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L
OOK to municipal bonds for the
next big disaster. That’s the ad-
vice of Richard Bookstaber, a

senior policy adviser at the Securities
and Exchange Commission. 

Writing on his blog this past week,
Bookstaber said the next big crisis
looked a lot like the last big crisis, in
housing and credit. 

Conditions in the municipal-bond
market match almost exactly the con-
ditions that existed for the blowup that
sparked the worst recession since the
Great Depression, he said. 

I would agree with him up to this
point. What he then predicts seems
rather unlikely to happen. 

The muni market is leveraged and
opaque, in terms of pension obliga-
tions. It is a big market, and problems
can “go systemic,” he writes. Much of
the tax base, things like toll revenue, is
already mortgaged. Once a few munic-
ipalities default on their debt, “there is a

risk of a widespread cascade because
the opprobrium will be lessened.” 

Finally, those investors who seek 
salvation in geographic diversification
may be disappointed, just as those 
in the housing market were. That’s 
“because similar methods of leveraging
were being employed throughout 
the country.” 

Bookstaber is a serious, smart fellow,
a hedge-fund and Wall Street securities
firm veteran. What he says can’t be dis-
missed as the usual headline-grabbing
bloggery hysteria. 

LOS ANGELES, DETROIT 
Bookstaber also works for the SEC. So he
may have some special insights (he not-
ed that his blog post is his personal opin-
ion and not the views of the SEC or its
staff). As if to punctuate the man’s argu-
ments, the city controller of Los Ange-
les this week said it might go broke in a
month; the mayor called for nonessen-
tial services to be shut down for two
days a week. The Citizens Research
Council of Michigan, an independent

research organisation, released a report
on Detroit, and said it might be helpful
if the city reorganised under bankrupt-
cy protection. 

There’s a lot of bad stuff going on in
Muniland right now. Because tax rev-
enue tends to lag behind economic re-
covery, there’s more gloom on the hori-
zon. The question for bond buyers is
whether “things can go systemic,” as
Bookstaber puts it. 

I don’t think so. 
Nor do I think that bond investors

are well-served by ignoring the immi-
nent perils their market has to navi-
gate. Perhaps I have received one too
many e-mails from readers complain-
ing that I somehow do a disservice to
the municipal market by publishing
facts about unfunded pension liabili-
ties, rising default rates, and public offi-
cials who are looking into the possibili-
ty of Chapter 9 bankruptcy. 

DEFAULT RECORD 
Still, systemic? Really? What would
that mean? The $2.8 trillion municipal

market is enormous. First there’s the
number of governmental units, in-
cluding things such as school districts
and authorities: 89,526 at last count,
which was in 2007. There are probably
more today. 

So how would you quantify “sys-
temic” default? If we say only half of
the governments sold bonds, that’s
about 45,000. The figure is probably
higher, though, because so many small
issuers sell bonds once every few years. 

Is systemic, then, 10,000 defaults?
Maybe it’s 20,000? The record year in
recent history for defaults was 1991,
when 259 bond issues either failed to
make debt-service payments or violat-
ed covenants, according to the Dis-
tressed Debt Securities newsletter of
Miami Lakes, Florida. 

During the Great Depression, from
1930 to 1939, 4,770 municipal-bond
issues defaulted, according to George H
Hempel’s book “The Postwar Quality of
State and Local Debt” (1971). More
than 60% occurred in the South or 
the Midwest. 

INCONSISTENT CONDITION 
I don’t buy the idea of a mass melt-
down. The municipal market is too
specific and too particular. It resists cat-
egorisation and generalisation. 

Not all states and localities are alike,
when it comes to their budgets or pension
liabilities. Some are on the brink, others
are courting disaster, and still others are
managing. Tax revenue and investment
returns are already coming back. 

What will we see instead? It will be
bad enough. There will be more de-
faults, yes, and possibly a few high-pro-
file bankruptcies that will shock the
system. The really bad news will proba-
bly be concentrated in a number of
states, the same way most of the hous-
ing collapse was. 

The best thing about these “crisis”
calls is that they focus states’ and mu-
nicipalities’ attention on their pension
shortfalls and their intractable public
labor unions. 

The backlash against ever more lav-
ish public pensions has begun, and it
won’t be pretty. — Bloomberg

U
NITED Bank of India or UBI had to
wait for its initial public offering
(UBI) for several years. But when it

finally hit the market to raise Rs 330 crore in
the last week of February 2010, it became a
runaway success with an oversubscription of
33%. In his first interview after taking over as
UBI’s chairman and manging director,
Bhaskar Sen spoke to ET’s Atmadip Rayon
the bank’s growth strategies for the future. Ex-
cerpts:

UBI is essentially known as an east-
ern region bank. Would you like to
change the perception, especially af-
ter the successful public offer? Or
would you consolidate and leverage
your presence in the eastern sector?
The perception can’t be changed immedi-
ately. Around 82% of our branches are in
the East and North East. We have started
opening more branches outside. We plan
to open 70 branches in 2010-11 and out
of that, 38 will be outside the East and
North East. Having said that, I think,
nothing is wrong if we remain primarily
based in the eastern part of the country.
It’s only that we need to leverage our
strength more and with technological 
advancement, it’s possible.

How do you perceive UBI’s competi-
tive advantage?
The competitive advantage lies mostly on
the resources side. We have a sizeable ac-
cess to current and savings bank deposits.
The existing network of branches con-
tribute significantly to our low-cost de-
posits. We expect the current and savings
account, or CASA, ratio to be over 37% of
total deposits.

What will be your strategy for the
bank — improvement of profitability
or balance-sheet growth?
We have to take a long-term view and so,
we need to focus on profitability. Balance
sheet growth in the short term does not
help. To improve profit numbers, asset se-
lection and pricing of assets will be key.
We will be more careful in capital alloca-
tion too. There will be lending
growth, no doubt, but always
at a reasonable yield. 

In terms of business verti-
cals, which will be UBI’s fo-
cus areas, going forward?
Historically, UBI is known for
its strength in agriculture-related busi-
ness. Incidentally, our agricultural loan
portfolio has shrunk to 13% of total
loans, which is below the regulatory

stipulation of 18%. We will have already
taken a few steps to correct this. To start
with, we will recruit agricultural field of-
ficers in rural branches to create aware-
ness of our products and expedite loan
delivery. We have found that the exist-
ing employees in the rural branches
keep busy with routine work. So, they
need support to increase farm loan dis-
bursement. Secondly, we have not kept
pace with retail banking growth in the
industry. Our retail loans portfolio is just
around 12% of the overall loan portfo-

lio. In other banks, the
ratio is over 20%. So,
we have a huge 
opportunity in the 
retail space.

Talking of retail, which
are the segments that

hit your mind first?
Housing and car. Housing is a basic neces-
sity and will continue to give banks busi-
ness for many more years. The demand

for housing loans will continue to grow.
Thinking of the car segment, it’s the in-
creasing purchasing power of middle
class families that has been driving sales.
Demand is seen especially in the small-
car category. Naturally, there is huge op-
portunity for banks to lend.

You spoke about recruiting agricul-
ture field officers. What is your broad
HR plan?
Our board has approved recruitment of
150 agriculture field officers. Overall, we
may have to hire 800-900 people in
2010-11. We will flesh out the plan soon.
Last fiscal, we hired some 900 people. In
our bank, the average age of employees is
50 and we are looking to reduce the em-
ployee age profile with new recruits. 

How do you plan to improve cus-
tomer service in your bank?
We have a unique relationship with our
customers... they continue to bank with
us despite our shortcomings in certain cas-

es. At times, footfalls are too high in some
branches. This adversely affects the quali-
ty of our services. To address this issue, we
are offering alternate delivery channels to
reduce the number of visit per day. One of
such delivery channels is the ATM. We
have started monitoring ATMs from our
central office to improve the facility. Inter-
estingly, our ATMs in the rural areas are
used more than in urban areas. The over-
all ATM base is still low. We need to in-
crease this. Then, internet banking is the
other way to attract younger customers.
In fact, corporate clients are also using in-
ternet banking quite frequently.

What are the growth numbers you
are looking at for 2010-11?
Our target is to grow lending by 23% and
deposit mobilisation by 25% year-on-
year. Our business stood at around 
Rs 1.09 lakh crore at December 2009.
Our net interest margin was 2.07%. We
expect to improve it significantly in 2010-
11, by improvements in pricing.

UBI chairman & MD Bhaskar Sen says that the bank will strengthen
its core agricultural-related business and also improve focus on retail
segment by tapping the home and auto loan segments

TAX REVENUE TENDS TO LAG BEHIND ECONOMIC RECOVERY, AND THAT COULD BE A HARBINGER OF MORE GLOOM FEAR FACTOR

Profits more crucial

than balance sheet

FIIs pump in $5 b in corp bonds in 2010
Harish Rao & Gaurav Pai 
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F
OREIGN portfolio investors or FIIs
have invested a record $5 billion
in Indian corporate paper in the

first four months of this year as high
bond yields and a strong local currency
ensure that such investments pay off
handsomely. 

This is the first time that overseas
portfolio investors have poured money
on such a scale in corporate debt offer-
ings issued by Indian firms. The bulk of
such investments have been in top-rat-
ed bond offerings of an average tenure of
18 to 24 months and in commercial pa-
per. Foreign portfolio investors prefer
shorter duration paper as it is far more
liquid, making exit easier.  

Over the past few years, investment by
FIIs in the Indian debt market has been
primarily directed at government securi-
ties or G-Secs. Investment in G-Secs has
been capped at $ 5 billion by the govern-
ment and the Reserve Bank of India

(RBI). Last year, the investment limit for
FIIs in corporate bonds was raised to $15
billion, which means that there is plenty of
headroom still for them to subscribe to
bond offerings. Indian policy makers are
bound to be happy at this development, as
more investment in corporate debt will
help ease the pressure on local
interest rates  and also help de-
velop the corporate bond mar-
ket in the medium term.

The bulk of the investments
in 2010 came in March ($2.1
billion) when liquidity shrinks
due to advance tax outflows
and other quarter-end transactions —
leading to a spike in yields. 

“Due to the near zero interest rates in
most developed economies, the cost of
funds for FIIs is less than 2%,” said a fund
manager at a domestic fund house. “Even
after accounting for the cost of hedging,
there is money to be made since the yields
here are in range of 6.5-7.5%,” he said.

Data published by capital market reg-
ulator Sebi shows that net investment

by foreign portfolio investors in all forms
of debt (sovereign included) so far is $
12.13 billion. JP Morgan, Barclays and
HSBC top the list of leading foreign port-
folio investors in the local corporate
bond market. “Although India does not
enjoy the highest rating in the global debt

markets, it is still attractive to
large investors because of the
higher yields available and
the rising currency,” said Hi-
tendra Dave, head global
markets, HSBC India, one of
the largest registered foreign
portfolio investors in the

country. Mr Dave said that shorter tenure
securities are less impacted due to interest
rate movements and overseas investors
therefore prefer to invest in them. 

Sebi provides daily data on FII invest-
ments in debt, but not a break-up be-
tween government and corporate
bonds. Foreign funds have hit the ceiling
of $5 billion for investments in govern-
ment bonds which means that fresh in-
vestments are mainly  corporate debt,

said bond market dealers. 
Aircel, GTL Infra, Jaypee Associates,

Unitech, DLF and IVRCL are some of the
companies which have seen investment by
FIIs in debt paper issued by them, dealers
said, adding that not all paper in this list are
top-rated, technically called AAA securi-
ties. But FIIs restrict their money market in-
vestments (less than one year) to commer-
cial papers of highest-rated entities such as
SAIL, IOC, REC, PFC, ONGC, NABARD
and Sidbi, they add. 

Vikas Jain, senior vice-president at AK
Capital, a leading debt investment bank,
says FIIs like to stay in the shorter term seg-
ment because they can exit bonds easily, in
case they perceive any adverse situation
regarding their investments. 

“Policy makers may want FIIs to invest
in longer tenure corporate bonds, but
there is hardly any depth here,” he added.  

If the current trend is maintained, then
Sebi may well have to consider 
hiking the investment ceiling on corpo-
rate bonds.

harish.rao@timesgroup.com

Investments At A Record High As Bond Yields, Strong Rupee Ensure Handsome Returns For Foreign Portfolio Investors

DURING the last 
auction, we saw a
devolvement on primary
dealers. The cut-off yield
at 7.96% was higher
than the market
expectations of 7.90%.
This reinforces the
concerns that bond 

yields are going to rise in
the medium term. In the
short term, G-secs are

likely to remain range-bound due to 
ample liquidity in the system. RBI is 
going to auction Rs 13,000 crore of G-secs
and Rs 5,800 crore of State Development
Loans this week. The market will closely
watch it for any devolvement. Any
devolvement shall be bearish for bond
prices. Key event to watch next week is
inflation which is expected to cross double
digits with prices of essential items rising
and inflation spreading to manufactured
goods. Bond markets will be more
concerned about domestic events like
inflation, auctions and monetary policy
review on April 20. RBI may raise rates in
its April policy review. 

Experts’ Take On Money
Trends For The Week 

BOND

10-year bond: 7.95-8.10% 
Market eyes auction, inflation
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The liquidity in the
system has been further
enhanced due to
government spending
and RBI’s recent forex
intervention. The excess
liquidity in the system
after maintaining CRR

balances by banks is
around Rs 70,000 crore.
The auctions for G-secs,
SDLs and T-bills will drain

out Rs 32,500 crore from the banking
system this week. Coupon inflows is
around Rs 10,000 crore in the next
fortnight. The system liquidity could
increase if RBI intervenes in the forex
markets to stabilise the rupee. RBI is
expected to announce its annual credit
policy on April 20 against the backdrop of
high inflation and significant pick-up in
economic activity. The excess liquidity
situation is expected to come down as credit
growth is expected to pick up momentum
in the coming months. We expect call
money and CBLO rates would trade around
the reverse repo rates.

CALL RATES

Forex intervention crucial
Reverse repo key to call rates

MURTHY
NAGRAJAN
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TATA AMC

Technically, the rupee’s
upswing is beginning to
look stretched, with
short-term indicators,
hinting that it is
overbought. Hence, we
are likely to see some
consolidation in the
rupee ahead of the
quarterly monetary 
policy meeting on April
20 as the market assesses

the monetary policy implications of this
week’s industrial production and
inflation data. While the market is
already discounting a double-digit
inflation print in March, a higher-than-
expected figure is unlikely to bode well
for sentiment. The pace of RBI tightening
will also be important for the rupee.
Front-loaded or swift tightening may
weigh on investor sentiment, at least
initially. Globally, investors are likely to
stay focused on euro-area fiscal stress and
in the medium term on possible
revaluation of the yuan. Failure to
address concerns of a liquidity shortage
among Greece’s private-sector banks
may spark renewed risk aversion. This
would not only weigh on the euro,
but would have implications for all 
risky assets.

RUPEE

Rupee seen at 44.00-44.70 
Euro, Yuan concerns to weigh

PRIYANKA
CHAKRAVARTY
FX STRATEGIST, 
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The next ‘big crisis’ is unfolding in municipal bond market

‘Revival in credit to help
banks improve margins’
MUMBAI: Pick-up in credit offtake and declining
dependence on expensive deposits are likely to
help the banks improve margins this fiscal, but
rising bad loans continue to be a concern, rating
agency CARE said on Sunday. “Credit offtake is
expected to show positive impact on net interest
margins (NIM), going forward. The impact of
high-cost deposits should wear off in the current
quarter, post which NIMs should show further
improvement,” CARE managing director and
CEO DR Dogra said. NIMs of most banks have
already started showing an improvement on a
quarter-to-quarter basis, having been under
pressure since September 2008, the agency said.
However, rising bad loans in the industry are
likely to pose challenges to banks moving ahead
and they need to beef up their risk assessment
mechanisms to maintain a healthy balance sheet
to avoid further defaults, Mr Dogra said. “The key
challenges before the banks will be to strike a fine
balance between credit growth and asset quality
at the same time sustaining the profitability in the
hawkish interest rate scenario,” he said.

2% rate hike to impact realty
MUMBAI: Any hike of over 2% in home-loan
interest rates will have an adverse impact on
the real estate sector, an expert has said. “A 0.50
per cent hike in interest may make an
emotional impact on buyers. But if it goes to a
level of 2-2.5 per cent, then it would definitely
affect the sector,” real estate money
management and services firm Jones Lang
LaSalle Meghraj’s (JLLM) chairman & country
head Anuj Puri told PTI. “While interest 
rates do have an effect on residential real estate
sales, the fact is that the newly-revised income
tax norms will negate any negative impact 
in the long-term,” Mr Puri said.

‘CRR may go up by 0.25-0.5%’
MUMBAI: Growing concerns over runaway
inflation and signs of stable economic recovery
may prompt the Reserve Bank of India (RBI) to
hike its key short-term lending and borrowing
rates by up to 0.50% in its annual monetary
policy on April 20, top bankers said on Sunday.
The apex bank, which began unwinding its
monetary stimulus by upping the cash reserve
ratio (CRR) by 0.75% in January and policy rates
by 0.25% in March, is set to tighten the policy
stance further to fight inflation — presently
hovering beyond its comfort zone, they said.

Reliance Cap forays into Dubai
MUMBAI: Anil Dhirubhai Ambani Group
company Reliance Capital on Sunday said it
has made a foray into the Dubai market by
commencing financial advisory business in the
Gulf nation. The UK-based subsidiary of
Reliance Capital Asset Management has
commenced operations in the financial hub of
the Middle East after receiving licence from the
Dubai Financial Services Authority, the ADAG
firm said in a statement. Reliance Asset
Management (UK) will provide full range of
wealth and investment advisory services to
professional investors and institutional clients
in the region, the company said. “Dubai’s
geographical location and its dynamic business
environment are ideal for our international
presence. Our decision to open office in DIFC
will help us accelerate and tap the vast business
potential present in the region,” Reliance
Capital CEO (international businesses) 
Vikrant Gugnani said.

IN A NUTSHELL

Our target is to
grow lending by
23% and
deposit
mobilisation by
25% year-on-
year. Our net
interest margin
was 2.07%. We
expect to
improve it
significantly
BHASKAR SEN
CHAIRMAN & MD, UBI
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