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While the precise
outcome of the recently
announced stock market
measures is still uncertain,
we think it is unlikely to
alter inflows in the
medium- and longer-term 

Summary

The Securities Exchange Board of India (SEBI) proposed a set of measures on
Oct 16 to restrict flows to the stock market that come through the route of
offshore derivative instruments (ODI) typically called as “participatory notes”
(PN). PNs are used by unregistered investors to invest in the Indian stock market.
They are issued by SEBI registered foreign institutional investors or FII and
their sub-accounts. According to the Finance Minister, the measures would become
effective with or without modifications on Oct 25. The authority is meanwhile
open to feedback on the measures until this Friday.

Thus, while the precise outcome of the proposed measures is still uncertain, we
think it is unlikely to alter multi-month dynamics of flows in this or the final
form of the regulations. In fact, we do not rule out more controls from the
government as and when they see unusually large flows. However, we think
their measures are likely to be restricted to targeting and moderating such
flows them rather than slowing foreign investment flows overall.

Background

The underlying asset against which a PN is issued may be stocks or derivatives
The RBI and the Finance Ministry have had differing views on PNs made public
by both in the past few years. The RBI believes PNs should be banned entirely
while the Finance Ministry welcomes flows via the PN route. The new regulations
suggest that the Finance Ministry is also concerned about the recent large inflows
(FX reserves rose circa USD 16bn in Sep07) especially given the combination of
leverage and anonymity that PNs (especially PNs with underling as derivative
rather than stocks) provide. It is difficult to talk about the changes in the regulations
without going into the definitions of FII, sub-accounts and PNs.

In policy documents on FII flows and PNs, the Finance Ministry said the following
about FIIs, sub-accounts and PNs:

FII: The Government guidelines for FII allow overseas pension funds, mutual
funds, investment trust, asset management company, nominee company, bank,
institutional portfolio manager, university funds, endowments, foundations,
charitable trusts, charitable societies, a trustee or power of attorney holder
incorporated or established outside India pderroposing to make proprietary
investments to register as an FII.

Sub-accounts:  The sub account is generally the underlying fund on whose
behalf the FII invests. The following entities are eligible to be registered as
sub-accounts, viz. partnership firms, private company, public company, pension
fund, investment trust, and individuals.

PN: Participatory notes (PNs) are derivative instrument issued against an underlying
security which permits the holder to share in the capital appreciation/income
from the underlying security. PNs are like contract notes and are issued by FIIs,
registered in the country, to their overseas clients who may not be eligible to
invest in the Indian stock markets. PNs are used as an alternative to sub-accounts
by ultimate investors generally based on considerations related to transactions
costs and recordkeeping overheads.

The measures especially
affect PNs with
derivatives as underlying
and sub-accounts of FIIs

Recent inflows have been
difficult to absorb.
Investors should not rule
out more controls if the
pace does not slow.

Measures should be
restricted to slowing the
pace of inflows – we
expect no constraints to
be imposed on outflow
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What are the measures?

1) The measures require sub-accounts (not FIIs themselves) to wind up all outstanding
PN positions (derivative as underlying or not) over the next 18 months.

2) FIIs and their sub-accounts are also to stop issuance of derivatives and to
wind up all derivative PN positions over the next 18 months (i.e.:  non-sub-
account PNs that do no have derivative as underlying may remain).

3) It also bars fresh PN issuance where the PNs  (excl those that have derivatives
as underlying) already exceed 40% of assets under custody, except against cancellation/
redemption. If the 40% mark is not hit, then fresh issuance should be in increments
of 5% of their assets under custody (time frame not stated).

Who is affected?

Three categories of investors are affected:

1) Those who invested in derivative products offshore - the notional value of
such derivatives stood at USD 30bn at end-Aug07 - about 30% of total outstanding
p-note notional value;

2) Those who bought PNs via sub-accounts rather than the FII directly – this
amount is not known but could be substantial and potentially even the bulk of
PNs;

3) Sub-accounts are unable to issue p-notes and hence are affected. As well,
FIIs who have hit the 40% limit are affected.

Options available to those affected

It would be useful to figure what the affected parties can do so that they can
still get exposure to Indian stocks but meet the new regulations. The FII and
foreign participation regulations suggest:

1) An investor could potentially go to another FII and buy p-notes from those
who have not hit the 40% limit

2) An investor could buy stocks via a registered FII rather than invest in p-notes

3) A sub-account with an FII can instead register as an FII and buy stocks

How big are these flows likely to be?

According to the SEBI, the notional value of outstanding PNs rose to almost
USD 90bn as at end-Aug07 and PNs that had derivatives as underlying rose to
USD 30bn. Also, the notional value of PNs excluding derivatives was 34.5% of
assets under custody (vs the 40% limit). Even with these numbers, the exact
size of outflows is hard to determine. For one, it is not clear which investors
can shift from being a sub-account to a registered FII. What proportion of p-
notes is issued by sub-accounts is also not clear. Also, those who presently
invest in p-notes may simply start investing via registered FIIs instead not minding
the additional costs involved. Therefore, it becomes all the more important to
note the intention of the authority first. It is also important to have an idea on
the proportion of genuine investors who would not mind the additional costs
of operating via an FII or by directly registering as an FII. For this, we have to
go back to the view on the fundamentals of the economy and the market.

Back to basics: policy intent and fundamentals

It is important to consider the intention behind these measures. This is because
there is uncertainty surrounding the actual outcome of the measures. Should
the outcome be more disruptive to the markets than expected, then the measures
could be modified. We think the intention of the measures is three-fold:

1) One is to tame the sharp pace of flows into the stock market in recent months.
In September alone, FX reserves rose by USD 16bn even as the INR rose over 1%

It would be useful to
figure what the affected
parties can do so that
they can still get exposure
to Indian stocks but meet
the new regulations

Given the uncertainty
involved, it becomes all
the more important to
consider the intention of
the authorities and the
fundamentals of the
markets
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against the USD to 39.30. It is for this reason probably that sub-accounts are
banned from issuing PNs;

2) To increase transparency with regards to the ownership of these inflows;

3) The third motivation is to reduce leverage in the market and the risk of
volatility. This is the main intention in banning PNs with derivatives as underlying.

Coming to economic fundamentals, our view for India’s potential growth rate
is in the high end of market expectations and we see it rising in general (see
India: Reassessing potential growth”). We expect 9% growth in FY2008, higher
than the 8.4% expected in FY07. This is above current consensus and, if correct,
could lead to further inflows in the future.

If this were to occur, one cannot rule out more controls from the government.
However, it is important to note that measures are likely to be restricted to
moderating inflows – we expect no constraints will be imposed on outflows.
In particular, we do not expect any sharp or sudden increase in taxes that
would alter expected returns, as was the case in Thailand when controls were
imposed haphazardly in late-2006.  We expect any future measures to instead
still leave the country open to annual capital flows of around USD 30-50bn or
3-5% of GDP larger than the expected 1-2% current account deficit. This should
leave the BoP surplus at 2-3% of GDP. After the experience of Mar 2007, we
think the RBI would not want to simply absorb all of this like they attempted
in 2005 and 2006 only to see USD/INR crashing later in 2007.

We expect net FII flows
should still be positive
around USD 8-10bn
annually in the next 2-3
years



4

IN: Restraining inflows — Oct 18, 2007

Recent research

MICA (P) No.: MICA (P) 054/11/2007

Disclaimer:
The information herein is published by DBS Bank Ltd (the “Company”).  It is based on information obtained from sources believed to be
reliable, but the Company does not make any representation or warranty, express or implied, as to its accuracy, completeness, timeliness or
correctness for any particular purpose.  Opinions expressed are subject to change without notice.  Any recommendation contained herein
does not have regard to the specific investment objectives, financial situation and the particular needs of any specific addressee.  The
information herein is published for the information of addressees only and is not to be taken in substitution for the exercise of judgement
by addressees, who should obtain separate legal or financial advice.  The Company, or any of its related companies or any individuals
connected with the group accepts no liability for any direct, special, indirect, consequential, incidental damages or any other loss or
damages of any kind arising from any use of the information herein (including any error, omission or misstatement herein, negligent or
otherwise) or further communication thereof, even if the Company or any other person has been advised of the possibility thereof.  The
information herein is not to be construed as an offer or a solicitation of an offer to buy or sell any securities, futures, options or other
financial instruments or to provide any investment advice or services.  The Company and its associates, their directors, officers and/or
employees may have positions or other interests in, and may effect transactions in securities mentioned herein and may also perform or
seek to perform broking, investment banking and other banking or financial services for these companies. The information herein is not
intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use would be contrary to
law or regulation.

SG: Going green 15 Oct 07

PH: One more cut 15 Oct 07

SG: Exchange rate policy struggles with 3 Oct 07
domestic inflation

Asia: Enjoying its housing boom?                      19 Sep 07

US Fed: Moral hazard debate now moot 7 Sep 07

US Fed: Softer rhetoric yet 1 Sep 07

US: Fed plays it both ways 18 Aug 07

JP: BOJ to go slow 16 Aug 07

IN: Implications of recent capital control 14 Aug 07
measures

CN: Inflation is not just a supply-side 10 Aug 07
issue

IN: Upside inflation risks remain despite 1 Aug 07
CRR hike

IN: Reassessing potential growth, 30 Jul 07
inflation risks

KR: Growth, inflation, hike                                     26 Jul 07

SG: Powering ahead 10 Jul 07

TW: Central bank turning hawkish 26 Jun 07

Asia: Reassessing inflation  and policy 5 Jun 07
risks

IN: The why and when of further tightening 17 May 07

CN: China’s monetary policy delimma 17 May 07

MY: Revisiting inflation and policy forecasts 14 May 07

PH: Election primer 11 May 07

KR: Growth on track 26 Apr 07

CN: More rate hikes to come 20 Apr 07

KR: Why it outperforms Taiwan 17 Apr 07

TH: Need for more pump-priming 12 Apr 07

MY-SG: Go win-win 11 Apr 07

IN: RBI does it again 2 Apr 07

ID: Investment law passed at last 30 Mar 07

KR: Field trip report 6 Mar 07

TH: More rate cuts to come 23 Feb 07

Singapore budget: Key initiatives 16 Feb 07

IN: RBI springs yet another surprise 14 Feb 07

CN: Inflation risks rising 14 Feb 07

Singapore budget: Something for everyone 13 Feb 07

MY-US FTA: Too little too late 9 Feb 07

ID: BI - On food and the Fed 6 Feb 07

CN: Monetary tightening to speed up 30 Jan 07

IN: More tightening ahead 23 Jan 07

TH: The fun has just begun 22 Dec 06

SG: GST hike - Impact on CPI and policy 29 Nov 06

SG: Stay cautious 21 Nov 06

CN: Can China become the next IT giant? 17 Nov 06

HK: Firm footing 14 Nov 06

ID: BI - Ten does not mark the spot 9 Nov 06

PH: Balancing act - It’s all about the timing 9 Nov 06

IN: INR convertibility - Fiscal roadblocks 8 Nov 06
ahead



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /ENU (Use these settings to create PDF documents with higher image resolution for high quality pre-press printing. The PDF documents can be opened with Acrobat and Reader 5.0 and later. These settings require font embedding.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308030d730ea30d730ec30b9537052377528306e00200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /FRA <>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /KOR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe7f6e521b5efa76840020005000440046002065876863ff0c5c065305542b66f49ad8768456fe50cf52068fa87387ff0c4ee575284e8e9ad88d2891cf76845370524d6253537030028be5002000500044004600206587686353ef4ee54f7f752800200020004100630072006f00620061007400204e0e002000520065006100640065007200200035002e00300020548c66f49ad87248672c62535f0030028fd94e9b8bbe7f6e89816c425d4c51655b574f533002>
    /CHT <FEFF4f7f752890194e9b8a2d5b9a5efa7acb76840020005000440046002065874ef65305542b8f039ad876845f7150cf89e367905ea6ff0c9069752865bc9ad854c18cea76845370524d521753703002005000440046002065874ef653ef4ee54f7f75280020004100630072006f0062006100740020548c002000520065006100640065007200200035002e0030002053ca66f465b07248672c4f86958b555f300290194e9b8a2d5b9a89816c425d4c51655b57578b3002>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


