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FROM THE EDITOR’S DESK

China’s willingness to join CPTPP (Comprehensive and Progressive Agreement
for Trans-Pacific Partnership) is quite strategic as it is seen as a reconciliation step
with United States. During last couple of years the relationship between US and
China were tense and created economic loss to China. CPTPP originally TransPacific Partnership (TPP) was created to counter China’s influence in Asia pacific.
But US pulled itself out of CPTPP in 2017 and then Japan led negotiations to
create CPTPP. China has submitted its application to join the same in September
2021.
US, UK and Australia have signed Aukus pact to counter China by partnering
with technology, AI and nuclear capabilities. Aukus pact will signal major power
shift in Asia pacific. But with China entering CPTPP, the game will change. China’s
attempt to join CPTPP post signing RCEP is aimed at strengthening its ties with
the US and allies and also sustain its strength in Asia pacific.
Vietnam stands to benefit as China becomes member CPTPP. It is China’a largest
trading partner in ASEAN. As iron and steel prices have increased in 2021, it will
stand to benefit Vietnam to manage construction cost and inflation. Vietnam will
also face fierce competition and will be forced to upgrade technology
infrastructure. As CPTPP, will facilitate free trade more advantage will be leveraged
by china over Vietnam. Countries like Vietnam will have to be proactively prepared
to compete and take advantage of free trade benefits.

(Dr. Sheeba Kapil)
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ARTICLES

Competitiveness, Exports and Triple Bottom Line: A
Critical Perspective of the Indian Textiles Industry
Kanupriya*
This study describes the complex liaison between the Indian textiles sector and the factors
determining competitiveness in its exports, including geographical spread and dynamism of
exports, product combination and level of specialization of exports, technical and skill levels
across the industry as also efficiency, which in turn is influenced by the cost of production,
delivery timetables, dependability of producers; and the image of the product brand and the
exporter nation. Use of Revealed Comparative Advantage (RCA) concept has been made so
as to explain the theory of competitiveness in the Indian textiles exports relative to its major
export competitors such as China, Vietnam, Bangladesh, Sri Lanka and Pakistan. The study
raises several important questions as to the competitiveness and challenges before the Indian
textiles sector as far as its export performance is concerned. It suggests some alternatives to
the current competitiveness - centric discourse, chiefly, sustainable and gendered aspects of
trade that too could boost exports, if understood in their letter and spirit, in a typical Triple
Bottom Line scenario.
Keywords: competitiveness; exports; gender; Indian textiles industry; revealed comparative
advantage; sustainable; triple bottom line.

Introduction

T

HE textiles sector occupies a
prominent place in the Indian
economy in terms of its
contribution to employment,
exports and industrial output. The
Indian textiles industry and its
export competitiveness are the key
points of discussion of this study,
bearing in mind these facets of this
sector.
The sector’s contribution
towards
the
nation’s
employment, exports and total
industrial
production
is
significant. The sector provides
direct and indirect employment
to the tune of 45 and 60 million
people approximately in its
various stages and processes. It

* Ph.D. Student, Batch of 2016, Indian
Institute of Foreign Trade, New
Delhi.

contributes 12 to 13 per cent
towards total industrial output
and `2.55 billion towards the
country’s exports. Among the
noteworthy export categories are
those of cotton, natural and
manmade fibres, silk-based
textiles, knitted apparels and
accessories. The country currently
commands a share of about 6 per
cent in the global exports of textiles,
which pales in comparison to its
major competitors such as China,
Bangladesh, Vietnam, Sri Lanka
and Pakistan. Among the major

export destinations of the country’s
textiles exports are the European
Union (EU), the USA and the
Middle East (Kanupriya, 2021; PIB,
2020).
Table 1 depicts some of these
facts in a concise manner.
As depicted in Table 1, the
share of textiles industry in total
industrial output is about 13 per
cent from 2016-18. From the same
table it is evident that the sector
contributes between 2.65 to 2.55
billion Rupees for the period 2016-

TABLE 1
FACT BOX OF THE INDIAN TEXTILES INDUSTRY
Year

Share of Textiles Industry
in Total Industrial Output
(%)

Contribution to
Total Exports
` billion)
(`

2016-17

12.65

2.65

2017-18

12.9

2.55

Source: PIB (2020).
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18. After describing the output and
employment contributions of the
Indian textiles sector, it is imperative
to discuss its performance on the
front of exports.
As evident from Table 1.2, India
is a relative underperformer in the
global textiles exports, when it comes
to its share in total world trade in the
commodity group. Its major
competitors namely, Bangladesh,

Vietnam, Pakistan, China and Sri
Lanka seem to perform well in terms
of shares (in percentage) in global
trade of their exports.
Graphically, the comparative
export performance could be
depicted with the aid of Figures 1.1
to 1.5 over the period 1988 to 2018.
This enables a more lucid positioning
of the Indian textiles sector viz-a-viz
its major competitors.

As the figure depicts (Figure
1.1), China has performed better
than India in terms of its shares in
the global textiles exports over the
period 1993 to 2018.
As the figure depicts (Figure
1.2), Vietnam has performed better
than India in terms of its shares in
the global textiles exports over the
period 2004-05 to 2018. This is in
large part attributable to the

TABLE 1.2
COMPARATIVE EXPORT PERFORMANCE (IN TERMS OF EXPORT SHARES) OF INDIA’S MAJOR
COMPETITORS FROM 1988 TO 2018 (IN PERCENTAGE)
Year

Country
Bangladesh

1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018

4

NA
62.52
70.04
73.11
75.01
76.01
NA
72.81
77.35
81.02
85.08
NA
84.30
85.21
85.37
86.39
84.53
83.04
85.18
81.65
85.93
87.78
87.43
88.42
87.81
87.76
NA
89.87
NA
NA
NA

China

India

Pakistan

NA
NA
NA
NA
31.04
30.68
30.49
26.21
25.27
25.57
23.78
22.74
21.49
20.47
19.36
18.31
16.28
15.33
15.06
14.27
13.18
14.08
13.28
13.30
12.63
13.02
12.90
12.64
12.70
11.95
11.25

23.64
25.29
29.11
29.11
29.65
27.52
28.94
27.04
28.81
28.37
28.45
28.19
27.59
25.28
23.43
21.77
19.35
17.53
16.24
14.78
12.86
12.81
12.63
11.40
11.64
12.31
12.53
14.48
14.01
13.00
11.79

NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
73.01
71.54
67.97
68.28
63.85
56.10
58.08
57.01
56.18
55.08
57.21
58.57
61.39
63.36
62.13
60.04

Sri Lanka
NA
NA
35.84
42.69
52.22
51.82
51.04
NA
NA
NA
NA
56.67
58.24
56.63
53.95
55.66
54.10
49.67
48.19
45.15
44.94
48.90
45.31
45.26
46.39
48.64
47.29
49.79
50.10
46.48
NA

Vietnam
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
NA
14.87
14.92
18.58
19.79
18.67
16.87
16.90
18.23
16.65
18.69
18.86
17.70
16.22
16.66
17.16
17.19
16.63
15.11
NA
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complete phase out of the MultiFibre Agreement (MFA) in 2004-05,
thereby providing a fillip to exports
from developing countries like
Vietnam.
As the figure shows (Figure
1.3), Bangladesh has performed far
better than India in terms of its
shares in the global textiles exports
over the period 1988 to 2018.
As the figure portrays (Figure
1.4), Sri Lanka too has outperformed India in terms of its
shares in the global textiles exports
over the period 1988 to 2018.
As the figure represents (Figure
1.5), Pakistan has consistently
performed better than India in terms
of its shares in the global textiles
exports over the period 2003-18.
Clearly, it is quite evident from
the Figures 1.1 to 1.5 that the Indian
textiles industry has scope for a lot
of improvement when it comes to
export performance and by
implication, export competitiveness viz-a-viz its major competitors.
Given the immense importance
of this industry in India’s economic
landscape, a brief description of the
degree of competitiveness within
the same shall be helpful to lend
credence to this analysis.

Competitiveness within
the Indian Textiles
Industry
Competitiveness as a principle,
includes some myriad other
concepts, chiefly geographical
spread and dynamism of exports,
product combination and level of
specialization of exports, technical
and skill levels across the industry
as also efficiency, which in turn is
influenced by the cost of production,

delivery timetables, dependability of
producers; and the image of the
product brand and the exporter
nation in the minds of importers.
Jointly, these enabling factors explain
the attractiveness of an export
product category to compete in a free
market economy (Verma, 2002 and
World Bank, 2020).
Export competitiveness aids
nations to boost their lax
performance on the export front by
improving those areas in which
they lag than the rest.
In
terms
of
export
competitiveness in textiles products,
India has a rather low Revealed
Comparative Advantage (RCA)
value when compared to its peers.
The RCA has proved to be a useful
measure of a country’s export
potential and concomitantly, its
export competitiveness. It is defined
as the share of the country’s exports
of the product group under
consideration (Xij / Xit) divided by
the share of global exports in that
class (Xnj / Xnt). Here, Xij refers
to the exports of a ‘j’ commodity/
industry group, say the textiles
sector commodity group of ‘i’
country, say India. Xit refers to the
total exports ‘t’ of the country ‘i’,
India. Similarly, Xnj refers to the
global exports of the textiles
industry where, ‘n’ denotes global
and ‘j’ denotes the commodity
group. Likewise, Xnt denotes total
global exports, with ‘n’ denoting
global and ‘t’ denoting total exports
of all the product categories. An
export product category is revealed
preferred if, the value of RCA thus
calculated as defined in the
formula in the preceding lines is
more than one or unity. If the RCA
value is less than one, then the
country
has
a
revealed
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comparative disadvantage in that
product group or industry. The
RCA value for India’s textiles
products is positive but
significantly lower than its
competitors. For 2016 (the year for
which figures are available for all
the competitors), it was around 2.8
as compared to 19 for Bangladesh,
13.7 for Pakistan, 3 for Vietnam and
2.5 for China, indicating an
insistent need to augment the
country’s export attractiveness in
textiles at par with its competitors
(WITS, 2020; World Bank, 2014).
Figure 2.1 depicts the comparative positioning of Indian textiles
viz-a-viz its major export
competitors in terms of the
Revealed Comparative Advantage
(RCA) metric.
Clearly, the Indian textiles
industry is a relative underperformer in terms of the RCA metric
from the period 1988 to 2018 when
compared to its major competitors.
As far as the performance in
the Indian textiles industry in terms
of competitiveness is concerned, it
is to be mentioned that the sector
lags on the parameters of supply
chain efficiency, especially in the
wake of its fragmented nature on
factor and raw material fronts. The
other major constraint pertains to
the conversion efficiency in the
sector, which is relatively low
owing to lack of significant
technological upgradation. For
example, the level of technology
employed in the weaving segment
of the country’s textiles industry is
not upto date as compared to
global standards (Swanson et al.,
2017; Verma, 2002).
The other major factor for the
relative underperformance on the

5
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export competitiveness front
pertains to the mismanaged
organization of functions and tasks
or OFT in the Indian textiles sector
as compared to its peers. Studies on

the buyers’ opinion of India as an
export seller disclosed that while
India was viewed satisfactorily on
factors like charges, attributes,
know-how, tractability and order

capacity,
it
was
viewed
unfavourably on delivery timeliness, receptiveness, customerseller interface, dependence and
ethical criteria. Most essentially,

FIGURE 1.1
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INDIAN AND CHINESE TEXTILES EXPORT SHARES
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India

China

Source: World Integrated Trade Solutions (WITS).
FIGURE 1.2
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India

Vietnam

Source: World Integrated Trade Solutions (WITS).
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FIGURE 1.3
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Source: World Integrated Trade Solutions (WITS).
FIGURE 1.4

2018

2013

2008

2003

1998

1993

1988

INDIAN AND SRI LANKAN TEXTILES EXPORT SHARES

9.00

12.00

15.00

18.00

21.00

24.00

27.00

30.00

33.00

Sri Lanka

36.00

39.00

42.00

45.00

48.00

51.00

54.00

57.00

60.00

India

Source: World Integrated Trade Solutions (WITS).
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FIGURE 1.5
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Source: World Integrated Trade Solutions (WITS).
FIGURE 2.1
A COMPARATIVE LINE GRAPH OF RCA IN INDIAN TEXTILES EXPORTS AND ITS MAJOR COMPETITORS

Source: World Integrated Trade Solutions (WITS).

8

FOCUS WTO • July-September 2021 (Vol. 23 No. 3)

ARTICLES
there is a need to improve the
country’s rank in important global
competitiveness indices such as the
Global Competitiveness Index,
released by the World Economic
Forum annually. As per the latest
available rank for 2017-18, India
stands at 68th position out of 141
countries in the index. Areas needing
major policy attention are health and
primary education, macro- economic
environment, labour and goods
market efficiency, technological
readiness and infrastructure. While
these factors may not be completely
related to the Indian textiles
industry, performance on their front
does impact the overall scenario in
the sector in terms of its
competitiveness, since, several of
these concerns see an overlap with
those experienced by the Indian
textiles industry (The Economic Times,
2019).
With relatively upgraded
technologies in the powerlooms,
better integration of the labour and
factor markets, better organization
of functions and tasks and
improving performance on the
various competitiveness indices, as
also greater access to export
markets brought about by the
implementation of different
Regional Trade Agreements
(RTAs), the performance of India’s
export competitors is at best
superior, especially of China,
Bangladesh and Vietnam.

Schemes and Policies of
the Government of India
for the Indian Textiles
Industry
The Indian Textiles sector has
time and again attracted the
attention of the Government of

India, given its pre-eminence for
the country’s employment, output
and export potential. Some of the
major policies announced for the
sector recently could be listed and
explained as below:
• Amended Technology Upgradation Fund Scheme (ATUFS)
that aims at modernization of
obsolete technology of the
Indian textiles industry and
create further employment in
the same (Ministry of Textiles,
Government of India, 2020).
• Scheme of Integrated Textiles
Parks (SITP) aims at providing
subsidy to establish Textiles
Parks for generating infrastructure and employment
opportunities (ibid).
• Scheme for the development of
Knitting and knitwear sectors to
increase production and
employment in the same (ibid).
• Samarth or the Scheme for
Capacity Building aims at
imparting skills and training to
the Indian youth. The scheme
targets a National Skill
Qualification
Framework
(NSQF) compliant skilling
course and curriculum. It is
hoped that this would help in
upgrading the technical knowhow of the employees in the
organized textiles sector (ibid).
• National Handloom Development Programme (NHDP) aims
at the all round development of
the handloom sector in the
country by leveraging both
input and output linkages in the
same (ibid).
• National Handicrafts Development Programme (NHDP) aims
at all-inclusive development of

FOCUS WTO • July-September 2021 (Vol. 23 No. 3)

the handicrafts sector through a
combined effort by providing
both product development and
marketing incentives (ibid).
• PowerTex India aims at securing
cheap credit and infrastructural
development of the Indian
textiles sector by way of
investments in loom upgradation (ibid).
• Silk Samagra has been launched
with an exclusive focus on the
silk sector, with an eye on the
North-Eastern region of India
(ibid).
• Jute ICARE has been launched
for improving the socioeconomic conditions in the
Indian jute sector (ibid).
• Integrated Wool Development
Programme (IWDP) aims at
comprehensive development of
the Indian woollen industry
(ibid).
• North East Region Textiles
Promotion Scheme (NERTPS)
targets at comprehensive
development of the textiles sector
in the North East in terms of credit
access, product development and
market access (ibid).
• Apart from the above schemes,
the Government has been taking
various other initiatives for
increasing the competitiveness
and exports of the Indian textiles
sector including for the knitwear
and handloom segments. Some
of these schemes could be listed.
The Special Package for
garments and made-ups sectors,
namely, Rebate of State Levies
(RoSL), additional incentives
under Amended Technology
Upgradation Fund Scheme
ATUFS, Labour Law Reforms

9
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and relaxation of Section 80JJAA
of the Income Tax Act. The RoSL
scheme has been replaced by the
new RoSCTL (Rebate of State
and Central Taxes and Levies)
scheme (ibid).
• The Merchandize Exports from
India Scheme (MEIS), the
Market Access Initiative (MAI)
Scheme and the Benefits of
Interest Equalization Scheme
(BIES) are some of the other protextiles manufacturer-exporter
schemes. Also, to reduce the
costs of the garment industry,
GST rates on manmade fibre
yarns have been reduced from
18 to 12 per cent (ibid).
• All in all, there is a special focus
of the Government of India on
the traditional handloom and
handicraft sectors including silk,
wool and jute industries given
their
importance
for
employment and exports (ibid).
However, it must be noted that
the Indian government has decided
to remove the benefits of the MEIS
or the Merchandize Exports from
India Scheme on exports of madeups and garments with retrospective
effect, viz. from March 2019, thereby,
proving detrimental to the prospects
of the Indian textiles industry.
Meanwhile, India’s competitor
countries like Pakistan, Bangladesh,
Vietnam and Turkey are enjoying the
benefits of the Generalized System
of Preferences (GSP) with the
developed countries like the
United States of America,
providing a challenge to the
growth of Indian exports. Thus,
India’s exports of made-ups and
garments that became beneficial
only because of incentives like the
MEIS, have now taken a hit. Add

10

to that other challenges in the
offing, viz. the Coronavirus-led
global demand contraction and the
repercussions of the US-China
trade war. Another very important
challenge before the Indian textiles
sector is the presence of high
import duties in the developed
country markets that put its textiles
products at a disadvantage when
compared to its major competitors
(Chauhan, 2020).

Government Schemes to
Boost Export Competitiveness of the Indian Textiles
Industry
The Government of India has
taken several measures for
improving the competitiveness of
the Indian textiles exports. Some of
these measures could be listed as
follows:
• The
Government
has
implemented several exportfriendly schemes including
incentives under its flagship
Focus Market and Focus Product
Schemes; aimed at raising India’s
share in various countries
through their focus on
employment and export intensive
products. Financial assistance is
being provided under this scheme
to the country’s exporters,
especially to those in the rural and
semi-urban areas (Ministry of
Textiles, Government of India,
2020).
• The Market Development
Assistance (MDA) Scheme aims
at providing financial aid for a
range of export activities (ibid).
• The Interest Subvention Scheme
(ISS) on export loans was
available to certain specific

export segments like handicraft
and garments (ibid).
• Duty Drawback Scheme aims at
providing duty rebates on
materials
used
in
the
manufacturing of export goods.
The exporter can claim refund of
duties paid by his or her
suppliers (ibid).
• The Export Promotion Capital
Goods (EPCG) Scheme aims at
facilitating cheap imports of
machinery and equipments so as
to enable quality production of
exportable goods (ibid).
• Packaging Guarantee Scheme
(PGS) aims at timely and
adequate credit facilities at the
pre-shipment stage so as to
enable exporters to realize their
true export potential. This
scheme serves as a bank
guarantee in wake of nonpayment of liabilities by the
exporters (ibid).
• The Advance Licence Scheme
(ALS) allows duty free imports
of
inputs
physically
incorporated in export products,
on the basis of SION (Standard
Input Output Norms). It has
mandatory export obligations
attached with it that must be
fulfilled within one and a half
years from the date of release of
the advance licence (ibid).
• Increase in incentives for exports
of ready-made garments by
focusing on imports of
trimmings, embellishments and
other such items (ibid).
Notwithstanding
the
multiplicity of government
schemes pertaining to the Indian
textiles industry and its exports, it
is pertinent to take note of their
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effectiveness for the sector. As
elicited in different sources, the
textiles industry could be divided
into major export groups, namely,
cotton-based textiles; apparels
(knitted and woven); made-up
textiles articles; vegetable fibres;
man-made filament and fibrebased textiles; yarn and fabric; and
carpets & floor covering for the
purpose of any further explanation.
Some of the major challenges being
faced by these industry segments
despite Government schemes and
policies, would be lack of
continuous innovation in terms of
new blending and design and little
attempt on part of the textiles firms
to improve their position in the
global value chain by way of
establishing contacts with
prominent global brands or
improving images of Indian brands
in the global markets. Also, lack of
improvement in the supply of raw
materials, less control on prices,
lack
of
technological
modernization, lack of market and
product variation and expansion
and lack of effective compliance
with the rules and regulations of
the export destinations are some of
the other challenges being faced by
a typical Indian textiles exporter
today. While many of the country’s
competitors may not be faring well
on all these parameters, yet, it is
imperative for the Government
and the textiles exporters
themselves to account for these
factors when assessing their
performance in the global textiles
markets
(Chauhan,
2020;
Ramaswamy and Gereffi, 2007).

textiles competitors including the
neighbouring countries in the
South
Asian
region
like
Bangladesh, Pakistan and Sri
Lanka. These countries are taking
full advantage of unilateral tariff
preference schemes granted by the
developed countries to the
developing nations. India, which
was also a beneficiary of the
European Union (EU) and the
United States (US) Generalized
System of Preferences (GSP) policy
has graduated out of the GSP for
textiles and some other products,
on the basis of trade shares of the
Indian exports to these countries.
Hence, the Indian textiles exporters
have to pay the normal customs
duties on the textiles products
being sent to the EU and the US.
The Indian textiles competitors on
the other hand, have zero or very
low duty access for textiles
products into the EU and the US
markets. The case of China, another
neighbouring country, is also
interesting. China’s manufacturing
base in textiles is much more
sophisticated than India’s, both in
terms of material and fibre,
thereby, affording greater
opportunities
for
textiles
manufacturing and exports.
Besides, China has a large and
sound infrastructural framework to
meet the global demands of the
product effectively, despite its own
challenge of rising labour costs at
home (Chauhan, 2020).

Despite various Government
schemes and policies to boost
textiles exports, the industry is
facing a tough contest from foreign

Challenges apart, the country
continues to be a major player in
the arena of global textiles exports.
This study is an attempt to arouse

The Indian Textiles
Industry: Beyond the
Challenges
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interest in the minds of readers,
students and practitioners on the
link between Competitiveness and
Exports in the Indian textiles
industry. By now, certain questions
must have arisen in their minds.
Does competitiveness play any
definitive role in boosting textiles
exports? Do other factors like the
overall environmental and gender
norms of the trading nations too
have a role to play? Is the trade
policy adopted in the export
markets more important for
determining the export flows than
factor competitiveness within the
domestic textiles industry? Are all
textiles sub-sectors on an even keel
when it comes to export
competitiveness? These are some
of the pertinent questions that
should spark debate and
discussion as a result of this study.

Future Implications of the
Study
Having discussed the important
aspects of the relationship between
textiles
and
its
export
competitiveness, it would be
prudent to place it within a futuristic
framework. Undoubtedly, the
importance of competitiveness for
exports (read: textiles) can not be
wished away. The nation must keep
striving towards improvement of its
key logistical parameters such as the
cost of raw materials, human and
physical infrastructure, delivery
schedules and technological
upgradation. However, given the
large-scale adoption and implementation of competitiveness enhancing
measures by the Government and
the industry, it is vital to give some
consideration to other aspects that
could alter the nature of exports.
First, exports could be affected by
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sustainability (viz., ecological) issues
in the years to come. The recent
Covid-19 pandemic is a testimony to
this, wherein, the global exports of
all product categories have declined
drastically and would resume
normal demand - supply patterns
only once the supply chains are
restored post - the pandemic
(Kanupriya, 2020). Also, depletion of
non-renewable sources of energy
and inputs like coal, minerals and
fibre could have a major role to play
in the export patterns and schedules
of the coming years. With the
depletion of some vital raw material,
say, textiles fibre, the countries that
were once major exporters of textiles
and clothing would have to alter
their export patterns in favour of
abundantly available inputs.
Secondly, gender composition too
may have a key role in the coming
times when it comes to export
patterns and performance. While
some importer nations might place
stricter ‘work standards trade
policies’ so as to promote the noble
cause of gender equality at
workplace, others, may on their own
improve their own policies so as to
make their factories more womenfriendly and flexible as far as work
schedules are concerned. It must be
noted that these factors also affect the
hard core competitiveness factors
like human skills and timely
availability of raw materials. If
women workforce is more skilled
and healthier, then the exporters
could see their output productivity
increasing; similar is the case for
opportune availability of raw
materials, that enables timely
production patterns and low costs of
inputs – all factors directly
responsible for raising competitive
efficiency of exports. While it would
be difficult to ascertain the exact
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nature and repercussions of such
measures in the immediate future,
the long-term may see a pivot
towards these topics as an alternative
to competitiveness – centric
discourse. So, while it is quite
important not to forget competitiveness as a factor in boosting exports,
it is all too important to pay attention
to other aspects as well. Only then
could we hope to achieve the desired
export performance and match up
our top competitors.
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Fundamental Theories and Interfaces of Corporate
Governance: Survey from Literature
Rajesh Patel*
This paper is an attempt to provide an insight into the theoretical foundation of various
corporate governance theories and different theories came out with different findings and
researchers have empirically analyzed this relationship. Researchers have conducted
empirical studies with different interfaces of corporate governance that leads to better firm
performance and simultaneously considered these theories. Majority of research has
focused on the relationship between shareholders, management and directors with firm
performance. The findings were mixed while analysing this relationship of shareholders,
management and directors with firm performance. With this enough evidence is available
where it confirms a significant relationship between corporate governance and firm
performance. In this paper a review on corporate governance theory is conducted and
based on these theories how researchers have conducted their research so far. In lieu of
this, the study has extracted the prospective area with scope of study and provide path
towards a future research. This review will be useful to academicians and researchers
working in the area of CG, Firm performance.
Keywords: Corporate Governance, Firm Performance, Theories.

1.

Introduction

C

ADBURY Committee, 1932
defined
Corporate
Governance as a system through
which firms are directed and they
are controlled with a motive to
maintain economic and social
balance. The OECD principles of
CG
defined
“Corporate
Governance as a set of relationships
between
a
company’s
management, shareholders, board
members and the stakeholders”.
Researchers as widely debated
over the relationship between CG
with firm performance. Evidence
from various empirical studies in
literature suggests that there is a
significant relation between the
both CG and firm performance.
Gompers et al. 2003 analyzed that
* Senior Manager, International
Business, Escorts India limited.

good corporate governance is
associated with higher firm
valuation which is measured by
Tobin’s Q. Brown and Caylor
(2009) came with a conclusion that
better-governed firms of US have
higher ROE and higher ROA along
with higher Tobin’s Q. Whereas,
Klein et al. 2005 identifies no
evidence which suggests that better
corporate governance enhances
firm performance. There are huge
studies which are successful in
exploring the relation between
Corporate Governance and firm
performance. The previous
literature has concluded mixed
results where some suggest a
positive correlation between CG
and firm performance (Klapper &
Love, 2004; Gompers, Ishii, and
Metrick) while others finds no
association between corporate
governance and firm performance
(Hermalin & Weisbach, 1991; Klein,
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Shapiro, and Young 2005).
However, many scholars have
focused on different dimensions or
attributes of corporate governance
such as board size (Guest et al. 2019,
zhao et al. 2018, Hoorn and Hoorn
et al. 2011), CEO duality (Gleason
et al. 2011,Liu et al. 2013, Gillan
et al. 2006), number of independent
directors (Zhang et al 2018), etc.
and their influence on firm
performance. CG is correlated with
the firm performance in various
theoretical and empirical studies
(Claessens and Yurtoglu, 2013).

2. Corporate Governance:
Theoretical Foundation
There are various theories of
corporate governance which
explains the different models
studied by the researchers with its
theoretical foundation. The
theoretical frameworks include
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agency theory, finance theory,
behavioural agency theory,
stewardship theory, stakeholder
theory, trusteeship theory,
participating and strategic
leadership theory. Each theory is
discussed and Table 1 summarises
these theories along with their
findings.
Agency Theory
Agency theory is a fundamental corporate governance
theory and one of the major
components of economic theory
since Spence (1971), Demsetz
(1972), Jensen and Meckling (1976)
published their formative work. It
provided a theoretical base for the
academic researchers to continue
their study with different aspects
e.g, executive compensation,
shareholders’ return which leads to
agency problem. Agency theory
examines the relationship between
the agents (General Management)
and principals (Shareholders) in
the business. In an agency
relationship the agent acts and
takes decisions on behalf of
the principal. This theory
revolves around the agent and
principal relationship where
various issues may surface due to
their different risk and business
perspectives. In other words,
agency theory deals with how the
shareholder is able to prevent the
general management from
maximizing their own interests
based on the agency theory
different researchers. In finance,
the
relationship
between
shareholders and executives of
a firm is most controversial as
the top management is elected to
act in the interest of the
shareholders.
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Behavioural Agency Theory
“Behavioural agency theory
argues that maximizing agent
performance should be a key
objective of the principal-agent
relationship and that the
importance of the agent’s work
motivation, including intrinsic
motivation, should not be
underestimated. It challenges the
idea that intrinsic and extrinsic
motivation are either independent
or additive, arguing instead that
contingent monetary rewards
might actually cause a reduction in
intrinsic motivation” (Deci & Ryan,
1985). Wisemen, Gomez-Mejia
(1998) argued that behavioural
agency theory assumes that higher
ranking management are primarily
loss averse and then they are risk
averse.
Wisemen and Gomez Mejia
(1998) attempted to re-examine the
effect of different internal CG
mechanisms on the risk bearing
and risk-taking decisions of the
firm’s management. While
studying they came with different
findings that decision-makers’
preference for risk is influenced by
the framing of problems as whether
it would result into loss or gain. In
other words, if problems are
positively framed then it increases
risk bearing which in turn has a
negative effect on the risk-taking
decisions and vice versa. Wisemen
and Gomez Mejia also pointed out
that reliance on accounting-based
performance measures increases
the probability of gains and
reliance
on
market-based
performance measures increases
the probability of losses. Talking of
performance further, if the
subjective behavioural criteria is
used for performance evaluations

then it increases the agent risk
bearing which subsequently
reduces the agent’s risk taking
(Biswas et al. 2008).
Finance Theory
Demirag, Clark and Bline
(1998) through their research made
attempt to identify the appropriate
financial system and CG structure
that would encourage the longterm investment decisions. Shleifer
and Vishny (1997) dealt with the
problem of availing funds that
must be provided as a return to the
investors on time so that
continuous supply of investment
can be ensured.
Stewardship Theory
Stewardship theory which has
its roots in psychology and
sociology has been introduced as a
means to examine the situations in
which stewards are motivated to
act in the best interests of their
principals that is this theory defines
the relationships based upon other
behavioural premises (Donaldson
& Davis, 1989, 1991). Stewardship
theory is successful in defining the
situations in which managers are
not motivated by any individual
goals, but rather are stewards
whose motives are aligned with the
objectives of their principals.
Earlier researchers have compared
agency and stewardship theories
(e.g., Donaldson & Davis, 1989,
1991, 1994; Fox & Hamilton, 1994),
but failed to examine the
psychological and situational
underpinnings of stewardship
theory. Stewardship theory focuses
primarily on the upper level
management and attempts to
explain the psychological and
situational factors that elaborates
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TABLE 1
SUMMARY OF THEORETICAL FOUNDATION OF CORPORATE GOVERNANCE THEORIES
Model

Research

Agency Theory

Jensen and
Meckling (1976)

“Theory of the Firm: Managerial
Behaviour, Agency Costs and
Ownership Structure”

Behavioural
Agency Theory

Wisemen and
Gomez Meija
(1998)

“A Behavioural Agency Model of Framing of problems as profit yielding or
Managerial Risk Taking”
results in losses - this framing effects the
decision of risk takers. If the problems are
positively framed, then it increases the risk
bearing which inturn effects the risk taking
negatively.

Establishing “Nexus” of optimal contracts
(also known as internal rules of game) which
includes both implicit and explicit between
the owners and management of the firm.
Fama and Jensen “Separation of Ownership and
These contracts would identify the right
(1983)
Control”
agents in the firm, the criteria of their
performance evaluation and the resulting
Eisenhardt
“Agency theory: An assessment payoff that’ll be given.
and review

Finance Theory Shlefier and
Vishny (1997)

“A Survey of Corporate
Governance”

Demirag, clark and “Financial Markets, Corporate
Bline (1998)
Governance and Management
of R&D”
Demirag (1995)

Stewardship
Theory

Findings

“Assessing Short-term
Perceptions of Group Finance
Directors of UK Companies”

Davis, Schoorman “Towards a Stewardship Theory
and Donaldson
of Management”
(1997)

This finance theory of corporate governance
attempts to ensure the supply of funds to
shareholders for their investment with
significant legal protection of their rights and
ownership in the firm through large share
holdings, other financing sources ensuring
for returns.
Demirag indicated that the US’s financial
managers were able to reduce their
perception of short-term pressures on the
capital markets which was possible through
improved communication channels. They are
now considering the long-term performance
measures in determining their R&D
investments.
Managers serves the firm to the best of their
capacity rather than considering their
personal goals when: Firstly, their goals are
based on growth, achievements and selfactualization. Secondly, their commitment is
to serve the organization, Thirdly, their
philosophy is based on involvement and trust
in a culture on collectivism and low power
distance (Biswas et al. 2008).
It contingent on the psychological motivations
and perceptions whether the managers want
to act as stewards or agents, whether the
principal wants to act as agency or stewardship relationship.

Keasy and
Wright (1997)

“Corporate Governance:
Responsibilities Risks and
Renumeration”
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They highlighted certain issues like the lack
of funds to be allocated to investors as
returns, controlling manager’s behaviour,
need for corporate restructuring that assures
the new combination of resource utilization
and involving innovation.
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Stakeholder
Theory

Model

Research

Findings

Freeman (1984)

“Book Strategic Management:
A Stakeholder Approach”

Managers have huge network of relationships
to serve, amongst which serving the
shareholders, company partners are more
important than serving the owners of the firm.

Donaldson and
Preston (1995)

“The Stakeholder Theory of
the Corporation: Concepts,
Evidence and Implications”

Managers are responsible to take certain
actions to maintain and maximize the interest
of stakeholders. A proper stockholder
management is recommended.

“Beyond Takeovers: Politics
Comes to Corporate Control”

Suggested that investors must use various
mechanism like shareholder committee,
director nominating committees and other
campaigns so that friendly and informal
pressure can be created on the management
for the interest of shareholders.

“Realigning Corporate
Governance: Shareholder
Activism by Labour Unions”

Labour unions are one of the most
aggressive investors who were capable of
using their ownership position in restructuring
CG reforms as well with a motive to gain more
accountable management and receive
maximum profits.

Political Theory Pound (1992)

Schwab and
Thomas (1998)

the manager-principal interest
alignment.For this, Donaldson and
Davis provided a framework for
agency and stewardship theories
through which the interaction of
personal characteristics of the
manager and the characteristics of
the situation are discussed.
Stakeholder’s Theory
Stakeholder theory has its
roots in the management discipline
since 1970 and gradually it was
developed by Freeman (1984) who
highlighted the “corporate
accountability to a broad range of
stakeholders”. Stakeholder theory
can be explained as “any group or
individual who can affect or is
affected by the achievement of the
organization’s
objectives”.
Stakeholder researchers suggests
that managers in firm have a huge
network to serve which comprises
of the suppliers, employees and
others which may be the company
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partners. And it was argued that
this group is more important to be
best served in comparison to
owners of the firm, managers or
employees of the firm relation as
in agency theory (Freeman, 1999).
Whilst, Donaldson and Preston
(1995) stated that these groups
participate in a business for their
own benefits irrespective of any
relationship in the firm to serve.
Freeman (1984) contends that “the
network of relationships in the firm
with various groups can affect
decision making processes as
stakeholder theory is concerned
with the nature of these
relationships in terms of both
processes and outcomes for the
firm and its stakeholders”.
Donaldson & Preston (1995)
asserted that this theory basically
focuses on managerial decision
making and in the interests of
stakeholders bearing some intrinsic
value, and no other sets of interests
is assumed to dominate the others.

Political Theory
Political theory developed the
voting support from shareholders,
rather by purchasing voting power.
Having a political influence in CG
may be successful in directing the
corporate governance mechanism
within the firm. “Public interest is
much reserved as the government
participates in corporate decisionmaking, taking into consideration
cultural challenges” (Pound, 1993).
The political model promoted the
allocation of corporate power,
profits and other privileges that
were determined through the
governments’ favour. “The
political model of corporate
governance can have an immense
influence
on
governance
developments. Over the last
decades, the government of a
country has been seen to have a
strong political influence on firms.
As a result, there is an entrance of
politics into the governance
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structure or firms’ mechanism”
(Hawley and Williams, 1996).

3. Interfaces of Corporate
Governance
Based on the theories of CG,
the association between a good
corporate governance and firm
performance has motivated
researchers to investigate into the
effect of CG on M&A firm
performance in varied areas.
Figure 1 give a different category
of the research considered taking
different phases of CG along with
firm performance.
3.1 Impact of Corporate
Governance on Firm
Performance
When the CG of a firm is weak
and has inefficient management
then such firms ultimately prone to
takeovers by any other strong
entity having better management

practices and bears the ability to
fetch the benefits of returns as a
combined entity. This raises an
important question that how CG
practices of the acquirer firm affects
the performance outcomes of the
acquisition decisions. Much of the
literature demonstrates the positive
relation between the CG and Firm
performance variables (Bebchuk et
al. 2009; Gompers et al. 2003). Some
researchers have argued that M&A
deals are the best platform to test the
CG values over time (Rani et al. 2013).

rank of CGI have better short-term
performance reflecting higher
abnormal returns.

Rani et al. (2013) have
demonstrated the impact of CG
score on the abnormal returns of
M&A by investigating how
differences in the quality of firm
level CG influences the short-term
performance of the M&A by
creating
CGI
(corporate
governance index) on primary
collected data and further analyzed
that the companies with the higher

Ismail
et
al.
(2014)
demonstrated that worse the
governance characteristics of the
target firms, the more efficiency of
it will be improved on acquisitions
and more the synergy benefits can
be achieved. This paper
investigated the CG from a
different
prospective
by
investigating the firm CG
characteristics on takeover returns
using the industry adjusted CG.
Talking about CG characteristics,
Gillan et al. (2006) mentioned that
industry characteristics partially
explains the differences in the
governance quality of a firm. Ismail
et al. (2014) tried to measure the
industry adjusted G index1 and its
importance on 367 US M&A deals
completed between 1990-2003.
However, Ismail came out with a
conclusion that firm specific CG
partially explains the returns of a
merger as industry specific CG is
responsible to determines the
returns and quality of CG.

FIGURE 1
THE INTERFACE OF CG WITH FIRM PERFORMANCE

The Interface of CG with Firm Performance

CG and firm performance

M&A Gains and Corporate Governance

CG and Firm Performance in Cross Border

Board Characterstics and Firm Performance

Shareholder's Wealth

Ownership Structure

Other Explored Areas - Media Coverage, Political Connections
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Whereas, Liu et al. (2013)
investigated the short-term and
long-term impact of M&A over the
performance of CG for 36 Chinese
companies for the period 2008-2009
and found that CEO duality
affected long-term firm performance significantly. However,
institutional investors were
positively affected by the M&A
deals.

Board independence is also
taken as one of the important
variables however, (Breno, 2015)
argued over the prediction that
“board independence decreases
the firm valuation and henceforth
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effects negatively to the
shareholder’s interest”. He came
out with a different perspective
and identified different company
specific needs which might have
both costs and benefits to the firm
while involving in a M&A deals.
Different researches have used
different variables of CG and firm
performance of M&A participating
firms.
Xin et al. (2018) studied the
impact of CG on A-share listed M&A
companies in China and studied
whether capital liquidity can be
mediating variable to affect CG and
M&A performance. They analyzed
both short-term and long-term
performance of the M&A deals and
concluded that size of the directors,
management shareholdings and the
ratio of institutional shareholding
influences the corporate M&A
performance through capital
liquidity. Therefore, capital mobility
does play a mediating role between
corporate governance and M&A
performance.

is greater asymmetry information
between the managers and the
shareholders about the metrics of
the acquisitions, as well as to
reduce the duration and
transaction costs associated with
the negotiating deal.
Cortes et al. (2017) found that
industrial production and better
CG standards in the acquirer’s
country promote cross border
M&A activity. However, it is also
found that higher level of capital
and technological productivity
decreases cross border M&A
activity.
Duan et al. (2018) analyzed the
M&A deals motivated by financial
constraints in which they measured
the synergy gains as the cumulative
abnormal return of a value
weighted portfolio of the acquirer
and the target around the
announcement. Further, they
found that financial constraint
difference is positively significant
for high growth targets and
severely constrained targets.

3.2 M&A Gains and Corporate
Governance

3.3 CG and Firm Performance in
Cross Border M&A Deals

M&A deals supports the firms
to develop their synergies and
accelerates
the
business
transformation. Synergy gains can
be defined as the gains of combined
value and performance of two
merged firms which must be
greater than the sum of the gains
of these firms as a separate entity.

Observations by researchers
studies that CG practices are more
efficient in developed economies as
compared to emerging economies.
Therefore, this motivates the
acquirer firms to opt the target firm
from an economy where CG
practices are poorly governed. This
practice helps the target firms to
improve their CG practices and
assures the protection of their
shareholders (Rossi and Volpin,
2004).

Fu et al. (2016) obtained that
acquirer announcement returns are
greater for those deals which
avoids the shareholders’ approval.
They also suggest that managers
structure deal financing to avoid
shareholder approval when there
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Black et al. 2013 examined the
domestic and foreign acquisition
performance. As per this study,

foreign acquisitions are not
positively related to the abnormal
returns in the short run - which is
found to be true even in the case of
domestic acquisitions however,
foreign acquisitions realize
significantly high long-term gains
especially when the acquiring firms
is also large in size.
Tao et al. 2017 investigated the
short-term market performance of
the
cross-border
M&A
participating Chinese firms with
their institutional characteristics.
Even the announcement of Chinese
cross-border M&A deals affects the
stock market positively.
Zhao et al. 2018 studied the
Chinese ecological firms M&A
deals with the European ecological
firms for the period 2012-2018 and
demonstrated
the
partial
correlation between the CG
variables (Manager holdings,
Unaffiliated shareholders, Size of
board of directors) and financial
structure variables (debt asset ratio,
fixed asset ratio, profitability)
whereas high correlation was
noted between the financial
structure variables and M&A
premium , and CG variables and
M&A premium2.
3.4 Board Characteristics and
Firm Performance
Corporate governance/
board’s characteristics impact the
firm’s performance significantly.
The size of the board, CEO duality,
busy director’s position, friendly
boards, dominance of some other
party, ownership structure,
number of independent directors
are some of the characteristics of
CG which impacts the long-term
and short-firm performance.
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Hoorn and Hoorn (2011)
studied the impact of different CG
variables that is board size, board
ownership, board composition,
CEO duality on firm performance
especially after the merger’s
announcements. Studies proved
that these specific CG variables
have significant impact on the
merged entity’s performance to
generalize its synergy gains.
Yen et al. (2010) analyzed that
firm’s internal CG mechanism
(CEO position and block holders)
is less important to explain the
short-term performance of M&A
participating firms however, it is
much more important to explain
and analyze the long-term
performance of the M&A firm.
Similarly, Afza et al. (2012)
considered board size, CEO
duality, board independence, other
party dominance and presence of
independent block holder in the
firm as CG variables and analyzed
their impact on the operating
performance of the M&A
participating firms. In lieu of Afza
(2012) research, Liu et al. (2013) also
considered ownership structure
and presence of institutional
investors and analyzed their
impact on the firm performance of
the M&A participating firms.
However, with the research
conducted by many researchers it’s
been found that board size negatively effects the firm performance,
short-term perfor-mance (Rani et al.
2013), long-term performance
(Maxim et al. 2016). Larger the size
of the board means more would be
the opinions and larger the time
would be taken to take a decision.
Liu et al. (2013) analyzed positive
impact of institutional investors on
the firm performance.

CEO equity positively impacts
the short-term firm performance as
larger the share of equity holds by
the CEO; less divergent his interest
would be from the shareholders.
Such situation proves to be a
perfect solution for agency
problem as managers would be the
shareholders of the firm (Rani et al.
2013).
Schmidt (2015) empirically
analyzed mix impact of friendly
board on the US M&A firm
performance for 2000-2011.
Schmidt considered different CG
variable which were more social
specific i.e. social ties of the CEO,
CEO age, CEO’s qualification and
found varied costs and benefits of
the friendly board varies as per the
specific needs of the firm.
A director’s role of advising
and monitoring the board requires
devoting substantial time and great
efforts to deliver strong decisions.
Hauser (2018) studied the impact
of appointment of CEO in multiple
boards (busy directors) on the US
M&A participating firms. Busy
directors or the appointment of the
CEO in multiple boards negatively
impact both short-term and longterm performance of the firm.
3.5 Shareholder’s Wealth in CG
and Firm Performance
A perfect merged market is the
one where CG practices favours
shareholders as well. The aim of
CG is to resolve the conflict
between the managers and the
shareholders of the firms. During
M&A shareholders confront with
the agency problem. Maas et al.
(2019) demonstrated the principal
agency problem and principal –
principal problem due to which
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shareholder’s
interest
are
threatened by M&A deals. Maas
et al. (2019) considered the M&A
deals of 73 countries for the period
1970-2007 and concluded that anti
director rights (ADR3) negatively
effects the M&A deals.
Goranova et al. 2018
investigated the Board of Directors
and shareholders monitoring
effects on the M&A deals’
performance and concluded that it
is a mix result as monitoring is
associated with both lower gains
and lower profits.
Ahiabor et al. (2018) focussed
on the principal agent problem that
arises from the difference in the
ownership and control of the
corporation. Ahiabor examined the
cross-border deals of US firms and
concluded a significant effect of
shareholders’ laws on the stock
market development and on the
convergence of shareholder
protection laws through cross
border M&A deals.
3.6 Ownership Structure and
Firm Performance
Zhou et al. 2012 demonstrated
the role of state ownership in M&A
by analyzing the short- and longterm performance of state-owned
enterprises (SOE) as acquirers
relative to privately owned
enterprises (POE) for the period
1994-2008. Zhou et al. 2012
favoured the SOE over the POE in
terms of long run stock
performance and operating
performance. State ownership of
Chinese M&A gains from the
government interventions.
Whereas, Boateng et al. 2016
highlighted the efficiency of POEs
over SOEs for the Chinese M&A
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deals. Boateng et al.
2016
investigated the operating
performance of 340 Chinese M&A
deals for the period 2004-2011 by
considering five CG variables
(CEO duality, independent
directors, managerial ownership,
relatedness,
related
party
transactions) and board monitoring
mechanism. On investigating the
relation between different CG
variables
and
operating
performance (OP) of the acquiring
firms, a positive relation is
analyzed between independent
directors, managerial shareholdings, ownership concentration and OP of the acquiring
firm. However, related party
transaction impacted ROA
negatively.

3.7 Other Explored Areas with
CG and M&A Performance

However, Tao et al. 2017
indicated different as compared
what is analyzed by Zhou and
Boateng.
Tao et al. 2017
demonstrated the negative relation
of SOE ownership structure and
level of political risk with the shortterm market performance of
Chinese acquiring firms. The
Chinese shareholders earn lower
abnormal profits in case of SOE and
higher in case of POE especially
when the M&A deals are cross
bordered.

Borochin et al. (2018)
investigated 797 proposed
domestic mergers covered by
media
in
China.
They
demonstrated the effect of media
coverage on the proposed M&A
deals and came out with a
conclusion that media coverage
positively effects those M&A deals
which are consistent with
government objectives and for
those firms which are locally
powerful.
In
developing
economies, domestic media can be
considered as another alternate
channel for corporate governance.

Bittinazzi et al.
2018
investigated the ownership
similarity of the acquiring and the
target firm. His paper pointed out
highly positive relation of the
ownership similarity with the firm
performance as such cases bears
less probability to confront with the
CG problem. Similar partners can
better understand the needs of the
combined entity and can combine
their resources in a more efficient
way.
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Cihan
et
al.
(2017)
demonstrated the media coverage
effect on the investor’s response
towards the M&A announcements.
The volume of negative news
articles is positively associated
with the acquirer’s minimum 3-day
cumulative abnormal returns
around the merger announcement
and negatively associated with the
investor’s response.
Yang et al. (2019) considered
288 M&A deals in the US economy
and explored a positive
relationship of media which acted
as an information intermediary for
the US capital market and predicts
value creation of these M&A deals.

Gao et al. (2019) investigated
the relationship between the
political connections and M&A
performance and further analyzed
that how this relationship is
affected by the family ownership
for the M&A firms for the period
(2006-2017) listed with Shanghai
and Shanghai Stock Exchange.
They found that political
connections reduce the M&A

performance of non-family firms
and the political connections is
positively connected with the
family ownership firms. Table 2
sumarizes the evidence from
literature on the research
conducted to analyze the relation
between corporate governance and
firm performance.

4. Changing Dynamics of
Corporate Governance
in India
The theoretical extension of
research related to corporate
governance come from the wellknown thesis of Berle and Means
in 1932, ‘‘The Modern Corporation
and Private Property”. Corporate
governance found its place in India
during 90’s as a measure which
was voluntarily adopted by the
Indian companies. In April 1998,
Confederation of Indian Industry
(CII) formed a set of nonmandatory code of corporate
governance named as “Desirable
Corporate Governance: A Code”
which were meant primarily for the
listed companies and was
completely on voluntary basis. This
measure was inspired from the
Anglo-Saxon model and was
formed with an aim to bring out the
self-conviction among the
companies that shareholder’s
interest must be assured which is
possible with good CG practices.
Later, in 1999 Kumara Mangalam
Committee was set by the efforts
of SEBI with an aim to recommend
and promote the standards of
corporate governance. The
committee aimed to emphasize the
composition of audit committees
board, board’s independence, and
the role of CG in protecting the
interest of the investors. SEBI
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TABLE 2
SUMMARIZES THE RESEARCH PAPERS STUDYING THE RELATION BETWEEN
CG AND FIRM PERFORMANCE
Authors

CG Aspect

M&A Aspect/Firm
performance aspect

Country

Period
studied

RaniN et al. Independence, transparency,
(2013)
Fairness, Corporate social
responsibility, Corporate
governance initiatives and
recognition

Firm’s short-term
performance

India

2003-2008

Fang et al.
(2014)

FDI

Taiwanese

2010-2014

Nicholson, R. Corporate takeovers
et al. (2016)

Long-term
performance, size of
the firm, financial
performance

ASEAN

2001-2012

10

Bebchuk
Anti-takeover measures
et al. (2009)

Firm valuation

US

1990-2003

1500

Gompers
Anti-takeover provisions,
et al. (2003) Shareholder’s right

Firm valuation

US

1990-1999

1500

Liu et al.
(2013)

Board characterstics

Firm’s performance

China

2008-2009

36

Ismail et al.
(2014)

Anti-takeover measure,
G Index

Abnormal returns,
Synergy gains

US

1990-2003

367

Gillan et al.
(2006)

Monitoring capabilities, Board
structure, Board characteristics Financial performance

US

1997-2000

1500

Breno et al. Shareholder’s interest, Friendly Financial performance
(2015)
board, Board independence

US

2000-2011

6857

Xin et al.
(2018)

Board characteristics

Capital mobility, Shortterm performanec

China

2011-2013

265

Fu et al.
(2016)

Shareholder’s approval

Synergy gains, Financial
performance
US

1985-2015

na

1983-2011

802

49 Developed
markets
1990-2002

45686

Corporate social responsibility

Sample
Size
155

12 primary
survey

Cortes et al.
(2017)
Duan et al.
(2018)

Shareholder benefit

Synergy gain, Cumulative US
abnormal returns

Rossi and
Differences in CG laws and
Volpin et al. regulations
(2004)

Hostile takeovers

Black et al.
(2013)

Long-term performance, China
size of the deal, financial

NA

2000-2009

458

performance
Tao et al.
(2017)

Political connections state
ownership
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Sort-term financial
performance

China

2000-2012

165
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Authors

CG Aspect

M&A Aspect/Firm
performance aspect

Country

Period
studied

Zhao et al.
(2018)

Board size, Board structure

Financial structure

China

2012-2016

na

Hoorn and Board characteristics
Hoorn et al.
(2011)

Firm performance

US

1999-2010

327

Yen et al.
(2010)

Board characteristics

Firm performance

na

1998-2004

69

Afza et al.
(2012)

Board characteristics

Operating performance

Pakistan

1996-2008

68

Maxim et al. Board structure
(2016)

Firm performance

North
America

2010-2015

447

Schmidt
Friendl board, Board members
et al. (2015)

Financial performance

US

2000-2011

na

Hauser et al. Board of directors, Board
(2018)
composition, Busy boards

Firm performance,
Tobin’s Q

S&P 1500

1996-2014
indexed firms

Maas et al.
(2019)

M&A gains

73 countries

na

Goranova
Monitoring of board of directors, Financial performance
et al. (2018) Institutional shareholders

US

1997-2006

1451

Ahiabor
Shareholder protection ,
et al. (2018) corporate characterstics

Financial performance

30 countries

1990-2013

30

Zhou et al.
(2012)

Financial performance

China

1994-2008

185 SOE,
40 POE

Boateng
firm ownership, Board
et al. (2016) monitoring

Operating performance

China

2004-2011

340

Bittinazzi
ownership structure
et al. (2018)

Financial performance

Italy

2002-2012

14000

Cihan et al.
(2017)

Cumulative abnormal
returns, Financial

US

2003-2014

3820

Shareholder’s interest

State ownership

Media coverage-negative

Sample
Size

20718
na

performance
Yang et al.
(2019)

Media coverage, Media
sentiments, Shareholder’s

Financial performance

US

2000-2015

288

interest
Borochin
Domestic media coverage
et al. (2018)

Financial performance

China

2000-2012

797

Gao et al.
(2019)

Financial performance

China

2000-2012

na
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agreed with the recommendations
and included the same in clause 49
of the listing agreement of the stock
exchanges. According to the clause
it was applicable only for the listed
companies with net worth of ` 25
crore and above, for those
corporations with a paid-up capital
of ` 3 crore. Later, Department of
Corporate Affairs (DCA) in the year
2000 formed a study group under the
guidance of Dr. P.L. Sanjeev Reddy
with the aim to study the ways and
methods to “operationalize the
concept of corporate on a sustained
basis”. In 2002, Naresh Chandra
Committee was formed to
recommend the role of auditors and
independent directors followed by
the formation of Narayan Murthy
Committee in 2004 with the aim to
review clause 49 and suggest
measures for improvements.
Considering these improvements
major initiatives towards Clause 49
in the listing agreement were
introduced on 31 December 2005 by
SEBI followed by a major setback in
2009 for corporate governance in the
Indian scenario with the “mammoth
accounting scandal which was one
of the largest information technology
companies, Satyam Computers,
resulting of poor corporate
governance mechanism”. On
experiencing these CG failures,
Confederation of Indian Industry
(CII) formulated a task force with an
aim to examine the efficacy of the
corporate governance within the
country. This task force was
successful enough to provide certain
recommendations of a set of
voluntary reforms aiming to achieve
a balance between strong CG norms.
Further, National Association of
Software and Services Companies
(NASSCOM) formed a CG and
Ethics Committee which focused to

save the interest of the stakeholders,
an audit committee and a policy that
would ensure the safety of whistle
blower. New bills were passed in the
parliament in year 2011-13 acting as
the new provisions in the direction
of strengthening of corporate
governance in India. In the lieu of
revision of Companies Act, the
Clause 49 was revised for all
companies which were listed with
SEBI from a particular period 1
October 2014. With this, issues with
the corporate governance can be
overcome with certain internal
mechanisms (board of directors,
ownership structure, etc.) and
external mechanisms (takeover
markets, legal system) for the
corporate control. India is a
developing country and the
corporate governance mechanisms
are also developing (Kapil et al. 2018,
Kahanna and palepu, 2000).
However, the enforcement of CG
regulations through the legal
channels are weak, calling for the
utmost need for the further strong
internal mechanisms which will
have significant bearing on the
corporate performance (Sarkar and
Sarkar, 2000).

interfaces of CG especially the
board characteristics. However, on
reviewing the past literature the
future scope of study related to
corporate governance and firm
performance can take varied
dimensions by considering the size
of females on board - how the
participation of females in the
board management can effect the
firm performance, further the
number of independent directors,
the number of members in the
audit committee can affect the
correlation between corporate
governance and firm performance.
Further the degree of CEOs
may affect the firm performance.
The work is still in progress to
evaluate further possible future
scope of study.
NOTES
1

G index is taken as the difference
between the G index of the firm
and the respective industry
average G index Ismail et al. 2014.
G index was constructed by
Gompers et al. (2003) and can be
defined as the governance index
which constitutes the 24 charter
provisions divided into 5
different groups (those who used
to delay hostile bidders, those
used to protect manager’s right,
shareholder’s right, other
takeover laws and defences).
Higher the G index lower will be
the firm’s governance.

2

M&A premium can be defined as
the price difference that is
resulted from the purchase price
which is higher than the price of
the target firm’s assets in a M&A
deal (Carson et al. 2013). Jo et al.
2016 defined the M&A premium
as the expected earnings of the
M&A company from the target
company. Higher the M&A

5. Conclusion/Future
Scope
Several changes in the Indian
CG policy reforms were made so
that different problems/theories of
CG can be dealt with and even the
Indian firms could experience the
better CG ethics instead of
becoming the best target for the
acquirers. The relationship
between corporate governance and
firm performance is studied
extensively which deals with
different theories of corporate
governance and with different
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premium, higher would be the
expected earnings.
3

ADR is an index which is used to
calculate the shareholder’s
protection and it was introduced
by LA Porta et al.

Financial Management, 21(5),
pp. 905-935.
7.
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Investigating Pricing Efficiency and Price Discovery
Mechanism of World Indices ETFs: Evidence from India
Ashima Gaba* and Ravinder Kumar**
Purpose: This study investigates the pricing efficiency of World Indices Exchange Traded Funds
(ETFs) traded on the National Stock Exchange (NSE) of India. Additionally, an attempt has
been made to understand the price discovery mechanism between Price and NAV of ETFs
through Vector Error Correction Model (VECM).
Design/Methodology/Approach: In this study, initially pricing efficiency of selected ETFs is
examined for which Premium/Discount of each ETF is estimated and their persistence is tested
thereof by conducting regression analysis of deviations on its lagged values. Further, VECM is
applied to recognize the lead-lag relationship between Price and NAV of each ETF.
Need of the Study: Over the years, ETFs have become popular among investors as well as
researchers. Although, it has been observed that in earlier studies researchers have primarily
focused on performance and tracking errors of ETFs. This study thus makes an attempt to
address the pricing efficiency aspect along with price discovery mechanism of ETFs.
Implications: Findings of this study will aid investors and other market participants, especially
arbitrageurs and hedgers. Moreover, an addition will be made to the existing pool of knowledge
through this study.
Keywords: ETFs, Pricing Efficiency, Price Discovery, Premiums and Discounts, VECM.
JEL Classification: C10, G12, G14.

1. Introduction

E

TFs are basket of securities
comprising constituents as per
the underlying indices they are
designed to track. These are
passive form of investments,
aiming to track the performance of
underlying indices either exactly or
proportionately. Over the years,
ETFs have become a popular index
trading investment product
* Ph.D. Research Scholar, Dept. of
Commerce and Business Studies,
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throughout the world as they
possess twin features of mutual
funds and stocks. Similar to stocks
ETFs can be traded on exchange,
and simultaneously as mutual fund
can be bought/sold in the primary
market
through
creation/
redemption mechanism executed
through AMCs.
This creation and redemption
mechanism is unique to ETFs. Due
to this feature ETFs have two
prices; one is market price derived
from demand and supply of ETFs,
and another is Net Asset Value
(NAV) based on the value of its
underlying constituents. These two
prices
generally
do
not
commensurate each other due to
which ETFs are said to be trading

either at premium or at discount.
If the price that investor pay for an
ETF unit at stock exchange is more
than the true value of its
underlying securities, then ETF will
be regarded as trading at premium
on the other hand if this price is
below its NAV then ETF is said to
be trading at discount. This gap
between price and NAV provides
an arbitrage opportunity which is
exploited
by
Authorized
Participants (APs). They create
ETFs units if price of ETFs is more
than its NAV and redeem ETFs
units if price is less than NAV. This
process is repeated up to a point
where there is no exploitable
opportunity available.
This mispricing between price
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and NAV of ETFs makes market
inefficient as price of ETFs keeps
fluctuating during the day and
therefore, fails to reflect the true
value of its underlying assets at a
point of time. Thus, it becomes
crucial to analyze that at what
speed these deviations between
Price and NAV of ETFs are
corrected. Pricing efficiency aspect
of ETFs have been explored earlier,
but those studies focused either on
Equity ETFs or on Gold ETFs as
these two categories of ETFs
constitute major proportion of
ETFs listed on NSE. This study thus
makes an attempt to broaden the
understanding regarding ETFs by
scrutinizing the pricing efficiency
of world indices ETFs traded on
NSE through auto-regression
model and also attempts to
understand the price discovery
mechanism by using VECM.
The rest of the paper is
structured as: Section 2 details out
the literature review, Section 3
describes the data, methodology
and objectives of the study. Section
4, presents the results and
discussion followed by Section 5
which concludes the paper.

2. Literature Review
Review of previous literature
paves a way for well-developed
research work. This section of the
study thus provides review of
relevant studies:
Elton et al. (2002) studied the
relationship between price and
NAV of spiders. It was observed
that any discrepancy between price
and NAV disappear within a day.
Engle, R., and Sarkar, D. (2006)
examined the magnitude and
persistence of premiums of 21

domestic ETFs and 16 international
ETFs. Premiums were calculated
on intra daily and end of the day
basis from the date of inception
upto September 2000. Where end
of day premium was calculated as
percentage difference between
NAV and mid-quote price of ETF
and for calculation of intra-daily
analysis the premium was
measured for every minute as the
percentage difference between
mid-quote
and
indicative
optimized portfolio value (IOPV).
After in-depth analysis of all the
selected ETFs it was concluded that
prices of domestic ETFs were very
close to their NAV whereas prices
of International ETFs were not
close to their NAV as these ETFs
were not as actively traded as
domestic ETFs.
Lin, C.C., Chan, S.J., and Hsu,
H. (2006) made an attempt to
investigate the price efficiency of
Taiwan Top 50 Tracker Fund
(TTT). A simple linear regression
was run between daily price and
NAV of the ETF for one year period
which revealed that there is a close
relationship between price and
NAV as R2 was 0.99. Further, two
methods were adopted for
computing pricing deviations.
Under, both the methods it became
evident that TTT trades at
premium but these premiums are
insignificant. Thus, it had been
stoutly concluded that TTT do not
provide
much
arbitrage
opportunities, making market for
TTT price efficient.
Delcoure, N., and Zhong, M.
(2007) examined the pricing
efficiency of 20 iShares traded on
American Stock Exchange
(AMEX). It was observed that
significant premium exists but
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these premiums do not persist
except for iShares Malaysia.
Further, analysis revealed that
these deviations were temporary
and most of them converged to
zero in a short span of time. Study
was then extended by making an
attempt to analyze the factors
causing premiums for which panel
regression was applied. Through
analysis it became evident that
institutional ownership, bid–ask
spread, trading volume, exchange
rate volatility, political and
financial crises accounted for much
of the deviation. Further,
conditional correlation between the
US and home markets was also
found to be a significant factor but
to a lesser extent.
Kayali, M. (2007) examined the
pricing efficiency of the Dow Jones
Istanbul 20 (DJIST) first ETF traded
on Istanbul Stock Exchange.
Initially, author evaluated the
relationship between the daily
NAV and closing price by running
a simple regression analysis
between two series. Through
regression it became evident that
closing prices and NAV move
together, however, the coefficient
of NAV is less than unity which
indicates that DJIST trades at a
discount. Further, on examining
the persistence of deviations, it
became evident that premiums and
discounts disappear within two
days.
Aber, J.W., Li, D., and Can, L.
(2009) addressed price volatility
and tracking ability of four selected
iShares ETFs among which three
were domestic ETFs and one was
international ETF. Data was
collected from inception date of
each ETF till December 2006.
Author initially computed
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premiums and discounts of ETFs
by using closing prices as well as
mid-point prices. It was found that
out of four ETFs only one ETF
trades at discount on maximum
days and other three trades at a
premium on the majority of days.
Similar results were obtained when
calculations were made using
midpoint price. F-test was
conducted to investigate if daily
return of funds tracks index return
or not. A mixed picture was
obtained on analysis but on the
whole ETFs outperformed their
indices. Upon conducting mean
variance analysis it became evident
that Vanguard conventional
mutual funds tracked the
benchmarks better than the ETFs.
DeFusco, R.A., Ivanov, S.I., and
Karels, G.V. (2011) analyzed the
pricing deviations of Spiders,
Cubes and Diamonds from the
price of their underlying indices.
Results of study revealed that the
price deviation is predictable and
non-zero. Also, these deviations
were being influenced by
management fees of the respective
ETFs.
Jiang et al. (2010) analyzed
pricing efficiency of Shanghai 50
ETF (SSE) the first ETF of China.
Data for the study was collected for
the period of 2005-08. Granger
causality test was applied to
understand the interactions
between market price and NAV of
ETFs. The empirical results of test
suggested
presence
of
unidirectional causality among the
series whereby market price
granger causes NAV. Further, ARGARCH model was applied which
provided a good picture of two
time series as coefficient of error
correction term is negative and
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significant. On gauging the pricing
efficiency in the Chinese ETF
market, it was observed that
premium and discounts exist but
on majority of days these
deviations range between +0.5 and
-0.5.
Charteris (2013) conducted a
comprehensive study on 7 South
African ETFs out of which four
were domestic ETFs and three were
foreign ETFs. Firstly, percentage
price deviations were calculated
through which it was observed that
three domestic ETFs trades at
discount while international ETFs
trades at premium. Although,
discounts were small but
significant. On contrary premiums
were significantly large. On
inspecting
persistence
of
premiums/discounts it became
evident that for three ETFs
premiums/discounts disappear
within a day whereas for rest of the
ETFs arbitrage opportunity
disappears on second day. Author,
further analyzed determinants of
volume in which intercept and
intra-day volatility was found to be
significant. Whereas, coefficient of
lagged deviation was significant
only for two ETFs indicating
competent arbitrage procedure in
the market. Study was further
extended, by probing if these
deviations give signal of future
returns. On analysis, it was
revealed that price deviations were
positively related to return
whereas one day lagged deviations
were negatively related to return
on following day indicating over
reaction
and
subsequent
correction.
Hilliard (2014) conducted a
wide-range study of premiums/
discounts associated with 801

domestic and international ETFs
using Ornstein-uhlenbeck process
augmented with jumps. It was
found that domestic equity ETFs
were trading narrowly around
their NAV. Although international
equity and taxable bond ETFs were
found to be trading on premium.
Author
further
compared
international equity ETFs with
international closed-ended funds
through which it became evident
that ETFs are better option for US
investors as they trade at an
average premium of 21 basis points
whereas close-ended funds trade at
an average discount of 7.9 per cent.
It was also brought out that
emerging market ETFs have given
constantly high premiums than
developed market ETFs. The
probability of jumps, as well as the
volatility of jumps, was also found
to be high for international equity
ETFs.
Swathy, M. (2015) made an
attempt to study the pricing
efficiency of 5 selected Indian
Equity ETFs. Data was collected
over the period of 5 years ranging
from 2010-2015. Obective of the
study was to analyze deviations
among price of ETFs and its NAV
and there on test the persistence of
those deviations. Upon analysis, it
became evident that all the four
ETFs
i.e.
“NIFTYBEES”,
“PSUBANKBEES”, “BANKBEES”,
“JUNIORBEES” were exactly
trading at their NAV whereas only
one ETF “SHARIAHBEES” was
trading at discount. Further, it was
observed that premium/discounts
of ETFs do not persist on the
following day.
Aditya and Desai (2015)
analyzed pricing efficiency of 17
equity ETFs selected from the
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universe of 25 equity ETFs.
Initially, existence of arbitrage
opportunity was tested through
which it was brought out that
average percentage deviation for
all ETFs was negative. Further,
persistence
of
arbitrage
opportunity was tested which
revealed that deviation took 10
days to disappear for some ETFs.
Additionally, on applying cointegration test it was brought out
that no long-term relationship
exists between Price and NAV of
equity ETFs. Beyond this VECM
confirmed that NAV leads the
price of ETFs except for 3 ETFs in
which
benchmark
index
movement was also significant in
price discovery.

country comparison it was
observed that the US had lowest
average deviation followed by
Japan, UK, and Australia. Indian
ETFs had largest average daily
deviation. It was also observed that
pricing deviations decreased over
time thus indicating that US subprime crisis had no significant
impact on deviations of ETFs
except two US ETFs. Further, on
probing the persistence of these
deviations it was observed the
deviations of the US ETFs
disappear within a day whereas
deviations of ETFs of other
countries persisted for number of
days indicating unexploited
arbitrage opportunities in these
markets.

Munusamy, D., Narayanamurthy, V., and Sivanmalaiappan,
M.
(2016)
examined
the
relationship between price and
NAV of selected equity ETFs
traded on NSE, India. Daily data
for all the funds was collected from
the date of inception of a particular
ETF up to December 2013. In order
to study the relationship between
two, author applied the granger
causality test which explored the
direction of relationship between
price and NAV. Upon analysis, it
became evident that there exists a
bi-directional relationship between
Price and NAV of ETFs.

Badenhorst, W.M. (2017) made
an attempt to understand the
factors causing premiums and
discounts of ETFs trading on
Johannesberg Stock Exchange. The
objective of this study was to
determine whether the spread in
underlying investments, total
expense ratio, and size of an ETF is
a significant cause of the premium/
discount of the ETF itself. Spreads
were calculated using weighted
bid-ask and bid-close spreads.
Through analysis it became evident
that higher spreads of underlying
investment portfolios were
significantly positively related with
premiums/discounts of ETFs.
Although, impact of spreads
becomes insignificant when only
discounts are considered in sample.
Expense ratio also had a significant
positive relationship with
premiums/discounts. Whereas,
size of the fund was significant
factor when combined sample of
premiums/discounts was used
otherwise it becomes insignificant.

Tripathi, V., and Garg, S. (2016)
analyzed the pricing efficiency of
the popular domestic ETFs of the
US, UK, Japan, Australia, and India
thus forming a sample of 17 ETFs
and 11 different indices. On
analyzing premiums/discounts it
was revealed that average daily
deviation between price and NAV
ranges from 0.04 to 1.40 per cent
across all the ETFs. On cross
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Nargunam, Rupel, and N.
Anuradha (2017) studied market
efficiency of 5 selected Gold ETFs
for the period of 2010-15. In this
study author used combination of
non-parametric and parametric
tests
whereby
run
test,
correlogram, and unit root test
were employed for the purpose of
analysis. In run test, z value of all
the gold ETFs was greater than 1.96
indicating non-randomness in
prices. On obtaining correlogram,
non-randomness in prices was
observed as coefficient of autocorrelation for all the ETFs was
between -1 to +1. Ljung Box Q test
was also significant indicating
autocorrelation in the price series.
Further,
on
conducting
Augmented Dickey Fuller (ADF)
test also known as unit root test pvalues obtained for all the five ETFs
was less than 5 per cent which
indicated that series are stationary,
therefore, they cannot be regarded
as random series. Through, all the
tests it became evident that Indian
market of gold ETFs is inefficient
as past prices are affecting future
prices.
Kumar, P. (2018) analyzed the
price efficiency of CPSE ETF a
newly introduced ETF. Data was
collected for the period of 3 years
ranging from 2014-17. A close
relationship has been witnessed
between price and NAV of CPSE
ETF. Although, more of negative
deviations has been witnessed
than positive ones which
indicated that ETFs trade at
discount but these deviations
were
very
small.
Thus,
concluding that CPSE ETF trades
at discount but these discounts
are so small that they can be
regarded as insignificant proving
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market of CPSE ETF price
efficient.
The analysis of literature
reveals that regarding pricing
efficiency there is a clear
agreement among authors as 84
per cent of them support the
existence of significant arbitrage
opportunity in the ETFs market.
Further, these studies have also
provided evidence that these
deviations persist longer in
emerging
markets
than
developed
economies.
Highlighting, the existence of
inefficiencies in arbitrage
mechanism
in
emerging
economies. Thus, through this
study an effort has been made to
understand the pricing efficiency
aspect of World Indices ETFs
traded on NSE, India along with
the price discovery mechanism
whereby lead-lag relationship
will be recognized among Price
and NAV of selected ETFs.

Bees. Daily price and NAV data has
been collected for each fund from
its date of inception up to 31 March
2021. Data required was obtained
from the Bloomberg Terminal and
appropriate data cleaning process
was undertaken. Statistical
computations were performed
using E-views 11. Table 1 describes
the sample of ETFs selected for
study.
3.2. Methodology
This study begins by
capturing the presence of
arbitrage potential of ETFs
denoted by the difference
between the market price of ETFs
and its NAV. Simple difference
between the trading price and the
NAV of the ETF i at the close of
day t is computed through
Equation 1. When this difference
is positive ETFs are trading at a
premium whereas a negative
difference means ETFs are
trading at discount.
Di,t= Pi,t – NAVi,t

... (1)

made to investigate the persistence
of premiums/discounts of ETFs
i.e., to observe how long does
arbitrage opportunity lasts as the
mere existence of premiums/
discounts does not indicate
exploitable opportunity. To check
for the persistence of deviations
auto-regression model has been
applied whereby premium/
discount of ETF on day t is
regressed upon its one-day lagged
value of day t-1 up to the point 
value becomes insignificant. A
significant value of  indicates the
persistence of price deviations
which can be advantageous to the
arbitrageurs and hedgers whereas
an insignificant value of  will
indicate that deviations do not
persist. A similar model to assess
the persistence of premium/
discount of ETFs have been
previously applied in studies
conducted by Elton et al. (2002),
Charteris (2013), Aditya and Desai
(2015).
To assess the persistence of
premium/discount, the regression
model is set-up as:

3. Data and Research
Methodology

Where,

3.1. Data

NAVi,t= NAV of the ETF i on day t

The study has been conducted
on World Indices ETFs traded on
NSE, India. There are two ETFs
currently traded under this
category i.e. Most Shares NASDAQ
100 and Reliance ETF HangSeng

Pi,t

= Closing price of the ETF i
on day t

Where,

Di, t

= Price deviation of ETF
from its NAV

Di,t = Premium/Discount on day t

After computing pricing
deviations an attempt has been

D i,t-1 = One day lagged value of
Premium/Discount

SAMPLE SELECTED FOR THE STUDY
Symbol

Underlying Issuer
Index

Reliance ETF Hang HNGSNGBEES HANGSENG Reliance
Seng BeES
Nippon Life
AMC
Most Shares
NASDAQ 100

30

N100

...(2)

Additional lagged values can
be added as follows to assess how
long these deviations persist:

TABLE 1

Name of Fund

Di,t = +1 D i,t-1+ei,t

Inception
Date

Di,t = +1 Di,t-1+ 2Di,t-2 + ei,t ...(3)

March
2010

Di,t =  +1Di,t-1+ 2Di,t-2 + 3 Di,t-3 +
ei,t
...(4)

Nasdaq 100 Motilal Oswal March
AMC
2011

Di,t =  +1Di,t-1+ 2 Di,t-2 + 3 Di,t-3 +
4 Di,t-4 +ei,t
...(5)
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kurtosis of HNGSNGBEES is less
than 3 which means less
peakedness and thin tails.

4.1. Pricing Deviations

Further, percentage of positive
and negative deviations were
computed through which an
almost equal divide between
negative and positive deviation
was observed for HNGSNGBEES
although on an average it was
found to be trading at premium as
positive deviations are greater than
the negative deviations. N100 was
found to be trading on discount 59
per cent of the time.

Deviations among ETFs price
and NAV has been computed using
above stated formula and its
summary statistics has been
presented in Table 2. Upon analysis
it was observed that on an average
both the World Indices ETFs trades
at premium. Price deviations for
both the series were found to be
positively skewed whereby
distribution of N100 was much
more skewed than that of
HNGSNGBEES. On computing
kurtosis, it was observed that
distribution series of N100 has
more peakedness as its kurtosis
value is more than 3 whereas

Figures 1 and 2 describe the
deviations of each fund over time.
Through, graphical representation of pricing deviations it
becomes evident that deviations
of N100 and HNGSNGBEES

FIGURE 1

-50.00 100.00 150.00

Price Deviation

PRICING DEVIATIONS OF N100

0.00

On conducting Johansen’s cointegration test long-run cointegration was detected between
price and NAV series of both the
ETFs. Thus, VECM was then
employed to examine the short-run
dynamics between these two series.
Application of VECM enables to
analyze the lead-lag relationship
between two variables through the
Error Correction Term (ECT). ECT
describes which variable is more
efficient in attaining the long-run
equilibrium and thus leads another
variable. This process is also
known as price discovery process
whereby any movement in the lead
variable can be used to predict the
moment in the lag variable.

4. Data Analysis and
Interpretation

-50.00

Further, to understand the
long-run relationship between the
price of ETF and its NAV
Johansen’s co-integration test has
been applied which tests if there
exists any long-run association
between variables or not (H0 = No
Co-integration). Before applying
Johansen’s co-integration test
stationarity of both the series is
tested for which ADF test and
Phillip-Perron (PP) test are
applied (H 0 = Has unit root).
Through these tests, it was
brought out that both price and
NAV series are integrated at the
same order i.e. I (1). The lag
selection was based on Akaike
Information criteria (AIC).

1 Jan. 11

1 July 13

1 Jan. 16

1 July 18

1 Jan. 21

DATE

TABLE 2
SUMMARY STATISTICS OF PRICING DEVIATIONS
Symbol of
Fund

No. of
Obs.

Mean

Standard
Deviation

Minimum
Deviation

Maximum
Deviation

Positive
Negative Skewness Kurtosis
Deviations Deviations
(%)
(%)

N100

2516

11.74

27.26

-26.38

134.97

41

59

2.15

3.82

HNGSNGBEES

2390

4.93

22.16

-47.40

73.80

51

49

0.75

0.20

Source: Author’s own calculations.
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pressure on prices and causes these
deviations to disappear. This
section of the study examines the
persistence of deviations for which
regression analysis of premiums/
discounts on its lagged value up to
the point where the deviations
become insignificant has been
conducted. The insignificant
coefficient of lagged premiums/
discounts would suggest the
disappearance of any arbitrage
opportunity that was previously
available.

FIGURE 2

50.00
0.00
-50.00

Price Deviation

100.00

PRICING DEVIATIONS OF HNGSNGBEES

1 July 11

1 Jan. 14

1 July 16

1 Jan. 19

1 July 21

DATE

TABLE 3
RESULT OF STATIONARITY TEST OF PRICING DEVIATIONS
Symbol of
Fund

N100
HNGSNGBEES

ADF Test
(with no intercept
and no trend)

PP Test
(with no intercept
and no trend)

t-statistics

p-value

t-statistics

p-value

-3.372**

0.014

-5.070**

0.000

-4.14**

0.000

-7.136**

0.000

Note: ** represents significant at 5 per cent level.

move quite far away from their
underlying value thus making
them significant.
4.2. Unit Root Tests
Further, persistence of these
deviations has been checked
through auto-regression model but
before that, it is necessary to ensure
that variables are stationary as nonstationary variables potentially
provides with spurious results in
time series data. Thus, ADF and PP
tests were employed. Both the tests
have null hypotheses as, H0: Has a
unit root.
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Table 3 shows that for both the
funds, price deviation series are
stationary at level as p-value is less
than 0.05 providing enough
evidence against the null
hypothesis. Thus, there is no need
to transform the data as stationarity
has been already obtained.
4.3. Persistence of Deviations
The daily premium/discount
signals an arbitrage opportunity to
which market participants react
and start buying the cheaper asset
and selling the expensive one. This
activity by arbitrageurs poses

Table 4 presents the results of
persistence of premiums/
discounts of selected ETFs
whereby, coefficients and tstatistics reported are based on
standard errors adjusted for
autocorrelation
and
heteroscedasticity using NeweyWest’s Correction. It was observed
that N100 and HNGSNGBEES
trades at premium to their NAV as
alpha values for both the funds are
positive and significant which is in
lieu with the results obtained
through summary statistics (Table
2). Intercepts obtained after
conducting
auto-regression
provides an evidence that arbitrage
opportunity for N100 lasts for 3
days whereas for HNGSNGBEES it
exists up to 4 days. Thus, it can
concluded that premiums/
discounts of World Indices ETFs
are quite persistent as arbitrage
opportunities do exist for 3 to 4
days for both the ETFs although
this persistence seems to fade
away when moving away from
day one thus making market for
World Indices ETFs inefficient.
Results obtained under this
section are consistent with the
studies conducted in Indian set
up by Aditya and Desai (2015),
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TABLE 4
PERSISTENCE OF PREMIUMS/DISCOUNTS
Symbol of
Fund
N100



0

3.941 ** 10.941 **
(0.006)

HNGSNGBEES

2.606 **
(0.000)

(0.000)

2

4.161 **

3.571 **

(0.000)

31.24 **
(0.000)

1

4

1.039

(0.001)

6.068 **
(0.000)

3

(0.291)

6.703 **

3.250 **

(0.000)

(0.000)

1.389
(0.164)

Note: 1.Value in the parenthesis are t-statistics that are based on standard errors
adjusted for autocorrelation and heteroscedasticity using Newey-West’s
(1987) correction.
2.** significant at 5 per cent level of significance.
TABLE 5
UNIT ROOT TESTS FOR PRICE AND NAV
Symbol of
Fund

N100

Stationarity

Price
NAV
At
Level

At First
Difference

1.125

-54.236 **

ADF Test

(0.997)
PP Test

2.911
(0.992)

HNGSNGBEES

Test

ADF Test

0.830
(0.890)

PP Test

1.072
(0.926)

(0.000)

At
Level
1.172
(0.999)

-54.125 **
(0.000)
-37.88 **
(0.000)

4.377
(1.000)
-0.849
(0.348)

-86.255 **
(0.000)

At First
Difference

1.334
(0.945)

-60.151 **
(0.000)
-60.281 **
(0.000)
-42.286 **

-139.06 **

This section of study tests
uses Johansen’s co-integration
test to examine the existence of
co-integration
relationship
between price and NAV of ETFs.
The lag selection is based on AIC
and results are interpreted using
Trace test and Max-Eigen Test.
For both the ETFs null hypothesis
of no co-integration is rejected at
5 per cent level of significance.
Thus, Price and NAV of both the
ETFs are found to be cointegrated in long run. Results of
co-integration test are presented
in Table 6.

(0.001)

JOHANSEN’S CO-INTEGRATION TEST
Trace
Test

N100

None Atmost 1

HNGSNGBEES

None Atmost 1

Max-Eigen
Test

Lags

0.000 **

0.000 **

5

0.000 **

0.000 **

0.000 **

0.000 **

0.000 **

0.000 **

Note: ** denotes significance at 5 per cent level.
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Before exploring the price
discovery process of ETFs it is
essential to examine the long-run
relationship between the Price
and NAV of ETFs. To check the
presence of long-run equilibrium
between Price and NAV series of
each fund Johansen’s cointegration test has been
employed before which ADF and
PP tests are applied to check the
stationarity of series. Results of
both the tests brought out that
Price and NAV series for both the
ETFs are not stationary at level as
p-value is more than 0.05.
Although, these series become
stationary upon taking the
first difference as exhibited in
Table 5.
4.5. Co-Integration Test

TABLE 6

Co-Integrating
Vector

4.4. Unit Root Tests

(0.001)

Notes: 1. Values in the parenthesis are p values.
2. ** significant at 5 per cent level of significance.

Symbol of Fund

Tripathi and Garg (2016),
Shanmugham and Zabiulla
(2012). These studies also brings
out that price deviations are
significant and last long, thus
providing arbitrage opportunity
to market players.

4
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TABLE 7
ESTIMATES OF VECTOR ERROR CORRECTION MODEL
Symbol
of Fund

Variable

N100

NAVPRICE

HNGSNGBEES

NAV PRICE

ECT

Standard
Error

P-value

Lags

Inference

0.000
-0.015 **

0.005
0.004

0.742
0.001

5

Error coefficient term of Price is
negative and significant and NAV’s
error coefficient is not significant.
Thus, NAV leads the Price.

-0.008 **
-0.033 **

0.009
0.007

0.017
0.000

4

Error coefficient term of Price is
higher than NAV and both are significant. Thus, NAV leads the Price.

Note: ** indicates significance at 5 per cent level.

4.6. Vector Error Correction Model
Further, in this section shortrun dynamics of integrated
variables are examined through
VECM. Due to the law of one price,
these two prices of ETFs have to be
in equilibrium. ECT obtained
under VECM represents the speed
at which short-run deviations are
corrected. For both the ETFs it has
been brought out that NAV leads
the Price in the information
transmission and price discovery
process which means market price
corrects itself on the basis of NAV.
Thus, investors can utilize
movements in NAV to formulate
strategies that would reflect in
price of ETFs in the future (Table
7).

5. Conclusion
In this study, an attempt has
been made to understand pricing
efficiency aspect along with price
discovery process of World
Indices ETFs traded on NSE. At
present, there are only two ETFs
that are designed to track
international benchmarks i.e.
Most Shares NASDAQ 100 and
Reliance ETF HangSeng Bees. For
which initially premiums/
discounts were estimated
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through which it became evident
that both the ETFs trade at
premium.
Additionally,
persistence of these deviations
was tested by conducting autoregression analysis which
brought out that deviations are
significant and persist for 3-4
days thereby highlighting
inefficiencies of market. Further,
Johansen’s co-integration test was
employed to analyse the long-run
equilibrium process whereby it
was observed that price and NAV
series for both the ETFs are cointegrated in long run. Upon
getting a long-run relationship
between two series, VECM was
then employed through which it
became evident that NAV leads
the price i.e. any change in NAV
can be used to predict the
movement in price. Thus,
providing an opportunity to
investors to make the most
appropriate investment decision.
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Conceptual Analysis of Country of Origin (COO)
Shashi Yadav*
In global vs local race, it is very essential to know what product we are purchasing as a
rational consumer. If going with a foreign brand it is essential to have a piece of knowledge
about Country of Origin (COO) of a product. This paper gives a detailed analysis of almost
all possible dimensions of COO and its related aspects. COO is an extrinsic product cue
that gives an inference about the quality of a product. It is usually denoted by the ‘MADE
IN’ tag. In real life when a consumer is provided with a vast amount of information then
seeing just the COO tag solves the purpose.
Keywords: Country of Origin, Ethnocentrism, Quality, Brand Image.

Introduction

I

NDIA’S LPG movement (1991)
has brought many big changes in
our economy. Foreign Direct
Investment has reached its new
heights. Globalization reduced
import duties that have paved the
way for numerous global
companies to enter our domestic
market. As a result of which Indian
consumers are provided with a hub
of goods to choose from (both
global and local). The gradual and
progressive
shift
towards
liberalization of our economy in the
past few decades is the major factor
behind today’s globalization
success along with the entry of
foreign brands. The Middle-class
chunk which is nearly 320 million
constitutes one-third of our present
population has been receiving a
good share of income and is now
making rational decisions in their
final product purchase.
Decision-making is a very
complex phenomenon. While
* Research Scholar (NET-JRF,

December 2018).
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making a decision a consumer is
usually overloaded with a variety
of information about the product.
These informational cues can be
intrinsic or extrinsic. Intrinsic cues
include taste, performance, quality,
etc. which can’t be evaluated until
a product is purchased and used by
a consumer (Bredahl, 2004).
Because of these limitations a
consumer heavily relies on
extrinsic cues like brand, price,
Country of Origin (COO), etc.
which are considered as cognitive
shortcuts for intrinsic cues.
Ozsomer and Cavusgil (1991) said
COO is the country where the
corporate headquarters of the
product company is situated, it is
the native place of a company.
COO infers the quality, reliability,
nobility, etc. of the product in
consumers’ mind and gets easy
acceptance and many a time it is
associated with the brand name
also. Firms use the favourable image
of the COO to gain an advantage
in the marketing of their products.
With advancement in satellite
communication, outreach of TV,
easy internet access, and increased

educational level, consumers
worldwide are aware of variety of
products and services. For
example, perfumes (Chanel) of
France are considered best,
whereas handbags (Louis Vuitton)
of Italy are famous, in automobiles
Japan is the priority, Rugs of
Afghanistan, automobiles of Japan
and Germany. COO affects
consumer perception as an
indicator of quality, a symbolic and
emotional connection, and a
linkage of social and personal
norms of host and home country.

Rationale
In-depth knowledge of all
dimensions of COO should be
gained to obtain a better
understanding of this complex
phenomenon which plays a vital
role in understanding the attitudes
and beliefs of Indian consumers to
evaluate foreign vs local products
in terms of differentiating features.

Review of Literature
COO has a significant impact
on the quality perception of a
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particular product. Perceived
quality is the consumer perception
of overall superiority or quality
with respect to its intended use
(Aaker, 1991). Apart from the
COO, other extrinsic cues such as
brand name, retailer reputation,
warranty, and price also have an
impact on perceived quality.
Schooler and Wildt (1968) found
that in some cases the impact of
COO on product judgement to an
extent can be neutralized by price
concessions. To overcome negative
COO image, price can be an
effective tool.
COO is not just an indicator for
the quality of the product
(cognitive) (Hong and Wyer, 1989,
1990; Li and Wyer, 1994) but also
relates to symbolic and emotional
value (affective) (Askegaard and
Ger, 1998; Batra, Ramaswamy,
Steenkamp and Ramachander,
1999) and in some cases, Shimp and
Sharma (1987) relates it to pride,
identity, social and personal norms
(normative) and autobiographical
memories of a country. On affective
level,
emotional/symbolic
connotations towards a particular
country can be formed through
direct experience, word of mouth,
travel, mass media, etc. COO also
has a normative association such as
a particular country may be taken
as an endorsee of its politics,
actions and practices (Leonidou,
Palihawadana, and Talias, 2007)
and in response to this consumers
punish those countries by
boycotting their products (Smith,
1993). Negative COO can be
weekend by using positive mental
imagery.
A consumer’s perception of
COO image influences the
perception of the brand from that

country only when a consumer is
fully familiar with the brand’s
COO. If both brand name and COO
information is available to a
consumer then he relies more on
COO if brand name is unknown or
if he had not personally used that
brand. Consumers does not
associate themselves with COO if
they are very familiar with the
brand. If a country has a positive
image than it can charge a
premium price for its products
(Aaker, 1996; Keller, 1993).

decision. Schooler (1965) in his
article titled ‘Product bias in the
central American common market’
says according to Bounded
Rationality a consumer hardly
makes perfect decisions. They
decide on the basis of the situation
they are in and with limited piece
of information available. The
relevance of COO labelling has also
blurred due to different country of
parts
(COP),
country
of
manufacturing (COM), country of
assembly (COA).

A consumer relies more on
country stereotypes when other
product-related information is not
available. Johansson, Ronkainen
and Czinkota (1994) found that if a
consumer has a negative COO
stereotype in his mind, then it can
act as an impregnable barrier in
marketing and positioning their
products in the global market.
Older ones as well as less educated
people usually exhibit strong
ethnocentric attitudes.

Economically advanced and
politically free country products
are evaluated more favourably
than under-developed ones,
indicating a significant association
between development level and
evaluation of product (Hampton,
1977; Krishnakumar, 1974;
Schooler, 1971; Tongberg, 1972;
Wang, 1978). Consumers recognize
that the production of highperformance technical products
require proficient and skilled
manpower that can be easily found
in advanced countries. Consumers
are ready to pay price premiums
for developed countries’ products.
This belief may change over time
with direct experience of product
quality. Mostly this belief is
product specific but, in many cases,
can be generalized to other product
categories as well. Consumer’s
perception for a particular country
product also changes over time
with changes in the degree of
market sophistication and
manufacturing infrastructure like
earlier China’s products were not
considered of that much quality but
now this trend has been changing.

Lampert and Jaffe (1998) found
that Country image can be used as
an asset when it has a favourable
image and as a liability in reverse
case. This phenomenon is known
as Image Crystallization which
says the more consistent and
unified the image of the country
has across brands, the higher is the
level of its crystallization. Bettman
(1979) in Information Processing
Theory says that in decisionmaking consumers faces limitation
on their capacity to process
information as they are overloaded
with huge relevant plus irrelevant
information simultaneously. A
consumer uses product cues to
form beliefs and evaluate a product
by minimizing the processing effort
involved in the final purchase
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When a consumer is presented
with a COO cue along with other
extrinsic cues such as price and
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brand then its effect can be
observed in 2 ways. Halo effect,
wherein a country name triggers
feeling that may be transferred on
the product to infer its quality
(product attribute) prior to its use
especially when product is
unfamiliar but had no effect on
overall product evaluation (Han,
1989). This effect is more
prominent
when
product
information is lacking or missing
(Erickson, Johansson, and Chao,
1984; Johansson, Douglas, and
Nonaka, 1985).
Summary effect, wherein a
country image directly affects
consumers’ attitude towards the
brand of a country instead through
product attribute ratings especially
when the product is familiar to the
consumer (Han, 1989; Hong and
Wyer, 1989).
Other explanatory variables
are origin country’s cultural and
political climate, workmanship,
technological
advancement,
industrialization, innovations,
design, prestige and belief system
and cultural similarity (Han 1990;
Papadopoulos, Heslop, and Beracs
1989; Tongberg, 1972; Wang, 1978;
Wang and Lamb 1983; Yaprak and
Parameswaran 1987). Attitudes
towards the product of a particular
country ranges from product to
product.
Maheswaran (1994) said when
product
information
is
unambiguous than the experienced
people based their choices on
specific product attribute while less
experienced ones focus more on
COO or when there is ambiguous
information both relies on COO as
an indicator of quality. GurhanCanli and Maheswaran (2000)

38

found that the extent to which this
cue is used depends upon the
involvement as well as the
motivational level of a consumer.
Highly motivated relies on
specific product attributes
whereas low motivated uses COO
as a quality indicator. COO does
matter when a consumer has low
involvement in the product
purchase but in the presence of
other
extrinsic
cues
its
significance decreases and brand
becomes the determinant factor.
According to the Theory of
Planned
Behaviour
COO
information has no direct influence
on overall product evaluation
rather it infers some product
attributes first (product quality)
which then determines the overall
product attitude and eventually the
final purchase intention. COO acts
as a surrogate to infer product
quality, reliability, performance,
prestige
and
all
other
characteristics which cannot be
directly evaluated.
Preference for local products is
high when that nation has deep
feelings of national pride and
patriotism (Baumgartner and
Jolibert, 1978; Nagashima, 1970;
Reierson, 1966; Wall and Heslop,
1991), when their nation is
threatened by foreign products
(Heslop and Papadopoulas, 1993)
when product serviceability is
good in their nation (Han and
Terpstra, 1988) and when foreign
products are unfamiliar to them
(Alder, Hoyer and Crowley, 1993;
Ettenson, Wagner and Gaeth,
1988;). COO favourable attitude is
modified when a consumer
receives additional product related
information.

Older ones, females, more
educated, higher-income strata
people consider foreign origin
products on higher terms than
younger ones, males, less educated
and lower-income strata people
(Anderson and Cunningham, 1972;
Dornoff, 1974; Schooler, 1971;
Tongberg, 1972; Wang, 1978).
Anderson and Cunningham (1972)
found a negative association
between
dogmatism
and
inclination for alien products and
services. Maheswaran (1994) said
that novices use COO to judge a
new product and give least
importance to other attributes of
the product.

Moderators
Prior experience, consumer
expertise, product category,
familiarity with the product class,
product
warranty,
brand
reputation, involvement and
motivational level, product
complexity, price, brand name,
retailer reputation, product
warranty, trust moderates the
impact of COO on purchase
intention.

Conclusion
Favourable source country
perception leads to favourable
inferences about product attributes
(quality) and subsequently leads to
favourable
evaluations.
Demographics of a country
somewhere moderate the effect of
COO on product evaluation. Major
moderators are product familiarity
and involvement level during
purchase. It is a comprehensive
phenomenon that has many
antecedents but the important ones
are the development level of a
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of Consumer Choice, Reading,
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country (Country Image) and the
ethnocentric attitudes of the people.
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