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Introduction

"... it was nothing but mere financial engineering to shift money from one pocket of the
exchequer to the other...The committee would, therefore, recommend that IRDA should enquire

into this issue and investigate whether LIC has violated prudent investment norms and exceeded



making equity investments, mergers and acquisitions. The company today has presence in all
upstream and downstream operations in the natural oil and gas domain and ranks 18th in the
global energy companies as per Platt’s Top 250". The company has numerous awards to its

credit including the Golden Peacock for Good Corporate Governance”.

Since India’s liberalization began in 1991, the government has been pursuing a policy of

divestment of SOEs. In line with this, the govern



minutes prior to the official closure of the auction (i.e., at 3:20 p.m.), the stock exchange updates
showed that bids for 29.22 crores of shares worth about Rs. 8,500 crores were received"". The
same evening government announced that its divestment had been a great success and that there
were some glitches in the systems because of which the trades could not be executed earlier™.
This apparently implied that in the ten minutes remaining for the trade to close for the day, Life
Insurance Corporation of India (LIC) had purchased enough shares so that at the end of the sale,
LIC had invested close to Rs. 11,450 crores in purchasing 377 million shares at an average price
of Rs 303 per share. The entire turn of events, prompted cries of “foul” and echoed the
Parliamentary Panel’s views. Post mortem analysis in newspapers reported various aspects but

primarily the apparent arm-twisting of LIC by the government and tepid investor response.



Figure on Stock price movement of ONGC share 5 days including the date of divestment

Source — news article from Live mint based on BSE/NSE share price disclosure

While, the exact happenings during the auction can be known only after the completion of the
ongoing investigation by SEBI (Securities and Exchange Board of India) and IRDA, facts as they
presently stand (as can be garnered from newspaper reports and other information in the public
domain) raise several more important concerns beyond simple blame-fixing (which an

investigation by the agencies will achieve). They are as follows:

Firstly, the fixing of the floor price at Rs. 290 per share itself has been a debatable issue. ONGC

had been trading at Rs 282 prior to the auction (when the disinvestment was first announced in



itself to conventional logic, what makes it problematic is the inaccessibility and elusiveness of
this logic to the common investor and the public at large which leads to unbridled speculation
about ‘intent’ and the construction of a “charade™" and thus an undermining of trust that is

essential for the effective functioning of these market institutions.

Secondly, within days of the completion of the divestment, the government in its budget for the

year 2012-2013 announced an increase in cess



minority shareholders for granted and works for its own interest of managing budgetary deficits.
Just like the cess, this too raises concerns of disclosures and transparency because, more
transparent mechanisms of sharing under-recoveries, could contribute to better risk management
strategies for a company and thus better attempts at ensuring profitability (which in turn takes

care of the interests of the minority shareholders) and thus more effective governance of the SOE.

Thirdly, defending its decision to invest in ONGC, LIC’s Chariman Mr. Mehrotra and the
Secretary of the Ministry of Divestment Mr. Khan had both said that LIC had been interested in
the ONGC scrip for the past several months and that it was not a sudden decision™". This
assertion raises a very prudent question as to why LIC which has been purchasing shares in the
open market for a much lesser price, close to 20% discount on the auction price before the
divestment did not buy further in the open market but chose to actually purchase the stock at a
much higher premium at Rs. 303 (Rs. 13 higher than the floor price even though the investor
response was very dull) during the divestment. What could possibly have prevented LIC from
negotiating for a lower price given that the total number of bids was still lower than what was on
offer at that point of time? The fact that LIC’s bids only became available towards the close of the
auction and not earlier, raise further questions about LIC’s intent to invest in ONGC. Was it a
genuinely thought out prudent investment decision or the outcome of pressure being exercised on
LIC’s management but its owner- the government? Information available so far, points to the
later. Given, that the government went into a huddle with various officials on the afternoon of the
auction, when it realized that it had not generated enough bids, it is plausible that government had

urged LIC to intervene.

The claims of LIC and the ministry of divestment about pre-existing and continued interest in
ONGC stock by the former seem less than believable in this light. It also seems unlikely that even
if LIC was asked to rescue the government, it would have had enough time (less than a couple of
hours) to follow due process of getting this highly significant investment discussed in its
investment committee. On the other hand, it seems more plausible that the two government
nominee directors who had recently been placed on LIC’s board by the government and who
eventually became part of the investment committee of LIC™ must have taken a quick call to
extend a helping hand to the government, so that the government could respectably walk out of
the stake sale. While, one SOE investing in another SOE or related companies having cross



holdings is not uncommon, what makes matters problematic is the manner in which the interests
of the millions of policy holders whose savings LIC holds in trust seem to have been short
changed in this bid to assist the government. While only time can tell whether LIC’s stance of
“investing in the long term” actually pays off, in the near term the notional loss of about Rs 1000
crores tells a different story. It appears to be a case of the classic agency problem Type Ill, where
the company’s owners - the government appear to be acting to the detriment of the customers- the
policy holders. Would effective governance condone such less than thoughtful at worst and
controversial at best investment strategies that appear to be more a product of government
autonomy rather than prudent business thinking? Can effective governance which in principle
seeks to facilitate good management practices turn a blind eye to processes which undermine its

very own raison de etre?

A fourth concern arises from the manner in which LIC has been engaged in systematic purchase
of ONGC shares in the open market in the run up to the divestment. This could be construed as an
attempt to create an artificial interest in the stock and jack up the stock price prior to the
divestment. LIC increased its shareholding of ONGC by approximately 1.9%, from its earlier
reported 3.1% at end of September 2010 to about 5% by end of November 2010. Some more
shares were bought between December 2010 and February 2011, suggesting thereby that the
buying might have helped the share maintain its momentum in an otherwise dull market. This
behavior is in marked contravention to the SEBI insider trading norms whereby it stipulates that
“...the principal or its intermediary may not engage in a buying or sn thengaTtiv



National Interest: The raison de etre of SOEs

SOEs have been primarily a post-Independence phenomenon in India barring some essential
public services like Railways and Post and Telegraph which were formed during the colonial
period itself. That government would have to take up the initiative and set up enterprises in the
core sector was evident in the Bombay Plan of 1944 itself before independence. With an
economic growth rate of around 3.5% during late 19405 and the difficulty in mobilizing the
private capital necessary for setting up the core and capital goods industries that were necessary to









