-value
p-value
Significance Level
Result

After Cross-listing Before Cross-listing
19.2%
17.3%
-1.2%
16.8%
17.8%
3.7%
5.2%
4.2%
8.8%
26.6%
-0.61
0.58
0.05
Fail to Reject

2) GPM - No significant impact of cross-listing on the company’s GPM.
Table 7

Sterlite Industries
Suzlon Energy
Tata Motors
REI Agro
USL
t-value
p-value
Significance Level
Result

After Cross-listing Before Cross-listing
32.0%
17.3%
3.0%
16.4%
21.2%
19.1%
18.5%
9.5%
38.8%
36.0%
0.37
0.73
0.05
Fail to Reject

3) EPS - No significant impact of cross-listing on the company’s EPS.
Table 8

Sterlite Industries
Suzlon Energy
Tata Motors
REI Agro
USL
t-value
p-value
Significance Level
Result

After Cross-listing Before Cross-listing
83.62
119.60
2.37
25.69
36.69
2.70
17.54
6.90
29.93
18.17
-0.05
0.97
0.05
Fail to Reject
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4) ROE - No significant impact of cross-listing on the company’s ROE.
Table 9

Sterlite Industries
Suzlon Energy
Tata Motors
REI Agro
USL
t-value
p-value
Significance Level
Result

After Cross-listing Before Cross-listing
0.24
119.60
-0.05
0.26
0.27
0.04
0.20
0.20
0.17
0.60
-0.96
0.39
0.05
Fail to Reject

5) Current Ratio - No significant impact of cross-listing on the company’s Current Ratio.
Table 10

Sterlite Industries
Suzlon Energy
Tata Motors
REI Agro
USL
t-value
p-value
Significance Level
Result

After Cross-listing Before Cross-listing
2.74
1.82
1.92
2.29
1.05
0.92
9.30
3.39
3.34
2.16
1.38
0.24
0.05
Fail to Reject
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6) D/E - No significant impact of cross-listing on the company’s D/E.
Table 11

Sterlite Industries
Suzlon Energy
Tata Motors
REI Agro
USL
t-value
p-value
Significance Level
Result

After Cross-listing Before Cross-listing
0.24
0.95
1.52
0.80
0.52
0.69
3.00
4.12
1.00
1.54
-1.17
0.31
0.05
Fail to Reject

7) P/E - No significant impact of cross-listing on the company’s P/E.
Table 12

Sterlite Industries
Suzlon Energy
Tata Motors
REI Agro
USL
t-value
p-value
Significance Level
Result

After Cross-listing Before Cross-listing
51.03
42.48
-7.95
26.60
3.33
-1.37
1.59
0.45
51.81
48.20
-0.03
0.98
0.05
Fail to Reject

Limitations of the Study


A sample of three is quite small with respect to the resilience of test hypothesis.
However, the impact of cross-listing cannot be clearly observed over a longer
duration since several other factors also influence a company’s financial performance
and position.



The results depend largely on the degree of efficiency of capital markets and stock
exchanges, where the company cross-lists its shares.
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Conclusion
Cross-listing directly impacts a company’s capital structure and therefore influences several
performance measures. In addition, to tap new sources of funds, companies attempt to raise
funds at favourable cost of capital. According to researchers, cost of equity capital of a crosslisted firm will, generally, be relatively lower due to a decline in the transaction costs or an
improvement in the quality of information available to investors hence favourable to the
firm’s profitability. The impact of cross-listing, typically driven by an influx of fresh funds
and change in investor sentiment, vary across firms and/or industries. This is largely due to
the presence of profit making opportunities in the market and the company’s relative position,
which may enable it to harness such opportunities.
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OIL PRICES – RUNNING WILD?
Om Duseja
Sydenham Institute of management Studies Research and Entrepreneurship Education (SIMSREE), Mumbai

Oil which is also referred to as “Black Gold” has lost its sheen in the past one year due to
various reasons. Oil is one of the most important commodities for both developing and
developed economies as it is exported and imported in large quantity. Saudi Arabia leads the
race by exporting 8,865,000 barrels per day whereas the European Union imports 11,658,750
barrels a day. Similar to other commodities, the price of oil also depends on the mechanics
of demand and supply. As supply exceeds demand the prices of the oil decreases whereas
when demand exceeds supply the prices of crude oil increases. Both the laws of demand and
supply have been observed in the recent history of crude prices. Crude was the king of
commodities in 2008 when the price of one barrel was close to $140 per barrel whereas it
was closing to bottom rock close to $30 per barrel in the mid of 2016. The financial crisis of
2008 which spread to economies of the euro zone and reduced the growth rate of the
economies around the world is considered as one of the major reasons for the lower demand
of oil and other commodities.
In the period from 2004-07, when most of the emerging markets were growing at a growth
rate varying in the range of higher single digit to lower double digits, the prices of the crude
were also rising because of heavy consumption. But, after the meltdown due to the global
financial crisis in 2008, all the economies started showing the impacts in their growth rates
and a similar effect was seen in oil prices. Crude prices plunged sharply after 2008 but then
gained some momentum after 2009. Similar plunge was observed in crude in the year 201415, but this time it was not due to the crisis, it was due to OPEC and other global factors.
OPEC (Organization of the Petroleum Exporting Countries) controls the price, supply and
demand of oil of the countries which are a part of OPEC.
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Figure 4: Crude oil price (2008-16)

After 2012 the world economies were growing at the rate of 2-2.3% as compared to
4% before 2012. This slow global growth was partly due to the increase in the protectionist
reforms by most of the economies giving rise to a new trend of de-globalization. Because of
this, most of the emerging markets started reducing the rate at which the consumption of
crude was growing and hence imports and exports of oil started tumbling. India also started
to reduce the rate of consumption and even decreased the amount of oil imported. Another
reason for decrease in the crude prices is considered to be the increase in the rig count of
United States to 631 as of 17th March 2017. The oil output of U.S. has risen to over 9.1
million bpd (barrels per day) creating a glut of oil in the market and hence pulling the prices
downward.
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Figure 5: U.S. Crude oil production. Source: Nasdaq.com, 2017.

To fight the rise in prices of the crude the OPEC is cutting the supply to
rebalance the supply-demand mechanics. OPEC agreed to cut the production by 1.2 million
bpd and even non-OPEC producers led by Russia agreed to cut their output to 558,000 bpd
in December, 2016. However, despite the production cut, the prices of crude remain
depressed on account of increasing US rig count and crude inventories. As per the data
released by US Energy Information Administration (EIA) US crude inventory is close to
553.1 million barrels. The Figure 3 shows the total production of oil by 13 OPEC countries
in thousands of bpd. Recently in May 2017, OPEC agreed to extend the existing amount of
production cut until March 2018. But the move was not sufficient for the crude prices to
climb. Soon after the announcement, the Brent and WTI crude prices plummeted as the
market was expecting that OPEC will deepen the production cuts. With the backing of US
crude inventories the crude was trading at $45 per barrel in mid-June 2017 but after a report
on the drop in US inventories the crude got some push to $ 48 per barrel.
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Figure 6: Oil production by OPEC countries. Source: peakoilbarrel.com.

Due to falling prices, the OPEC countries are struggling with declining revenues,
which is creating a Current Account Deficit (CAD) in the OPEC countries. These countries
are largely dependent on oil for their revenues. Even Russia has suffered a lot due to declining
crude prices. Ruble is going through a rough time and Russian stock market is also entering
a bear market. But this decline in oil prices is hugely helping the economies like India and
other emerging markets which depend heavily on oil from other countries. A sharp fall in
inflation in India is partly due to the muted oil prices. India saw a decline in the CAD to 0.8% as the import bill of oil reduced substantially and appreciating rupee also played an
important role in achieving the same. Companies using oil as the major raw material are
seeing a significant decline in their costs which is helping them to improve their bottom line.
Aviation sector also benefitted from the lower oil prices, enabling firms like Indigo, Spice
Jet to have handy profits. Tyre manufacturing firms like Apollo Tyres, JK Tyres and others
also benefitted from lower production costs because of subdued oil prices.
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Figure 7: OPEC oil export revenue. Source EIA beta, 2017.

With the advent of the solar power in most of the emerging economies, the crude may
drop further due to cheap availability of power from these sources. In India solar power tariff
dropped to INR 2.44 per unit. The introduction of electric vehicles may also put pressure on
the already suppressed oil prices as the usage of oil may decrease dramatically. Even the
companies producing power using coal are not able to compete due to the cheap availability
of solar power. Cheap module prices, which form a significant cost of the solar panel are
helping the solar power tariff to outperform the others.
OPEC is putting its best efforts to bring the crude oil prices back in the range of $80$90 per barrel by reducing the production. Recently, Saudis cut the oil exports to the US to
seven-year low in a hope of reducing the US inventories. But some OPEC members like
Nigeria and Libya which are exempt from the production cut are spoiling the regime by
offsetting the cut. Hence production cut by OPEC is becoming a gift for other members to
increase their production and hence reducing the impact of the cut. With the oil floating
around $40 mark, the analysts are worried that the complete industry may collapse if prices
aren’t brought back to stable levels.
On the other hand, OPEC countries, especially the largest exporter Saudi Arabia can
take the advantage of its low operating cost of production of crude oil at $10 per barrel.
Because of this, OPEC countries can sell the oil at lower prices which may hurt their revenue
but will still help them to survive in the oil industry due to a stable bottom line. But other
OPEC countries like Nigeria, Libya and Venezuela which have production costs of $31.6,
$23.8 and $23.5 per barrel respectively will get affected.
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It is also said that the advanced technology has helped the US to maintain the
profitability even at such low prices of oil. This also suggests that if OPEC countries try to
shake hands with the US to reduce their production cuts, the move is not going to work as
the US has the price power at present and the US economy is not fully dependent on oil for
their revenues. Similarly, OPEC countries have to find some way of improving their
technology in order to compete with the US.

Conclusion
As mentioned above, the oil is currently suppressed due to various global factors. But
OPEC needs to deepen their production cuts and need to have complete support of other
OPEC members, who are not cutting the production, to bring back oil prices in the range of
$70-$80. They also need to wait for the global demand to pick up as it will increase the oil
prices. Meanwhile the economies depending heavily on oil for their revenues should start
finding some other means of getting revenues as the oil industry looks jeopardized.
Depending on the moves of OPEC and the US production, the crude prices will react
accordingly in the future. (Bloomberg Businessweek, 2017)
With the world growing at the rate of close to 2% and economies like the US and
Eurozone which are still struggling to achieve a sustainable growth rate, it can be said that
the economies relying heavily on export-led growth model for their growth will also suffer.
Hence for oil and other commodities, the environment will improve only when the global
demand picks up the pace.
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“Sir, our scheme has beaten the nifty year on year”
“Our fund manager has a reputation for generating regular alpha”
Claims as these by investment firms, mutual funds, or insurance providers are regularly seen.
The clients often fall for it as they see these claims as something done right by the managers.
However, there exists a catch to this, general understanding. The aim of this paper is to
remove the exploitation done, using such claims by companies.

Stock Index
The practice of using a set of stocks to represent the performance of the market was started
by Charles H Dow, a financial journalist in 1896, who built the first stock market index The
Dow Jones Industrial Average, which was an average of the top 12 stocks in the market. This
index was calculated by taking all of the stock prices, adding them together and then dividing
them by the number of stocks.
The methodology has changed with the passage of time but the true sense of the index
remains intact. Today almost all the major indexes in the world are price indexes, including
likes of S&P 500, Nifty, Dow Jones, NASDAQ etc.
The index provides a benchmark against which performance of various investment
opportunities is measured. It is a tool which is put to use by investors, financial managers
and the likes of them to describe the market and measure performances and returns on various
instruments. For instance, mutual funds create portfolios which are actively managed by
portfolio managers. When an investor needs to measure which mutual fund has better
performance, he needs a benchmark, this is where the ‘Indices’ come in handy. Since an
index is a mathematical construct it cannot be traded directly, so various instruments try and
imitate the index and if possible beat it (generate alpha).
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Calculation
An index consists of a selected number of stock which represents the sector to which it
belongs, i.e. Healthcare, Pharmaceuticals etc. Generally, these are the major players in the
market. These stocks are selected based on various parameters such as liquidity, market
capitalization to name a few. Nifty 50 consists of 51 stocks, Sensex consists of 30 stocks,
Dow Jones is a 30 stock index while S&P 500 is a 505 stock index.
The two most common kinds of indices are – Price-weighted and market capitalization
weighted index.
A price-weighted index is calculated by adding the prices of each of the stocks in the index
and dividing them by the total number of stocks. Stocks with a higher price will be given
more weight and, therefore, will have a greater influence over the performance of the index.
Some examples of price-weighted indices are the Dow Jones Industrial Average in the United
States and the Nikkei 225 in Japan.
A market capitalization weighted average is calculated by taking into consideration both the
size and the price of the stock. In an index using market-capitalization weightage, stocks are
given weightage on the basis of their market capitalization in comparison with the total
market capitalization of the index. In the case of Free Float method, the calculation is done
by multiplying only those shares that are held by the public (non-promoters). In India, the
indices are calculated based on the free float method.

Figure 8: Market Capitalization weighted index calculation

However, a price index does not consider the returns that would arise out of dividend receipts,
it takes into account only the capital gains arising from price movements of the underlying
stocks.
Since dividends are paid to shareholders, indices which are nothing but model portfolios, do
not hold any share and hence they ignore the dividends.
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Total Return Index
The vast majority of financial tools available on the internet do not seem to report total
returns, but rather only price returns. For example, when you plot the relative performance
of two mutual funds or exchange-traded funds (ETFs), only the price history of the two assets
is compared, excluding any dividends received (whether reinvested or not). This is a huge
deficiency when comparing funds containing a large fraction of bonds, for which such
distributions are typically more important than for stocks.
So to overcome this deficiency there exists an index called the Total Return Index.
A Total Return Index (TRI) is a type of index which measures the performance of a group of
stocks assuming that all cash distributions such as dividends are invested back. This is a
better way to look at the performance of the stocks, and is far more accurate. By assuming
that dividends are reinvested, it also accounts for companies that don’t pay a dividend and
instead reinvest the earnings in the company.
A TRI represents what an investor actually gets by investing: the return of the index and
dividend paid and reinvested in the index.
When a company pays out a very high dividend or gives bonus shares or splits its shares, the
index gets normalized (over 10% of market price), however, the dividends paid normally are
not this high, they are quite meagre.
The below chart shows nifty dividend yields over the years.

Figure 9: Nifty dividend yields 2000-16

While prima facie it may seem that dividend of a percent or two doesn’t make much of a
difference to the overall performance, however, the research proves otherwise.
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While the difference is very small, but given the power of compounding this turns out to be
quite a large difference, and ignoring this might prove to be detrimental.
All major indices publish their Total Return Index using which we can determine the effect
of reinvested dividends.
For instance, value of Nifty, today is say 9520, whereas Nifty TRI which considers reinvested
dividends is at 12932. Similarly, DJIA today is at say 21829 whereas DJIATRI is at
46598.This negates the assumption or mindset that dividends are too small to make an
impact.
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Figure 10: NIFTY 50 vs NIFTY 50 TR. Source : NSE website.

If we would have invested ₹100 in Jul 1999, Nifty would have fetched us ₹726.70, which is
a 7.26 X increase to the sum and a profit of ₹626 in about 18 years.
On the other hand, similar investment including dividend reinvested fetches ₹932.40, which
is a 9.32 times increase to your principal and a profit of 832% in about 18 years.

47

TAPMI Journal of Economics and Finance

DJIA vs DJIA TR
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Figure 11: DJIA vs DJIA TR. Source : S&P Dow Jones Indices website.

In lines similar to NIFTY, if we would have invested ₹100 in March 2007, DJIA would have
fetched us ₹176.69, which is a 1.77 X increase to the sum and a profit of 76 % in about 10
years.
On the other hand, similar investment including dividend reinvested fetches ₹231.85, which
is a 2.31 times increase to the principal and a profit of 131% in about 10 years.
The same holds true with S&P 500 as well, if we would have invested ₹100 in August 2012,
S&P500 it would have fetched us ₹175.75, which is a 1.76 X increase to the sum and a profit
of 76 %in about 5 years.
On the other hand, similar investment including dividend reinvested fetches ₹194.97, which
is a 1.95 times increase to the principal and a profit of 95% in about 5 years.
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S&P 500 vs S&P TR
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Figure 12: S&P 500 vs S&P 500 TR. Source: S&P Dow Jones Indices website

Mutual funds and other financial instrument providers use the base index i.e. Nifty, S&P500,
and DJIA etc. to support their claims of excess alpha.
The lower returns of the base index make the funds seem like a genius, which they are not,
in reality. Noteworthy is the fact that out of the 48 large cap funds, with track records of at
least 10 years,79% have beaten Nifty but only 60% beat Nifty TRI, despite the fact that the
annualized difference is just 1 odd %.

Calculation
The aim of a total return index is to provide full value of an investment that an investor would
take home. This means reinvesting the dividends by adding them, period to period, to the
price changes in the index portfolio.
But how can we add dividends which are expressed in Rupees, Dollars, Pounds to an index
which is expressed as a point? NSE provides the answer to this question.
The trick is pretty much what we learned in school- establish a common denominator. This
is done by dividing the dividends paid over a period by the same divisor used to calculate the
index. This gives the “dividends paid out per index point.”

𝐼𝑛𝑑𝑒𝑥𝑒𝑑 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 =

𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑝𝑎𝑦 − 𝑜𝑢𝑡 (𝐼𝑁𝑅)
𝐵𝑎𝑠𝑒 𝑐𝑎𝑝 𝑜𝑓 𝐼𝑛𝑑𝑒𝑥 (𝐼𝑁𝑅)
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The next step is to adjust the price return index value for the day, using the below formula,
which combines the dividends and index price change.
𝑇𝑜𝑑𝑎𝑦 ′ 𝑠 𝑃𝑅 𝐼𝑛𝑑𝑒𝑥 + 𝐼𝑛𝑑𝑒𝑥𝑒𝑑 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑
=
𝑃𝑟𝑒𝑣𝑖𝑜𝑢𝑠 𝑑𝑎𝑦 ′ 𝑠 𝑃𝑅 𝐼𝑛𝑑𝑒𝑥
We now reinvest the Indexed dividends in the index to give TR Index.

The base for both the Price index close and TR index close will be the same.

Conclusion
The Total Return, including dividends, is what we must use as a real benchmark for periods
of more than 2 years. In fact, all index funds can use this as a benchmark – they are most
probably going to buy underlying stocks, and will earn dividends that they, as a rule, have to
reinvest.
So the next time an index—likely a price return index—hits a major milestone and is noted
in the media, take the time to go to the S&P Dow Jones Indices website to see how the total
return version of this same index performed. With dividends included, the index will have
done even better than the analysts and journalists are acknowledging.
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