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RBI lists the concerns 
Today, the Reserve Bank of India published a discussion paper on holding companies in 

banking groups. This 11-page document follows approvals sought from RBI by a few 

banks to transfer their majority stakes in unlisted insurance and asset management 

subsidiaries to a new subsidiary that would act as the holding company for these non-bank 

businesses. 

The paper discusses types of holding company structures followed in other countries, 

motivations for creating a holding company in India, legal issues in India and regulatory 

issues such as the capital adequacy framework, regulation of the holding company, 

presence of unregulated entities within the holding company, and cross-holdings among 

the subsidiaries. 

It ends with the statement, “. . . it will be desirable to avoid intermediate holding company 

structures”. These are the structures that are believed to have been proposed by some of 

the Indian banks. RBI seems to prefer the alternatives of a financial holding company 

(FHC) or a bank holding company (BHC) to an intermediate holding company. Yet the 

discussion paper also states the need to create a proper legal framework before FHC/BHC 

structures are floated in India to ensure that no unregulated entities are present within the 

structure. 

RBI has invited comments on the paper for a period of three weeks. 
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Is India prepared for holding company structure in banks? 

� RBI releases discussion paper on holding company for 
banks’ subsidiaries in life insurance, asset management, 
and others 

� Multiple reasons cited to avoid the ‘intermediate holding 
company’ structure; prefers financial holding company or 
bank holding company model after creating legal framework 

� We view this as generally bad news for those Indian financial 
stocks that have been driven, in part, by expectation of value 
unlocking, catalysed by creation of a holding company 
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Concerns expressed by the RBI 
General concerns 

� Impediment to effective supervision. This could arise from multi-layering a corporate structure 

through a web of special-purpose entities and intermediate holding companies. This is accentuated if 

the intermediate company falls outside the regulatory ambit. 

� Weaker regulatory and supervisory control of financial conglomerates. The concern is that the top 

holding company could lose grip on step-down subsidiaries, and regulators may need to extend 

support beyond the usual measures to prevent a system-wide financial crisis. 

� Not good for investors, who may not know where the conglomerate deploys capital. 

� Preference for a group-wide capital adequacy structure that should effectively eliminate intermediate 

holding companies by producing the same result as when there are no intermediate holding 

companies. 

� Potential for excessive leverage by downstream affiliates if the intermediate holding company issues 

debt not qualifying for capital instruments but “downstreams” the proceeds to a dependent in the 

form of equity or other elements of regulatory capital. 

� Need to upgrade the legal framework of jurisdictions, allowing structures such as bankruptcy and 

restructuring laws, and capabilities of the accounting and audit profession. 

� The bank would not be completely insulated from the capital burden of subsidiaries in intermediate 

holding companies principally organised on bank subsidiary model. 

India-specific concerns 

� An intermediate holding company with activities restricted to investment in group companies would 

not need registration under Section 45-I A of the RBI Act and would thus avoid the regulatory 

purview of the Department of Non-Banking Supervision of RBI. 

� Using the intermediate holding company, the parent bank could avoid the present 20% limit on 

investment in financial services companies. If the former is unregulated, RBI foresees difficulty in 

obtaining crucial information from the intermediary holding company, as well as in enforcing prudent 

behaviour. 

� Possibility of legal review where an insurance regulator gives a ruling permitting the intermediate 

holding company to increase indirect foreign holding above the prescribed limit. 

Possible fallout from the discussion paper 
Delay in creation of the holding companies 

It is uncertain how long it would take for (a) RBI to prescribe final guidelines, (b) a proper legal 

framework, and (c) for the banks to re-draft their plans within this framework. 
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Re-assessment in valuation of unlisted subsidiaries 

A part of the market value of some bank stocks arises from the estimated value of insurance subsidiaries. 

The latter had been re-rated in the past two quarters. This value could be re-assessed now with consequent 

impact on value of the parent banks, we believe. 
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Analyst certification 
The following analyst(s), who is(are) primarily responsible for this report, certifies(y) that the opinion(s) on the subject 
security(ies) or issuer(s) and any other views or forecasts expressed herein accurately reflect their personal view(s) and that no 
part of their compensation was, is or will be directly or indirectly related to the specific recommendation(s) or views contained 
in this research report: Anand Shanbhag and Saumya Agarwal 

Important disclosures 

Stock ratings and basis for financial analysis 
HSBC believes that investors utilise various disciplines and investment horizons when making investment decisions, which 
depend largely on individual circumstances such as the investor’s existing holdings, risk tolerance and other considerations. 
Given these differences, HSBC has two principal aims in its equity research: 1) to identify long-term investment opportunities 
based on particular themes or ideas that may affect the future earnings or cash flows of companies on a 12 month time horizon; 
and 2) from time to time to identify short-term investment opportunities that are derived from fundamental, quantitative, 
technical or event-driven techniques on a 0-3 month time horizon and which may differ from our long-term investment rating. 
HSBC has assigned ratings for its long-term investment opportunities as described below. 

This report addresses only the long-term investment opportunities of the companies referred to in the report. As and when 
HSBC publishes a short-term trading idea the stocks to which these relate are identified on the website at 
www.hsbcnet.com/research. Details of these short-term investment opportunities can be found under the Reports section of this 
website. 

HSBC believes an investor’s decision to buy or sell a stock should depend on individual circumstances such as the investor’s 
existing holdings and other considerations. Different securities firms use a variety of ratings terms as well as different rating 
systems to describe their recommendations. Investors should carefully read the definitions of the ratings used in each research 
report. In addition, because research reports contain more complete information concerning the analysts’ views, investors 
should carefully read the entire research report and should not infer its contents from the rating. In any case, ratings should not 
be used or relied on in isolation as investment advice. 

Rating definitions for long-term investment opportunities 

Stock ratings 
HSBC assigns ratings to its stocks in this sector on the following basis: 

For each stock we set a required rate of return calculated from the risk free rate for that stock’s domestic, or as appropriate, 
regional market and the relevant equity risk premium established by our strategy team. The price target for a stock represents 
the value the analyst expects the stock to reach over our performance horizon. The performance horizon is 12 months. For a 
stock to be classified as Overweight, the implied return must exceed the required return by at least 5 percentage points over the 
next 12 months (or 10 percentage points for a stock classified as Volatile*). For a stock to be classified as Underweight, the 
stock must be expected to underperform its required return by at least 5 percentage points over the next 12 months (or 10 
percentage points for a stock classified as Volatile*).  Stocks between these bands are classified as Neutral. 

Our ratings are re-calibrated against these bands at the time of any ’material change’ (initiation of coverage, change of volatility 
status or change in price target). Notwithstanding this, and although ratings are subject to ongoing management review, 
expected returns will be permitted to move outside the bands as a result of normal share price fluctuations without necessarily 
triggering a rating change. 

*A stock will be classified as volatile if its historical volatility has exceeded 40%, if the stock has been listed for less than 12 
months (unless it is in an industry or sector where volatility is low) or if the analyst expects significant volatility.  However, 
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stocks which we do not consider volatile may in fact also behave in such a way.  Historical volatility is defined as the past 
month’s average of the daily 365-day moving average volatilities.  In order to avoid misleadingly frequent changes in rating, 
however, volatility has to move 2.5 percentage points past the 40% benchmark in either direction for a stock’s status to change. 

Prior to this, from 7 June 2005 HSBC applied a ratings structure which ranked the stocks according to their notional target 
price vs current market price and then categorised (approximately) the top 40% as Overweight, the next 40% as Neutral and 
the last 20% as Underweight. The performance horizon is 2 years. The notional target price was defined as the mid-point of the 
analysts’ valuation for a stock. 

From 15 November 2004 to 7 June 2005, HSBC carried no ratings and concentrated on long-term thematic reports which 
identified themes and trends in industries, but did not make a conclusion as to the investment action that potential investors 
should take. 

Prior to 15 November 2004, HSBC’s ratings system was based upon a two-stage recommendation structure: a combination of 
the analysts’ view on the stock relative to its sector and the sector call relative to the market, together giving a view on the 
stock relative to the market. The sector call was the responsibility of the strategy team, set in co-operation with the analysts. 
For other companies, HSBC showed a recommendation relative to the market. The performance horizon was 6-12 months. The 
target price was the level the stock should have traded at if the market accepted the analysts’ view of the stock. 

Rating distribution for long-term investment opportunities 

As of 27 August 2007, the distribution of all ratings published is as follows: 
Overweight (Buy) 46% (24% of these provided with Investment Banking Services) 

Neutral (Hold) 35% (24% of these provided with Investment Banking Services) 

Underweight (Sell) 19% (18% of these provided with Investment Banking Services) 

   

Analysts are paid in part by reference to the profitability of HSBC which includes investment banking revenues. 

For disclosures in respect of any company, please see the most recently published report on that company available at 
www.hsbcnet.com/research. 

* HSBC Legal Entities are listed in the Disclaimer below. 

Additional disclosures 
1 This report is dated as at 27 August 2007. 
2 All market data included in this report are dated as at close 27 August 2007, unless otherwise indicated in the report. 
3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its 

Research business. HSBC’s analysts and its other staff who are involved in the preparation and dissemination of Research 
operate and have a management reporting line independent of HSBC’s Investment Banking business. Chinese Wall 
procedures are in place between the Investment Banking and Research businesses to ensure that any confidential and/or 
price sensitive information is handled in an appropriate manner. 
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